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PREFACE

In today's competitive markets, employers must firays to attract and retain new talent to
their work forces without draining valuable caslsemes. This publication describes several
common incentive equity compensation techniques$ tbaard key employees and stimulate
business development and growth. Each alternativelves either actual stock ownership
compensation, or "phantom" arrangements for cgstiors or other distributions which parallel
stock performance or increases in company valuemeSmethods simply measure future
compensation to be included in the key employeesme and deducted as compensation paid by
the corporation. Others allow key employees tdai@pate in tax-deferred future appreciation of
the company's stock and to take advantage of tggitas treatment on sale or disposition of the
awarded stock.

Although the benefit of "capital gains” tax treatm has been subject to substantial rate
modifications over the years, with many significte®t code revisions adopted by congress since
1986, significant capital gains rate reductions dertain types of property have generally been
retained. Potential capital gains tax rate bemafitould not be overlooked in considering equity
incentive plans. Almost all of the techniques dssed contemplate some income recognition
deferral for both regular tax and alternative mimmtax (AMT) purposes.

For purposes of this publication, all examplesfarenypothetical Company ("Company™)
and Employee ("Employee"). The fair market valfi€€ompany stock is assumed at $12.50 per
share on the date stock options (if any) are issukte stock value is assumed to increase 40%
annually from the date of issue, except as othermdged in any particular example.
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INTRODUCTION TO EQUITY COMPENSATION

Compensating employees with company ownership lbag been recognized as an
effective method for stimulating, and rewarding, pbogee productivity. As the company net
worth, and hence stock value, increases, so deentployees "compensation”. However, stock or
securities transferred to an employee or indepdndentractor are generally included in the
recipient's income and deducted by the corporati@mount(s) equal to the difference between the
stock fair market value and any value paid fordtoek. For example, an outright transfer of 5,000
Company shares to Employee in a pure stock bonutdwesult in $62,500 of taxable income to
Employee, and a corresponding deduction to Compaflge same tax consequences result if
Company paid Employee $62,500 in cash compensatidionus, which moneys Employee then
used to purchase Company stock. All of the eqoitywpensation techniques described in this
memorandum provide for sonpeeferential tax treatment to either Company, Exyge, or both,
which makes these incentive plans generally pedeis simple stock bonus awards.

RESTRICTED STOCK

If Company wants to issue stock today, but deteypine recognition and deduction to
Employee and Company, it could award non-transkerabares subject to "a substantial risk of
forfeiture,” otherwise known as "restricted stock"Common forfeiture provisions include
mandatory repurchase by Company or simple expiratbd ownership rights if Employee
terminates employment with Company before a sgetifiate, or fails to meet certain predefined
sales quotas, revenue targets, etc. If the regiricare permitted to lapse over time (usuallg iy
ten years), Employee and Company recognize cuimeoime and deductions, respectively, in
amounts of the fair market value of stock for whiektrictions lapse in any given year.

For example, if Company awards 6,000 shares tficiesl stock to Employee, of which

2,000 shares become free from restrictions in eddhe successive three (3) years, Employee
would recognize $25,000 of income during the firsar that restrictions lapse if the stock fair
market value were $12.50. Employee would reamfB5,000 of income in the second year that
restrictions lapsed if the stock fair market vahereased to $17.50, and $49,000 in year thréeif t
stock fair market value increased to $24.50. Caypeould recognize compensation deductions
of the same amounts in corresponding years for tiaatAnd financial statement purposes, provided
that Company withholds appropriate income tax ochsamounts in the proper tax reporting
periods.

This arrangement permits the key Employee to aeiock at no monetary cost, but only
if the Employee meets conditions required for vegtior lapse of restrictions. However, the
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Employee will incur income tax liabilities deterraph by the fair market value of the stock. This

may in some cases be a counter-incentive to pesficenif the employee can meet the minimum

required goals for vesting very easily, and the Byge chooses not to maximize performance (and
stock value) for purposes of obtaining the sharésedowest tax cost.

