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EXECUTIVE ISSUES AND CONCERNS

l. Introduction

A.

This outline will address, on a cursory level, asrtissues and practical
pointers and concerns for executives in our preser® This discussion
will be based both from the executive's point otwj and where
appropriate, from the employer's perspective as wel

From the Executive’s perspective, the days of remgiwith and having
undivided loyal to your employer until you retireedong gone. With the
U.S. economy in a severe recession, corporate tiedscin force and
executive terminations are on the rise. Moreovankbuptcies, corporate
restructuring and increased accountability for cgffs and directors are
now a common occurrence. Unfortunately a top netatcutive can lose
his or her position with a company without warniagd in many cases,
without justification. From an employer’s perspeetthis is a time when a
top notch executive must perform. The very surviviah company may
depend upon the skills and adaptability of the atee in a very difficult
economic environment.

Executive level employees need to exercise grea wéden beginning
employment with a new employer. Contractual pratest in today's
marketplace are important and necessary. A waelftelt agreement
(which can even be in the form of a brief letteresgnent) is more
necessary now for the protection of the executiéhen negotiating their
employment agreement, executives need to carefdiyine their
compensation expectations and agreements, and adfoipate and
prepare for their eventual separation from theipleyer.

An executive and the prospective employer nee@abstically assess the
relative strengths and/or weaknesses of their bangapositions. It is
critical for an executive to understand this befde¢ermining what to ask
for and what to expect when negotiating an exeeut@mployment
agreement. Simply put, an executive must be abledltstically assess his
or her negotiating leverage.

Many employers want the C-level executive (partdyl at the CEO and
President level) to be fully committed to the besim and may even
require or strongly encourage the executive to lakia in the game" as a
precondition to employment. Top executives needeable to carefully
evaluate not only employment related issues botialgestment issues if a
substantial sum of money will be invested in thenpany.

An executive needs to carefully and realisticaliywk about his or her exit
strategy when commencing employment and plan acggyd In many
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instances, it would be prudent for the executivarticipate an exit in no
more than a 3-5 year time period.

An executive who reports to the Board of Directoegds to exercise care
when providing any written report to the Board, exsally in the case of

revenue and cost projections, budgets, etc. lfptiogections or budgets
later fail to meet actual operating results, thegymbe used against the
executive at a later date to justify a "for causetination.

Recently enacted tax laws and economic recoveryg k& impacting the
structuring of executive compensation agreemems fgrther discussion
herein).

Il. General Employment Issues

A.

B.

"At-will" relationship versus contract employee
Summary of "at-will" relationship

COMMENT: Texas and many other states are "at-valtiployment
states. As such, the employment relationship batwe
the employer and the employee can generally be
terminated at any time, for any reason, or foresson.
Either the employer or the employee may terminiage t
relationship.

COMMENT: In a handful of statee.f. Alabama, Alaska, Arizona,
California, Delaware, Idaho, Montana, Nevada, Utah,
Wisconsin and Wyoming), the law imposes a covenant
of good faith and fair dealing on employers that is
essentially read into every employment relationship
Thus, every termination is subject to somethingh@lo
the lines of a "just cause" standard. Texas andt mo
states reject this exception, recognizing that giadli
oversight into the motives behind employment
decisions is an overwhelming and inefficient
undertaking.

COMMENT: The employment-at-will relationship may beodified
by an employment contract. If a contractual
relationship exists, termination and other defiteans
of employment will be governed by the terms and
conditions of the contract.
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C. Means in which an employment contract may arise

1. Express written agreement (includes both detailectracts and
simple offer letters)

2. Conduct of the parties

3. Handbook or other policy procedures

COMMENT:

COMMENT:

An employment contract may either arise dxpress
terms or by indirect actions. As may commonly accu
the employee and the employer may set forth their
employment relationship in a written instrumentheT
written instrument may be very simple, setting Hort
only wages, employment length and similar termst or
may be very detailed and specific, identifying alevi
spectrum of issues, such as duties, benefits, nation

for cause by employer or employee, change of cbntro
situations and restrictive covenants after ternmmat
(e.g., non-competition, non-solicitation, non-distire,
etc.)

