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| ncentives for Employees of Privately-Owned
Businesses. The ThreeRs

me of the most important is

suesregularly faced by business

Wners are compensation and

equity participation for their employees.

The use of employee ownership pro-

grams as a tool to incentivize employ-

ees is one of the hottest trends in the
country.

Owners consider sharing equity or
growthinvauefor avariety of reasons,
including:

Encouraging employees to perform
better;

Attracting key employees;

Incentivizing key employees to
assist in asale of the business;

Rewarding loyalty and length of
service; and/or

Attracting employees who will run
the business while the business owner
moves to the "sidelines.”

There are abroad array of compen-
sation and equity alternatives that are
available to an owner, some of which
include cash bonuses, commissions,
various stock options, severance plans
and more.

The owner should keep in mind that
the many alternatives are not mutually
exclusive but rather, a menu of items
that can be mixed and matched to
achieve the owner's goals.

Know your goals

Business owners consider imple-
menting employee compensation and
ownership programs for many reasons.
For one, ownersredlize that buyers are
often concerned that a business is "all
about the owner." This creates risk to
the buyer and lowersvaluation. A well-
advised owner will increase the value
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of the business by making sure that a
buyer recognizesthe businessisnot just
the owner, but rather isdriven by aman-
agement team.

Also, better performing employees
will "lighten the load" on the harried
owner, giving him or her more time
to use their talents to increase value
while spending more time with their
families.

Inadditiontoincreasing value, some
owners want to make sure that when
they have their liquidity event they are
not still locked into the businessforever.
If they have good advice along the way,
incentivizing a management team
should expedite their personal exit on
or after aliquidity event.

Some ownerswish to gradually re-
tire while they retain their business
and its cash flow. To do so, they be-
lieve they need a top-notch executive
or executive team to run the business
and to continue to grow it for afuture
liquidity event.

Know your audience

It isimportant to know your audi-
ence. Employeesat different pointsin
their careers, at different ages, and
with different objectives are looking
for different incentives. Some em-
ployees are "cash people.”

They care primarily about money.
Until recently, many employees were
"cash people" because of the dot.com
bust. To the extent owners can provide
certain benefits that are tax effective,
they will be heroes. Naturally, these
employees are attracted to more lucra-
tive cash positions. Deferring a por-
tion of bonuses is a retention tech-

nique that will be referenced below.

Other employees are "equity play-
ers." Theseindividualsarelooking for
the "big hit" that will help them
achieve some of the wealth they see
the owners have obtained and also
fund their future retirement.

TheThreeRs
Rewards

Rewarding excellent performanceis
one of the hallmarks of doing business
in the United States. Doing thisright is
a never-ending challenge for the busi-
ness owner.

As most owners know, certain
bonuses, such as year-end bonuses,
become expected and may not continue
to drive performance. In some ways, if
an employee's
performanceisn't
really where it
should be or the
business has a
down year, many
employees have
the expectation
that they will till
get the bonus. A
failureto pay that
bonus will cause
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to leave.

Coming up with the right approach
on a general basis, and certainly for
your key employees, is crucial. It is
not something you can set in stone and
leave in place forever. A reward sys-
tem must be constantly evaluated and
adjusted to deal with the owner's



goals, the performance of the business
and the types of employees.

Retention

In addition to putting a reward sys-
tem in place to compensate people for
past performance, the system must cre-
ateanincentivefor the employeeto stay
with the business on a go forward ba-
sis.

As mentioned above, although a
pure cash bonus system may be very
effective in terms of satisfying an
owner's goals and the desires of the
employees, it may not result in the re-
tention of those employees.

Simple techniques such as paying a
portion of the bonusin the year earned
and paying out the balance over time
(with or without interest) serves as a
mechanism to make it more costly for
both acompetitor to steal that employee
away and for the employee to consider
leaving.