Accordingly, Internal Revenue Code section 83@)mpts Employee to elect to include the
entirevalue of restricted stock shares in income inydrr of receipt, irrespective of the lapse and
forfeiture provisions. Company would also recogren equivalent compensation deduction, and
be required to withhold appropriate income tax ant®drom Employee's salary in the same year.
For example, Employee would recognize $105,00hcdrne in the year of receipt of the stock,
regardless of whether the stock was later forfadigglto the stock restrictions, and Company would
recognize $105,000 of compensation deduction instdrae year. Any subsequent increases in
stock value would not be taxed until and unlessstiges were later sold, and then at only capital
gains tax rates if the applicable holding periagureements were met.

However, under this election, Employee would netdntitled to take a deduction from
compensation in the event the stock value declinehy year that restrictions lapsed. Employee
would have only long term or short term capitaklagatment for the decline in value in the year of
sale or disposition of the stock. Under currenésuEmployee may offset other capital gains
against capital losses on a dollar for dollar hasig Employee may only offset other current
income in any year by only $3,000 of realized cdpiss.
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NON-QUALIFIED STOCK OPTIONS

Company may want to grant Employee rights, oritot', to_purchasstock at stipulated
prices over specified periods of time. Optiongedifrom restricted stock arrangements because
Employee must actually pay for the stock. The @sgerprice of the options is generally equal to
the fair market value of the stock at the time tmions are granted, so that there is no
corresponding bargain element to Employee at the tptions are granted. As such, Employee's
incentive to perform may be somewhat greater t@terevalue for the purchase options the
Employee has acquired than if Employee receivedriRiesl Stock.

Non-qualified stock options can be either vestedrivested; which means the holder may
exercise the options as to all shares immediatelygnly as specified over time according to a
vesting schedule established by Company. Non{eaktock options may also be transferable if
the Company permits. The tax consequences to Eeplagd to Company of non-qualified stock
options are very similar to those of restrictecktoEmployee and Company will recognize income
and deductions in amounts of the difference betwierstock fair market value and the exercise
price on the date the option is exercised. Anyriappreciation in stock value is taxed as capital
gain to Employee upon subsequent sale or dispositio

The holder of non-qualified stock options_is permitted to make an IRC Section 83(b)
election. There is therefore no opportunity fag tiolder to take advantage of possible long-term
capital gain treatment on any bargain element ®fativard. In addition, exercise of non-qualified
stock options does not cause any expense to beedcfor financial statemergurposes under
GAAP principals if the option exercise price is ¥W®f stock fair market value at the time the
option is granted.
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INCENTIVE STOCK OPTIONS (ISO)

ISO's were first authorized under the EconomicoRery Act of 1981, as subsequently
amended in 1982 and 1986. Incentive Stock Optdings the Company to grant employees rights
to purchase stock at a stipulated price over aifsge@eriod of time. Except for income tax
consequences, ISO's are very similar to non-gedlgtock options.

ISO's and non-qualified stock options differ prityain that the Employee receives
preferential income tax treatment upon both thease and subsequent sale of ISO stock. The
Employee does not recognize income upon exercisieeobption, regardless of whether the stock
value has appreciated. In addition, the Emplosesds all increases in stock value over the exercis
price as capital gains upon sale. However, the 2oy does not receive any compensation
deduction for the bargain element of the optionrugi@nt or exercise.

For example, if Company stock is valued at $1p&0share at the date options are granted,
and increases to $24.50 two years later when thienspare exercised, the following occurs if the
stock is later sold at $30.00 per share:

a) Employee recognizes $17.50 of capital gain utisposition of the stock ($30.00 sales
price less $12.50 exercise price);

b) Company receives no compensation deductionydirae.

For comparison, an Employee receiving non-qualiestk options under the same facts would
recognize $12.00 of ordinary income upon exercfshe options ($24.50 stock value less $12.50
exercise price) and $5.50 of capital gains upoa sathe stock. Company would report $12.00 of
compensation deduction upon exercise of the options

To qualify Incentive Stock Options for favorabé ttreatment, the Company must comply
with certain rules, including:

1. The option grant and exercise price must lialeq the share market price at the date of
the grant.

2. The option plan must extend for no more tham (tL0) years, and options must be
exercised within ten (10) years of the date granted

3. Stock acquired by option must be held at least (1) year after exercise and two (2)

years after grant before disposition. Failureh@d provision will disqualify capital gains treatnte
to the Employee.