An employment contract may also indirecHlsise. If
the employer consistently treats its executivesain
particular manner (e.g., always giving one year
severance pay upon termination), this course ofliccin
may create an obligation upon the employer witlarég

to future terminations of other executives. Astheo
example, if the employer has an employee handbook o
personnel manual that details a graduated scale of
discipline (e.qg., first oral warning, then writterarning,
next suspension with termination following), the
employer may be required to follow each discipbiep
prior to termination. Some courts have discushadtl it
may be discriminatory for an employer to leap te th
termination phase without going through each
established discipline step. Accordingly, the aktua
language utilized in such handbooks may have
significant ramifications.

D. Benefits to Employee of Employment Contract

COMMENT:
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An employment contract can be very benafito an
executive employee. It is highly recommended teecha
such an agreement in today's job market environment
for proper protection of an executive. Security e
obtained through an established employment term. |



the executive employee is terminated, the contrant
require the employer to continue paying salary and
other benefits throughout the term and/or therealfte
the form of severance pay. The contract may also
confirm the employer's obligations to pay perforocen
bonuses (or a prorata portion of the bonuses) af th
executive is terminated before the end of the term
applicable operating year.

1. Limitation of termination "for cause"

COMMENT:
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The employment contract can also modife #t-will
relationship by limiting the employer's termination
rights to "cause." In other words, the employarca
terminate the relationship without reason. The
employer's termination rights can be limited to the
specific "for cause" reasons set forth in the agere
(e.g., conviction of a felony, embezzlement, fagluo
achieve sales/revenue milestones, etc.) "Financial
cause" provisions need very careful attention as th
mere failure to meet numbers can lead to an exetsiti
dismissal "with cause" if an agreement so provides
(even if the failure to attain such goal, was belytme
executive's control — e.g., employee strikes, ndter
cost increases because of hurricanes or otherahatur
catastrophes, legislation limiting business agtjvibr
increasing costs, etc.) The executive level engdoy
will want to define the "for cause” items as naripas
possible. In some instances where the executiseaha
exceptionally strong bargaining position, it is pibte

to eliminate the "for cause” termination provisisuch
that the executive can only be terminated with@utse
(with severance benefits for the executive payabplen
such termination). The employer, on the other hand
will want the "cause" termination right to be asdut as
possible.  Generally, if the employer asserts the
occurrence of a "for cause" event, the executivié wi
desire written notice prior to the effective daté o
termination with cure rights where appropriate. In
addition, in certain circumstances, the executivaey m
want the opportunity to meet with the decision nmake
(e.g., the Board of Directors) to provide an actwira
understanding of the facts and circumstances lgadin
this action. The consequences to the termination "
cause" are usually termination of pay, with no
severance or continuing benefits. In the case of a
"financial cause" termination, there may be room fo
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COMMENT:

the executive to negotiate a limited severance cand/
benefit continuation.

The executive may also need to describeuonstances
giving the executive the right to terminate for 6go
reason.” These circumstances may include a mhateria
demotion of job duties or responsibilities (arising
"without cause"), a material change in the locafion
performance of services, or possibly a "change of
control.” Upon a termination by the executive for
"good reason," the executive will receive a preusdi
severance, set forth in the contract.

2. Define employee benefits

COMMENT:

The employment contract should define #gpecific
benefits to be provided executive employees during
their employment. This may include common benefits
such as vacation, medical coverage, automobile
allowance and club memberships, but may also irclud
incentive bonuses, stock options, stock appreciatio
rights, etc. In addition, the benefits may inclymtest-
termination rights (e.g., continued medical coverag
severance obligations of the employer, outplacement
assistance, or salary continuation upon disabibity
death, etc.)

E. What the Employer Typically Wants in the EmploymBaicuments

1. Identify employment terms for employee to remainthwihe
company or be subject to certain restrictions

COMMENT:
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Although many employers prefer not to have
employment contracts, a written contract is an
opportunity for the employer to succinctly stats it
relationship with the employee. The employee'sedut
can be specifically defined. Further, the emplogam
require that the executive devote his or her foérgies
and services to the employer. Moreover, the engsloy
can set performance milestones for the executive's
expected performance. If the executive fails toieac
certain pre-determined milestones, and is subsdiguen
terminated, the executive may not have a strong
position to contest the decision.



