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In The Race for Top Talent, Equity Vesting
Schedules May be the Next Battleground

In today’s competitive job market, more companies are looking at ways to turn their equity
vesting schedules into a strategic advantage. We explain the pros and cons of taking action.

How would you like to give your company a competitive advantage in the race for top talent and potentially reduce
your burn rate at the same time? This may sound like a far-fetched plan, but in some circumstances it is possible
by reexamining how your company’s equity vesting schedules work.

Here’s the basic premise: for some companies, switching to shorter overall vesting periods for new-hire and
ongoing equity grants might allow them to reduce overall grant sizes while still allowing employees to realize
similar or larger annual vesting values. Additionally, making a move of this nature could also support higher
participation rates and larger total equity grant values depending on the type of changes made.

Let's consider the following scenarios to see how vesting schedules can impact award values:

Example 1 Example 2

Rather than granting a new-hire award worth Rather than granting a new-hire award worth
$100,000 with a four-year vesting period that delivers | $100,000 with a four-year vesting period that delivers
a face value of $25,000 annually, consider granting a | a face value of $25,000 annually, consider granting a

new-hire award worth $75,000 with a three-year new-hire award worth $100,000 with a three-year
vesting period that also delivers a face value of vesting period that delivers a face value of $33,000
$25,000 annually. annually.

In the first example, both grants offer the same annualized face value ($25,000 per year), but the first option
requires a larger overall award value and expense ($100,000 vs $75,000). In the second example, both grants
offer the same overall award value, but the latter option allows the company to deliver more face value per year
($33,000 vs $25,000). In both examples, shorter vesting periods produce advantages.

Another way to look at such scenarios is to model out both new-hire and ongoing equity grants over a longer

period of time. Figure 1 below illustrates how companies with shorter equity vesting schedules (in this example,
three years vs. four years), can deliver more value to employees in the short-term while still ending up paying no

more per year than companies with longer vesting periods in the long run.
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Figure 1
Sample Equity Vesting Table Over a Seven-Year Period

Key assumptions: Company A has a three-year vesting for ongoing equity grants worth $120,000; Company B
awards the same amount with a four-year vesting schedule.

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7

Face Value of Tranches Vesting in Each Year

A: $40,000 A: $40,000 A: $40,000
B: $30,000 B: $30,000 B: $30,000 B: $30,000
A: $40,000 A: $40,000 A: $40,000
B: $30,000 B: $30,000 B: $30,000 B: $30,000
A: $40,000 A: $40,000 A: $40,000
B: $30,000 B: $30,000 B: $30,000 B: $30,000
A: $40,000 A: $40,000 A: $40,000
B: $30,000 B: $30,000 B: $30,000 B: $30,000
A: $40,000 A: $40,000 A: $40,000
B: $30,000 B: $30,000 B: $30,000
A: $40,000 A: $40,000
B: $30,000 B: $30,000
A: $40,000
B: $30,000

Total Value Delivered Each Year

A: $40,000 A: $80,000 A: $120,000 A: $120,000 A: $120,000 A: $120,000 A: $120,000
B: $30,000 B: $60,000 B: $90,000 B: $120,000 B: $120,000 B: $120,000 B: $120,000

Evaluating the Pros and Cons of Shorter vs. Longer Vesting

The primary driver behind longer vesting periods is the desire to “lock in” employees for longer periods of time.
However, in a highly competitive job market like this, retention is a challenging task. More organizations are luring
away talent from their current employers by offering “make-whole grants.” As a result, the notion that an employee
will stay at their place of employment largely because of unvested shares doesn’t hold as much weight as it once
did— at least not at this particular moment in time. If a new employer offers to replace your existing shares with
new shares that deliver value faster, you'll likely be willing to consider a move. In other words, the name of the
game right now is not about how much value you deliver, but how quickly you’re delivering it.

However, the question of adjusting your equity vesting schedules is complicated and every company should

assess what makes sense for them. Your company’s rate of stock price appreciation is a critical factor the
simplified examples above don’t address. For example, if your stock prices rises 10% each year and your
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company reduces the number of shares it grants each year to deliver a consistent value to employees, a four-year
vesting period could end up being more valuable for employees compared to three-year vesting.

For this reason, while we’ve noticed a notable uptick in the number of companies actively contemplating moves to
a three-year overall vesting period, or even quarterly vesting patterns, the majority practice remains a four-year
overall vesting period for stock options and RSUs in the technology market. Meanwhile, vesting frequency is split
between three and four year periods for RSUs at life sciences companies. Figure 2 below outlines additional pros
and cons to consider before taking any action.