Page 5



4. Options may not be exercised in amounts exag&d 00,000 per employee per year.

Options are no longer required to be exercisedesdally in the order granted. Employee
may therefore exercise options granted at the lowease, regardless of the date issued, to
Employee's best advantage in the event of volatite® movements.

One disadvantage to ISO's issued as unrestritbed s that the bargain element of the
option [which is the difference between the exergisce ($24.50) and the grant price ($12.50)] is a
tax preference item to Employee in determining Exygé's Alternative Minimum Tax (AMT).
The "preference” income upon ISO's issued as ctxdristock is the difference between the grant
price and the fair market value of the shares aedubn the date the restrictions lapse.
"Restrictions” include the Securities Exchange Cassion (SEC) rules prohibiting key executives
and "insiders" from selling ISO stock prior to §8) months after the date options are exercised.
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CONVERTIBLE DEBENTURES

A convertible debenture is an unsecured debt, bomd", that can be converted or
exchanged for a given number of shares of Compangtworized but unissued common stock. If
the debenture has a conversion feature based bpdait market value of the Company's stock on
the date the debenture is sold, there are no tageqouences to the Company or Employee upon
conversion. In addition, the Company does notasust charge against earnings upon conversion
for financial reporting purposes. Of course, théskeentures generally don't have a public market,
and are generally repurchased only by the isswngpany at face value plus any unpaid interest. If
the debenture were pledged to a bank, the debesduleé be sold from the bank back to the issuing
company for the debenture face value upon defauodiquired payments.

Convertible debentures offer the Company and thpl&yee the following advantages:
1. Assuming no conversion for at least one (&) wdter the purchase date, stock received

will automatically qualify for long term capital g& treatment to Employee upon receipt under
current tax rules.

2. There are no tax consequences to Company @iofee when the debenture is
purchased provided the conversion price is at leqsél to market price of the conversion shares
on the date the debenture is purchased.

3. No withholding tax is due upon conversion.

4. The SEC six (6) month restrictions on key exige and insider trading of shares begins
at the date the debenture is purchased, ratheathha date of conversion.

5. Assuming the issuing Company is financialgbst, the Employee has no real down-
side risk because the Company will repurchase ¢bertture for its face value prior to conversion,
regardless of share price volatility.

6. The debenture is treated as straight debt fmiconversion by the issuing Company for
accounting purposes.

7. Large gains may be realized by the Employ#eeifstock value appreciates significantly
over the conversion price after the debentureishased.

8. Income tax on stock appreciation is effecyiviferred until disposition of the stock
acquired by conversion.
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The primary drawback to convertible debenturethat the Employee must purchase the
debenture at its face amount for cash. The Companlg loan the Employee funds to purchase
the debenture, and forgive portions of the debt gegeral years. In such case, the forgiven debt
would be taxed as income to the Employee in the yeadebt was discharged. The Employee
might also obtain financing for the purchase frothied party lender. However, under either case,
the Employee would still be liable for the outstaigdoan proceeds should the Company become
insolvent and default on the obligation.

In addition, certain other SEC rules require thatls held by key executives and insiders may not
be disposed of for two (2) years, and the timepimposes of these rules does not begin running
until the date of conversion. As such, the Empsyability to react to market swings is effectively
restricted.
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"PHANTOM STOCK" PLANS" (& STOCK APPRECIATION RIGHTS |, OR “SARS")