2. Specify in detail all non-competition and/or cormfidiality/trade
secret restrictions, and identify development owhigr issues for
the executive, both during the term of employmentt thereafter

COMMENT:

COMMENT:

COMMENT:
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One of the most important benefits to amed by an
employer through a written contract may be the
inclusion of restrictive covenants, either on andta
alone contract or within an employment agreemeht.
the executive will be working in an area involvimgde
secrets, the employer, at the time of initiating
employment, will likely want non-competition, non-
solicitation, anti-raiding and confidentiality prisions.
Such clauses can legally prevent the executive from
using the employer to obtain industry knowledge and
contacts, and then go into direct competition vitta
employer. The confidentiality clause can prohibi¢
executive from taking confidential and trade secret
information and using it or disclosing it, eitheurohg
employment or for a reasonable period after
termination.  The non-solicitation and anti-raiding
provisions can protect not only customers of the
employer, but also the employer's valuable empleyee

An executive needs to be very careful abowt
inadvertently giving away a preexisting relatiomshi
that the executive cultivated prior to accepting tiew
position. For example, assume that an executive is
hired by a new company because of his or her
preexisting relationship with an extremely large
customer. If the executive is required to signoa-n
solicitation and non-compete agreement, the exezuti
may not be able to retain this critical relatiopshand
the executive may be prevented from taking thigdar
customer to a future new employer (a potential
competitor of the former employer) in the event of
termination.

If the executive is in a position of crie@t development,
the executive needs to be cautious of "invention" o
"development” clauses commonly found in
employment agreements. Typically, the more common
clauses of this kind confirm that all inventionsdan
developments of the employee, while employed by the
company, will be owned by the company. Generally,
these developments are more tangibly identified.(e.
software code, product formulae developed, etc.)
However, those developments may also include
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business concepts, development ideas or otherdsssin
strategies created by the executive. If the idiedti
concepts may be used generically with other empsoye
(e.g., without jeopardizing the trade secrets o th
company), the executive should seriously consiter t
need to retain the right to use of the concepts and
document the arrangement with the employer so as to
avoid any potential misunderstanding.

3. Releases. The employer may require the future utioec of a
release agreement in an employment agreement @saipdition
to receiving any severance. Executives shouldcesesgreat care
before agreeing to sign a one-sided release inrfafothe
employer. The executive's receipt of severancaais always
conditioned upon execution of a release agreemeriet, the
employer may attempt to secure such a release ebgfaying
severance benefits. If signing a release is a rachial
precondition to receiving severance pay, it mayadeisable to
negotiate the actual form of the release at the time employment
agreement is signed. The executive will want thlease to be
mutual and will need to draft the appropriate cavues from the
release to be provided to the employer (e.g., theiwal of the
obligation of the company to indemnify the execetigr his or her
role as a corporate officer). The employer will wém make sure
the executive does not cause financial harm toctimapany and
will often precondition the severance payments upompliance
with certain agreements set forth in the separagreement.

4. "Skin in the Game.”" Many employers want the exigeuo invest
in the company. (See discussion below in Sectibp ¥Xdditional
documentation will likely need to be prepared tmtect the
executive's equity investment.

II. Termination of Employment

COMMENT: The ending of an employment relationshg a common
occurrence and should be anticipated by the execwthen
starting a new position with a company and cargfplanned
for when negotiating an executive employment agesgm
There are numerous factors which may lead to thesida to
terminate employment: economic downturn, consdbeabf
business operations, failure to achieve satisfgctorancial
results, strategic acquisitions, spin-off of busménes and, of
course, unsatisfactory job performance. Anothemmon
factor is personal chemistry. This factor shoulever be
underestimated. Even though an executive may be\ach
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A.

all previously established business goals, if heh® does not
have a good working relationship with the CEO @ Board of

Directors, the executive may be terminated to ma&g for a

person who has a proven track record that fitsctiemistry

needs of the company.

In the instances where a company is being soldgedeor
some other significant corporate transaction isugarg, the
executive may or may not be retained. If the etteeuis
retained, it is very important to anticipate thhaé texecutive
may have a relatively short employment life expecyaof no
more than 12-24 months. Prudent planning is vitalhese
instances.