The use of ownership plans further
incentivizes employees to stay if they
view the enterprise as growing and be-
coming more valuable. As with most
things, the value of a business fluctu-
ates and owners must adjust the equity
program to deal with those changes dur-
ing the life cycle of the business. That
is why it is important to use multiple
approaches, which layer on one another.
Employees often do not hold the view
that they should be exposed to valua-
tion risk, nor do they handle declinesin
value well.

Merely putting in place an owner-
ship plan without taking into account
how employees view the value of that
plan is certain to result in failure.

Also, as a business progresses and
the owner gets older, becomes
wealthier or either directly or indi-
rectly makesthe employees aware that
he or she is considering a liquidity
event, avariety of programs and tools
must be considered to keep the em-
ployee with the business.

For example, aCFOisusually very
important in the sale process. How-
ever, that same individual will natu-
rally have concerns about his or her
longevity depending upon the identity

of the buyer. Because throughout most
of a sale process you are never cer-
tain who will bethe buyer, a CFO will
become nervous and susceptible to
considering other employment alter-
natives.

Implementing either a severance
program or a transaction bonus, or a
combination of the two, will help keep
your infrastructure in place, the CFO
hard at work and incentivize the CFO
to help you get the best deal possible.
Naturally, an owner will never know
whether or not he or she can sell the
business, hence, keeping the CFO and
the balance of the business' infrastruc-
ture intact protects the owner in the
event asuccessful transaction cannot be
concluded.

Finally, if plans are structured
wisely, the owner may bein a position
to entice abuyer to pay for al or some
of the plan.

Retrading - 2X

Animportant aspect of devising and
utilizing any of these plans is to con-
sider what might happen in the future.
Although no one hasacrysta ball, there
arecertain situationsthat typically arise.
An owner can anticipate certain likely
eventsand minimizetheir impact if they
are negative.

| call this "retrading." At certain
moments, an employee may use lever-
age to retrade his or her arrangement
with the owner.

If an owner has been successful in
selecting a management team to help
achieve some of his goals, as time
progresses, these employees will have
more and more leverage.

For example, if the owner wants to
successfully minimize involvement in
the business, the management can be-
come more demanding with respect to
bonuses and equity participation. The
management knows that the owner is
faced with what might be an unpalat-
able alternative, returning to run the
business.

Although there is nothing an owner
can do to prevent that situation (and in
some ways it evidences that you have
achieved some of your goals), if the

owner makes it expensive for manage-
ment to regquest/demand ever increas-
ing bonuses or equity participation, you
will minimize the extent and the num-
ber of timesyou are faced with thiscir-
cumstance.

As mentioned above, deferring bo-
nuses or reducing or eliminating equity
participation if an employee voluntar-
ily leaves, createsadisincentivefor the
employee to make such requests.

What about theterm "retrading-2X7?"
The first retrade can occur any time
during the operation and growth of a
business. The second retrade, which can
be alot more expensive and alot more
troublesome, is the "retrade upon ali-
quidity event."

Some of the goals of an owner are
to increase value and minimize the
length of participation in the business
onago forward basis after asale. To do
s0, the owner may have turned over the
reins to an executive team. If thisis ef-
fective, that executive team may prove
to be crucial to the buyer.

At thetime of aliquidity event, that
executive team may be free to pursue
other alternativesand, asaresult of their
economic relationship with the owner,
may have achieved a certain amount of
wealth which givesthem some personal
freedom.

However, a well designed plan
would have required that the executive
team work for the buyer for comparable
compensation and benefits within
roughly the same geographic jurisdic-
tion for at least a few years. This pro-
tectsthe buyer and hopefully enablesthe
owner to receive maximum value.

A good plan protects the owner and
gives him or her the benefit of the bar-
gain with the executive. Hopefully it
also reducesthe chancesthat the execu-
tive will retrade - to get a bigger por-
tion than was previously bargained for
to provide services.

Rewards, retention and avoiding
retrading areimportant goals. Knowing
your goals and those of your employ-
ees, and planning to deal with those
objectives, will not only enhance the
business owners life but also the ulti-
mate value of the business.