"Phantom Stock" plans are, in essence, incentgh ®onus plans linked to share price
increases. Employer's may use this techniquewarteemployees for performance that enhances
the value of the owner's stock, but does not reqthie corporation's owners to surrender any
ownership to the employees. The employer will radlynissue phantom stock "shares" to an
employee at the inception of the plan, which haveesificate value" equal to the market price of
the corporate stock at the date of issue. Thetphmaatock typically does not represent any actual
or beneficial ownership of the corporation. Momeyot normally paid for this type of phantom
stock, and it has no actual cash value in the maptkee. At the end of the incentive period, the
employer will redeem the phantom stock for theenirstock price, less the certificate value at the
date the phantom stock was issued. If the stode fras increased from the date of issue, a cash
amount is paid to the employee. If the stock pdeelined or did not change, however, the
phantom shares are simply surrendered and no oaslnais paid to the employee. Because there
is no actual financial cost or loss to the employeke stock price does not increase, employees
may not appreciate the incentive value of this tyjpglan as fully as with other incentive plans.

Since the phantom stock itself has no value, &gurpose is simply to measure the
amount of the cash bonus award to the employebeateddemption date, there generally is no
adverse or beneficial income tax consequence tisskie or redemption of the phantom stock. The
employee is subject to ordinary income tax on theount of cash received at the time of
redemption, if any, and the corporation receivesrapensation deduction for income tax purposes
at the date the stock is redeemed or the cash ansopaid, depending on the corporation’s income
tax accounting method.

In addition, phantom stock plans are not subeinly retirement plan discrimination rules
under ERISA or the Internal Revenue Code. Howesaporations which have made an election
under subchapter "S" of the Internal Revenue Cdueild usually take special precautions to
prevent the phantom stock plan from being deemeédcand class of stock and inadvertently
terminating the "S" election. The corporation mueste sufficient cash reserves, or access to cash,
to pay the bonus amount at the date for redemptidhe phantom stock. The calculation of the
stock value at the redemption period may also bblgmatic if the corporate stock is not publicly
traded, and no ready or identifiable market exmtshe stock.
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FORMULA PRICE SHARE

The formula price share compensation techniqugypgally used only by established
profitable privately held companies. The objectiweder this technique is simple: restrict
ownership rights inherent in some of the compaagksto reduce its value for tax and accounting
purposes, making the stock affordable for key eyg@e without affecting the value of other
unrestricted company stock. Formula price shachnigues are particularly attractive for well
capitalized, growth stage companies still in neécquity participation benefits to attract and
reward key employees. This technique is genenallyuseful to start-up companies.

The shares are purchased by key employees at@udted price from unrestricted stock,
but no lapse provisions or "conversion" features adopted. In essence, the formula price share
stock is simply a share of common stock subje@etmnanent, "non-lapse” restrictions under IRC
Section 83(b), discussed above in the section @tried Stock. As such, formula price share
stock does appreciate in value with other stodlefiect company value, but will always be subject
to price discounting due to the permanent restneti

Formula price share restrictions might includeeanmnent right of first refusal requiring
the holder to sell the shares back to Companyeatdimula price discount before selling to any
other party. As a result, Company has the optiopuochasing back shares under the discount
formula (usually a fixed dollar amount discountnfrdair market value) by exercising its right of
first refusal. This prevents the other sharehsld#ock from being diluted in value at a minimal
acquisition cost for the key employee's stock.

For example, assume Company stock is generallyedaht $12.50 per share. Company
makes stock available to Employee under a fixedhitda discount" of $10.00 per share. As a
condition of sale, Employee must first offer staokCompany under the formula discount before
selling to any other party.

In year one, Employee can acquire stock for $pdiOshare ($12.50 fair market value less
the $10.00 fixed discount). If Company stock vdias increased to $17.50 in year two, Employee
can acquire additional shares for $7.50 ($17.50farket value less $10.00 fixed discount).