In addition, as a result of the increased awarerdsthe
personal exposure of many directors, there is nmfrea
willingness today for the Board of Directors to rsidae a top
level executive to save or insulate the directoyefliability.

Employee Perspective

1. It is of paramount importance for an executive tesprve his or
her good name and reputation in the event of agohination.

2. Notice and opportunity to cure may be required rprio an
employer exercising its termination rights.

3. A contract may allow for certain opportunities fan executive
employee to meet with the decision maker(s) toudisageasons of
termination prior to determination of "cause.”

COMMENT:

COMMENT:
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From the executive's perspective, you ead should
prepare in advance for a potential terminationnéked
above, in many instances an executive's terminasion
unrelated to job performance. Instead, the datisiay

be merely the result of a clash of personalitiesthe
executive may have been terminated as a sacrificial
lamb to insulate a director from potential blame.
However, by carefully planning before beginning
employment, an executive may establish clear
parameters in the contract to assist his or herefma
and painless transition into a new position.

An executive employment contract shouldvpde for
severance benefits upon termination, including
compensation and executive outplacement assistance.
The amount of severance an executive may receive is



COMMENT:

COMMENT:

COMMENTS:
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dependent upon the executive's position and barggin
strength. A severance package of one or two years'
base salary continuation with twelve months
outplacement is not uncommon for key executive
positions. With large companies, some executives
possess the negotiating leverage to obtain eveategre
severance benefits. Severance will provide a Grzdn
bridge leading into the executive's new job. Fenth
notice may be required before the termination is
effective. If, for example, a 90 day notice is urgd

by the employer, the executive may have sufficient
opportunity to locate a new job prior to the effeet
date of termination from the old job.

Termination "without cause"” may be struetdl in a
way to accelerate non-vested options. Often,
compensation packages heavily weighted with options
may be illusory if these are non-vested options &na
revoked upon termination.

If the contract contains a non-competiticlause, the
executive may be able to narrowly define the retstd
business line or prohibited business operations to
enable him or her to readily find new employment
without directly competing with the previous empoy

In addition to the narrow restrictive covenant, the
executive should attempt to carve-out specifically
permitted non-competitive business lines or industr
areas that the executive can work within upon
termination. If the future employment by the exeam

in these areas is not a financial detriment to the
employer, the employer may not object to such aezar
out.

Tax Issues. Effective January 1, 200&n@ess passed
new legislation which substantially impacted the
taxation of deferred compensation. If not strustur
properly, Section 409A of the Internal Revenue Code
can cause acceleration of the recognition intormeof

the deferred compensation and a penalty tax of 20%
and interest (accruing from the date of deferraltfomn
amount of tax) upon the deferred compensation.
Section 409A impacts not only traditional deferred
compensation, but also severance pay, stock options
and stock appreciation rights and change of control
payments. When negotiating severance pay in the
initial executive employment agreement, both the

-9-



employer and the executive must be mindful of nmegti
the requirements of Section 409A. While all of the
technical requirements of Section 409A are not
explained here, the essential elements of comm@i&orc
severance arrangements are that the terms be ategloti
up front and be payable no earlier than terminatbn
employment, and be payable in either the same a®ar
termination of employment (or no later than 2% rhent
after that year) or pursuant to a fixed schedule
beginning after termination of employment. The
impact of Section 409A on stock options and stock
appreciation rights is discussed further Tiax Issues
(Section V.C. below). In structuring any deferred
compensation or separation pay, these Regulatioss m
be consulted.

B. Employer Perspective

1. If "at-will," no cause is necessary, no notice egjuired and no
severance is required.

2. Document "cause,” if any, upon termination. Distnation
should not play any part of the decision, whethek, srace,
disability or age. Retaliation should also notthe basis for any
termination decision (e.g., terminating an emplopeeause the
employee identified or raised an accounting irragty or filed a
discrimination complaint).

COMMENT:

COMMENT:

EXECUTIVE |SSUES AND CONCERNS
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Whatever the reason leading to the tertmma the
employer should handle the decision in a lawful and
appropriate manner. In general terms, if the
relationship is "at-will," no reason is necessang
notice is required and there are no severanceatldits
unless an agreement or company policy provides
otherwise. However, care should be given to ensure
that all employees are treated consistently.