Figure 2
Potential Pros and Cons of Shorter Vesting Periods

Pros Cons

Administrative burden for HR and compensation
Appreciated by employees teams (although this can be mitigated through
effective equity management solutions)

Viewed as a competitive advantage for recruiting and

portrays the company’s rewards practices as more Reduced retention period

leading edge

Less pressure on retention/turnover around a “big” Increased equity expense since the award value is
annual vest recognized over a shorter time period

For non-public firms, the withholding or tax payments
required at vesting can be chaotic to manage (if the
company isn’t offering a net settlement feature)

Full value shares come out of overhang quicker,
thereby reducing the dilution profile

Shorter period for the share price to grow means less
potential benefit to employees who sell as shares vest

Determining the Right Vesting Schedule for You

Deciding on the right equity vesting schedule for your organization should involve careful thought. Companies are
rightfully hesitant to make a change that could be perceived as risking employee loyalty in markets where
employee turnover is high. Here are some things to keep in mind as you consider whether to make a change to
your vesting frequency or overall periods:

" Vesting serves as a retention tool. Are you possibly at risk of losing key talent sooner if their equity vests
more quickly? What other retention tools do you have that can be used to offset this risk? In reality
however, the retention value of any equity may be limited in an environment in which new hire grants are
often in excess of two to three times an annual grant for critical positions.
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" What is the dominant practice among your peers? Are your competitors vesting their grants in three years
and might your new employees expect you to do the same?

* How will switching vesting periods impact your total share usage and available share pool? Will you need
to grant shares more often than you otherwise would, if the whole grant vests more quickly?

* Consider how a change in vesting periods can translate to a change in annual award size or impact the
competitiveness of your overall long-term incentive award positioning. While theoretically possible to
reduce the size of the grants, most of our clients make no reduction in annual grant levels. Instead, the
shift from four- to three-year vesting provides a three year increase in the value delivered to recipients
(assuming the stock price remains flat). After three years, the value realized each year by employees
normalizes.

* How will a change in vesting impact accounting expenses? Just as three-year vesting will deliver value to
employees more quickly, it will also accelerate your accounting expenses.

Next Steps

Any change in equity vesting periods should be contemplated as part of an overall compensation philosophy
review. Vesting periods shouldn’t be looked at in a vacuum. As we noted above, there are a number of
repercussions— both potentially positive and negative— that could result from changing vesting schedules.

When considering a change to your vesting schedule, also consider whether the same schedule should be used
for new-hire and ongoing awards, and whether options and RSUs should follow the same schedule (assuming
both are offered). We typically recommend companies keep a consistent vesting schedule for all types of equity
incentives, since it makes the administration and communication of the awards much easier.

A key ingredient to making any change in vesting schedules successful is a well-executed employee
communication plan. Any changes to ongoing awards will need to be messaged in a positive light and clearly
explained to employees as to how the change will impact them.

To speak with a member of our compensation consulting group about equity design practices, please write to
consulting@radford.com. To learn more about participating in a Radford survey, please contact our team.
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About Radford

Radford delivers talent and rewards expertise to technology and life sciences companies. We empower the
world's most innovative organizations—at every stage of development—to hire, retain and engage the amazing
people they need to create amazing things. Today, our surveys provide in-depth rewards insights in 80-plus
countries to more than 3,000 client organizations, and our consultants work with hundreds of firms annually to
design talent and rewards programs for boards of directors, executives, employees and sales professionals.
Radford is part of the Talent, Rewards & Performance practice at Aon plc (NYSE: AON). For more information,
please visit radford.aon.com.

About Aon

Aon plc (NYSE:AON) is a leading global professional services firm providing a broad range of risk, retirement and
health solutions. Our 50,000 colleagues in 120 countries empower results for clients by using proprietary data and
analytics to deliver insights that reduce volatility and improve performance. For further information on our
capabilities and to learn how we empower results for clients, please visit aon.mediaroom.com.

This article provides general information for reference purposes only. Readers should not use this article as a replacement for legal,
tax, accounting or consulting advice that is specific to the facts and circumstances of their business. We encourage readers to consult
with appropriate advisors before acting on any of the information contained in this article.

The contents of this article may not be reused, reprinted or redistributed without the expressed written consent of Radford. To use
information in this article, please write to our team.
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