If Employee sells stock in year two, Employee nfirst offer shares to Company at $7.50
per share, which is less than the $17.50 fair maskiee. Company can exercise the first right of
refusal and acquire the stock for the discountécepm which case Employee realizes gains of
$5.00 per share on stock Employee acquired in gear($7.50 discounted sale price less $2.50
purchase price). If Company does not purchassttiok, Employee can then sell stock to any third
party, subject also to the restrictions, at a tiatpgal market price to reflect the first right efusal
option. Employee's gains would then be equald@astile price less $2.50 purchase price.
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For income tax purposes, Employee recognizes inaomihe fair market value of the stock, less
any purchase price paid, received in connectioh Wie performance of services. Under IRC
Section 83(b), income would be recognized in tre flee stock is purchased by employee, and the
"fair market value" is determined without regard &my restrictions _excepghose which do not
lapse. In the above example, Employee's year mew@rie would be the difference between the
$2.50 purchase price and the $12.50 fair marketeyaliscounted to reflect required first right of
refusal to Company. The fair market value reductiight be less than the full $10.00 per share
formula price discount, depending on the facts eincbmstances, and the Company's financial
ability to actually repurchase the stock. Compamuld, of course, receive a compensation
deduction corresponding to Employee's income.

The formula price share method is not withoutriggs from an income tax perspective.
Although currently there is no contraaythority, Internal Revenue Code statutes andatgus do
not specifically address treatment of fixed dotisscounts under IRC Section 83. Fixed dollar
discounting is the cornerstone of the formula psbare method, and any adverse income tax
authority or rulings on this relatively new techugcould certainly chill the perceived benefits of
this strategy to both key employees and employrsddition, the formula price discount can not
be so large that employees are able to purchask with only a "nominal investment" that is
disproportionate to the actual value of the sto8kch transactions are routinely set aside by the
internal revenue service. In this case, employemdd probably be treated for tax purposes as
though non-qualified stock options were purchapkd; interest and penalties.

Finally, the Company may also cancel the firshtrigf refusal restrictions and/or the
formula share price discount at any time upon pragsolution of the board of directors.
Canceling the first refusal rights and formula priiscount effectively returns the stock to theesam
status as all other corporate shares. Of courseghtanges in the stock restrictions would cawse th
employee/shareholder to be taxed on the amounteofcanceled formula price discount if the
cancellation is deemed compensatory in naturtheltancellation were nocbmpensatory (i.e. as a
necessary fundamental change to capitalizationnircipation of a public offering), the new
valuation profits would be taxed to the employekléoas capital gains income.
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RETAINING CONTROL OF YOUR COMPANY

A drawback to adopting an equity compensation plaad by most owners of closely held
businesses is the loss of unrestricted controltla@ability to make company decisions enjoyed by
the original founder(s). This problem is germameariost equity compensation plans except the
phantom stock variety. State statutes and the asmaw in many jurisdictions impose fiduciary
obligations on majority shareholders to look outttfee interests of minority shareholders, and some
states also require unanimous consent of all sbllets in certain transactions, including the
decision to sell a company, substantially all ¢ #&ssets, or to wind down and dissolve the
business. Minority shareholders are also permittedring actions for “partition” in many
jurisdictions, effectively forcing a sale or dissicbn of a going concern company if the
shareholders’ cannot agree on fundamental issuegecong their ownership, rights to
distributions, or direction of the Company.

A common technique to preserve control over thagamy in the founding shareholders is
to adopt a form of “buy sell” agreement, or umtat purchase option that allows the company or
the founding shareholders to regain the equityeshgranted to the key employees, under specific
terms and conditions and upon certain triggeringnes:  Another alternative is to issue the equity
shares to key employees subject to a “voting trastingement, or irrevocable proxy, whereby
voting control of the shares is retained by the @amy and/or the original shareholders. Most
equity compensation plans can be structured toepresdesired degrees of control in founding
shareholders if properly considered and integretiedthe plan design before a plan is adopted and
rights or interests are granted to key employeesecutives.

CONCLUSION AND SUMMARY

This memorandum briefly summarizes and identifseveral tax advantaged, equity
compensation methods to reward executives andrkejogees. Each method is unique, and may
be appropriate only under special circumstancegite key employees and executives desired
additional production incentive. This memorandsmat comprehensive, nor should it be used for
any purpose other than as a general reference. gttitcienot intended to, and shall not, constitute
legal advice. To discuss these techniques, plEasact your financial advisors and a competent
business planning attorney. They can help youydesmn equity compensation plan appropriate for
your own unique business and employees.

Page 12