Discrimination should not play any part ithe
employer's decision to fire an executive employés.

an example, if the decision to fire was made 95%
because of lack of performance and 5% because the
employee is disabled, and the employer did not want
make accommodations to enable the employee's
continued work, this action is unlawful and the
employer may find itself in a lawsuit. Unlawful
discrimination may appear from decisions made
relating to the employee's sex, race, age, relggiou
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V. Separation Agreements

COMMENT:

A.

B.

belief, veteran's status or disability (or other
characteristics protected by applicable federaktate
laws).

If the employment agreement requires theleyer to

pay severance payments to the terminated executive
employee over a time period, the employer may want
any non-compete and/or non-solicitation restriction
periods to extend to no less than the period oftim
payments are being made. Upon any breach of the
restrictive covenants by the executive, the cohtrac
terms should state that the payments should stogh (a
the contract may require the executive to reimbthse
company for any payments previously made). The
employer will not want the terminated executive
competing with or soliciting customers from the
employer while the employer is still paying the
terminated executive.

Often times, the executive and the employer wilintveb enter into a
separation agreement upon the executive's terramatiThis agreement
may be subject to negotiation. From both the etkeg's and employer's
perspective, important issues may arise concers@vgrance payments,
restrictive covenants, releases, indemnity oblogestj future cooperation
and further provisions that will require great cererafting.

COMMENT:

Before agreeing to a separation agreemehg
executive needs to carefully consider what he @& sh
may be contractually entitled to receive. Additby,

the executive may want to consider what negotiating
leverage he or she may have in structuring an
acceptable agreement. For example, an executige wh
is a critical witness in a large lawsuit may beeatu
negotiate a generous severance package, even if the
executive was not contractually entitled to receany
severance payments. Or, if the executive hasoagstr
relationship with a large company customer, the
company may need to ensure a smooth transitioheof t
executive out of the relationship without jeopailz
the customer.

At times, disgorgement provisions require the ekeeuo pay back to the
company all sums received, and forfeit all futuens required to be paid
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in the event of a default by the executive. Thesw®isions need to be
carefully reviewed.

C. Unilateral general releases in favor of the emplogee common in
separation agreements. The executive employee waay to explore
whether he or she can negotiate a mutual releisbe employer agrees
to provide this, the employer may want to carveauexception for such
bad acts as fraud or embezzlement.

D. Non-disparagement clauses are common. In germrah though each
party has common law rights against defamatiois, éasier to enforce an
express contractual provision in this area. Emgisyare usually resistant
to broad non-disparagement clauses because iffisullito control an
entire workforce. However, in many instances, ékecutive can receive
the necessary protection if the non-disparagemise will bind the
employer and its top management.

E. As stated above, in order to avoid the 20% penltyand accrual of
interest on the tax from the date of deferral, 8act09A of the Internal
Revenue Code must be considered when negotiatvgrasee pay in
connection with a separation agreement. If thesece pay is negotiated
at the time of an involuntary separation, rathemntlup front when the
employment agreement is signed, then the negatmtiaust be bona fide
and the amounts must be paid either in a lump sonthé year of
separation (or no later than 2% months after tleatr)yor pursuant to a
fixed schedule. Separation pay negotiated at ittne bf a voluntary
separation cannot be deferred beyond the yearmpafraton or 2%2 months
after that year.

V. Stock Options and Other Compensation Issues

A. Bonuses. Bonuses, based on performance, areaftey element in any
employment agreement with executive employees. gdssibility of a
cash bonus provides an extra incentive to the execamployee to work
toward the success of the employer. While bonaaashe based upon an
almost infinite variety of methods and/or formula®yst often we see the
following:

1. Discretionary BonusesUnder this approach, the employer has no
obligation to pay any particular amount of bonughe executive
employee, but rather the total discretion to pag #xecutive
employee an amount of bonus at the end of the ¢@aother
measurement period) is based on the employer's own
determination of the executive's performance. Frahe
employer's perspective, a discretionary bonus syssefavorable
in that the employer is not locked in to pay anytipalar amount

EXECUTIVE |SSUES AND CONCERNS
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B.

of bonus, but can instead tailor each bonus to ghsicular
circumstances then at hand. Generally, from thec@we’s
perspective, a totally discretionary bonus maytlitme incentive to
produce particular results and can cause uncertasito whether
the employer will be fair in rewarding the execetiemployee for
his or her efforts.

Formula Bonuses Under this approach, the bonus is based on
objective formulas or criteria. Often bonuses #&a&sed on
increases in corporate earnings after the execatiyv@oyee comes
aboard, with such corporate earnings measuredenobm variety
of ways—absolute net earnings, net earnings befedeiction for
interest, taxes, depreciation or amortization (HBA) or
variations on the EBITDA formula. Bonuses basedcorporate
earnings are particularly suitable for CEOs, CFOsl ather
executive employees whose efforts can be seeartslate directly
to the bottom line. Executive employees furthewddhe line,
such as executives in charge of sales or prodyatiay also want
to participate in bonus pools based on corporateirggs, but the
employer may also want to tie at least a portion tlobse
executives' bonuses to factors over which thoseuwixes have
more direct input, such as increases in sales odugtion
efficiency. For public companies, bonuses havesame cases
been tied to increases in share price; howeveengithe recent
corporate accounting and executive compensationdsts this
type of bonus formula may not be attractive.

Change in Control Payments A bonus or payment can be
triggered upon a change in control of the empldgay., a sale or
exchange of more than 50% of the equity ownershgnployer).
The purposes of the change in control payment eatolreward
and/or protect the executive when new ownershith@femployer
enters the picture. Change in Control agreemartsliacussed in
more detail inCompensation and Exit Strategies (Section VII
below).

Stock Options

COMMENT: Prospective executive employees often &sk and

expect an opportunity to participate in corporatagh
through stock options. While the frequency of tise

of stock options varies based on market conditions,
stock options in any situation can be beneficiatthb
monetarily and psychologically, to both the employe
and the employee. Stock options involve several
corporate, tax and accounting issues, and both the
employer and the employee should seek the advice of
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competent legal and tax advisors in designing and
negotiating stock option programs.

COMMENT: The granting of stock options can be sobj® more
scrutiny than in the past in light of the numerous
corporate scandals in recent years. In brief, eorsc
have been raised about the financial incentivesrarit
in stock options and their effect on the behavibr o
certain corporate executives in public companies.

The following is a brief overview of some of theykssues related to
stock options.

1. Pricing Issues An executive employee would obviously prefer
that the exercise price for the options be belosvdhrrent market
value as of the date of grant, so that the optawes'in the money"
right away (known as "discounted stock optionsThe employer
would prefer the options priced at or above curreatket value as
of the date of grant in order to motivate the exgeuto work to
increase the value of the corporation above itsllavthe time the
options are issued. Unfortunately, Section 409Athef Internal
Revenue Code creates some disincentives to issoeutited stock
options. This is discussed further belowTax Issues (Section
V.C. below). The financial accounting treatmenstifck options,
particularly by public companies, is also an issuericing the
options. If the employer is a public company, as lor intends to
have its financial statements audited, then it Ehaonsult an
accounting firm as to the financial accounting tmeant of
granting stock options.

2. Vesting Issues The employer will want to use options as a
retention and motivation tool, and thus will wamat design a
vesting schedule for the options that will meet sthogoals.
Vesting can be designed to occur ratably in incramever a
vesting schedule period, or to occur at one defitue (often
called "cliff vesting”) or to occur by a combinaticof ratable
vesting and cliff vesting. For example, an empioyay apply a
48 month vesting schedule to options granted texacutive, with
the first 50% of the options vesting at the end2éfmonths (the
"cliff vesting" part) and with the remaining 50% tife options
vesting in ratable monthly increments over monthdd®48. The
purpose of the "cliff vesting" is usually to incefite the executive
to stay with the employer for some minimum amodutrtiroe so as
to make the employment engagement worthwhile teethployer.
After the executive attains an agreed upon minimiemm of
service desires by the employer, it may become memesonable
for remaining unvested options to vest ratablynicrements. The

EXECUTIVE |SSUES AND CONCERNS
May 14, 2009 -14 -



employee will want to have the vesting periods cioie with the
term of the employment contract and also receiveelacated
vesting in the event of a change in control of ¢neployer, in the
event the employer goes public or if the employgalismissed
from employment without cause. If the executiveras otherwise
negotiate a full acceleration of vesting in the révéhat the
executive is dismissed without cause, then the eyepl will want
to consider negotiating a "clawback" right, whicbuld allow the
executive to receive the full benefit of his or Is¢ock options in
the event of an employer change of control, dnéf émployer goes
public within a certain period of time after the @oyee is
dismissed (usually six months to two years). AaWdback"”
provision guards against the executive being dsadiswithout
cause prior to an event which would otherwise allbevexecutive
to realize the value of his or her stock optioMesting issues are
often the source of the greatest disagreement wiegotiating
stock options.

Securities Law IssuesThe issuance of stock options involves both
federal and state securities laws. The issuanoptadns is the sale
of a security and the employer must secure an ett@mpnder the
securities laws in order to avoid the costly pracekregistering
the issuance. If the company goes public afterdpons are
issued, the executive employee will want to hawe dpportunity
to exercise the options and sell the stock in thielip market as
soon as possible. These issues are often ovedobkethe
employer and the executive, particularly in theecad small
privately held companies, but they need to be adak up-front in
order to avoid both legal problems and misundedsteys down
the road.

Tax Issues - An executive will be particularly séms to the tax

consequences arising from the exercise of any mgtiol he following is

intended only as a brief overview and not as a ecehgnsive discussion
of the tax issues related to stock options. Theldasvs recognize two
types of options: non-qualified and incentive.

1.

Non-Qualified Stock Options Upon exercise of a non-qualified
stock option, the employee must recognize ordimacgme equal
to the "spread" at the time of exercise, whichhis éxcess of the
fair market value of the stock as of the date tipdioos are
exercised, less the exercise price. If the stocold after exercise,
any appreciation in value subsequent to exerciiebwitreated as
a capital gain, long-term if held for more than gmar and short-
term if held for one year or less. At the timeexercise of the
option, the employer gets a tax deduction equti¢cspread.
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Section 409A Under this tax law provision, if non-qualifietbek
options are "discounted stock options," that i® #xercise or
"strike" price for the stock is less than the faiarket value of the
stock as of the date of the grant of the optioanth 20% penalty
tax and accrual of interest on the tax can be igodepending on
how the options are structured. Thus, in orderatoid the
application of Section 409A, the options must vacitired in one
of the following ways: (a) the option must be geghat an exercise
price no less than the fair market value of thelstas of the date
of the grant, that is the options are not "discediitor (b) if the
exercise or "strike" price is less than the fairrket value at the
date of the grant (in other words, the options "aiscounted"),
then the options must either be exercisable onlg designated
date or exercisable only in connection with terrtiora of
employment or a change of control of the employéthe options
are not to be “discounted,” the Board of Directofshe employer
cannot simply establish the fair market value o€ thtock
arbitrarily—some level of due diligence as to thaluation is
required. Either an independent appraisal or osignificant
valuation procedure must be undertaken. The botioenis that
discounted stock options have been rendered leszctate by
Section 409A.

Incentive Stock Options (ISO!s)Upon exercise of an incentive
stock option, the employee recognizes no incomeutiek regular
income tax, but does have to include the spreambmputing his
or her "alternative minimum tax." Incentive stambtions must be
priced no lower than the fair market value of theck as of the
date the options are granted (thus, the ratios segboby
Section 409A referred to above do not apply). Ssvether
technical requirements must be met in order fockstaptions to
qualify as incentive stock options. If the stock gsld after
exercise, the difference between the sale price taadoriginal
exercise price will be taxed as either capital gamnordinary
income depending on how long the stock is held &ftercise. The
employer does not get any tax deduction upon thercese of
incentive stock options.

Purchasing Restricted Stockihe employee will want to consider
asking for the right to purchase employer stocledlly, either at
the time of hiring or, if granted options, befotke options
otherwise vest. This type of stock is often refdrto as "restricted
stock." The shares of stock purchased at the timbkiring or
pursuant to the options but before they would otisr vest,
would themselves vest under a vesting schedule, ianihe
employee did not meet the vesting requirementyrhghe would
have to resell the stock back to the employer far original
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purchase price. This technique of issuing resicstock is
especially beneficial tax-wise to the employee irstart-up or
financially distressed company where the stock ezadulow, and
thus the outlay to purchase the stock will notigaicant. At the
time the employee buys the stock, he or she walddah election
with the Internal Revenue Service (commonly knowragSection
83(b) election) and agree to take into income sm@éad" at that
time, rather than when the stock actually vestsefwthe spread
could be much greater). The practical effect ¢ thchnique is to
convert ordinary income into capital gains (curheriiken at a
lower rate) when the stock is ultimately sold afterests. Section
409A will not apply to a direct purchase of stodktlze time of
hiring.

5. Tax Caveat The tax issues related to stock options andictsd
stock are complex and both employer and employeeldlalways
seek the advice of a competent tax advisor whermptadp and
negotiating stock options.

D. Phantom Stock and Stock Appreciation Rights

1. Generally In lieu of stock options, some employers granthieir
executive employees "phantom stock” or "stock appten
rights" (SARs). Neither phantom stock nor SARsoiue the
actual issuance of corporate stock to the emploged, thus the
employee will not possess the rights normally add to
shareholders, such as the right to attend and atoshareholder
meetings, the right to examine corporate recordsherright to
institute shareholder derivative suits againsteimployer. Instead,
phantom stock and SARs only grant the employeeigi, upon
exercise, to receive a cash payment from the eraplbgsed on
the value of the actual stock held by the empl@terertain times
or upon the occurrence of certain events. In essephantom
stock and SARs are cash bonus plans designecttottra value of
the employer's stock. Both phantom stock and SaRsusually
granted in the form of share equivalents.

2. Similarities and Differences between Phantom Stac# SARsS
While the terms "phantom stock™ and "SARs" are often used
interchangeably, phantom stock traditionally refets the
economic equivalent of a full value share of stockhe employer:
if a share of actual stock of the employer is wail®.00 at the
time the employee exercised the right, the employeald be
entitled to receive $10.00 from the employer focle@hantom
stock share equivalent. On the other hand, a S#dritionally
refers to the economic equivalent of a stock optwith an
exercise price set at the date of grant (usuallthatfair market
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value of the underlying stock), so that, if at time of the grant of
a SARs share equivalent the actual stock of theamapis worth
$6.00 per share, and at the time the employee isgdrthe SARs
the actual stock is worth $10.00 per share, theleyap would be
entitled a payment of $4.00 from the employer. BBphantom
stock and SARs may be subject to vesting schedaridscan be
exercised either on dates certain or upon the omece of such
events as sale of the employer, a change in cooittble employer
or the employer going public.

Tax Aspects As with stock options, Section 409A of the Intr
Revenue Code has substantially impacted SARs arachtquim

stock. Generally, Section 409A imposes similaunegments on
SARs and phantom stock as are imposed on non-igaaktock
options. Thus, in order to avoid the applicatidrSection 409A,
the rights must be equivalent to a traditional SARSth an

exercise price or "base price" equivalent to therfearket value of
the underlying stock as of the date of grant, errights must be
exercisable only at a specified date, upon ternanatof

employment or change of control. Thus, SectionM60fakes full

value "phantom stock" less attractive to the exeelgmployee.

COMMENT:

From the employer's point of view, pariady in
closely held businesses, SARs can be an attractive
alternative to stock options because they avoigythat

of shareholder status to the employee and alligigsr

that ensue from shareholder status. However, our
experience has shown that some employees are not as
satisfied with SARs as they are with corporate kstoc
options. An employee may feel that he or she is
receiving something of inferior quality becauseythee

not receiving "real stock" in the corporation. Jame,
there exists psychological satisfaction in holdisgd
possessing a stock certificate representing astoak,
even if the stock is highly restricted.

E. Deferred Compensation

COMMENT:
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Executive employees may also ask for oppuoties to
defer a portion of their compensation to later gear
both for financial and tax planning purposes. Dreft
compensation arrangements for executives are ysuall
outside of the employer's normal tax-qualified
retirement plans (e.g., 401(k) or profit-sharingrs)
and usually referred to as "non-qualified deferral
compensation." These arrangements often give the
executive employee the right to elect to defer diqo
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COMMENT:
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of his or her current compensation to a later yekr.
non-qualified defined compensation is structured
properly, the executive will not be taxed until dreshe
actually receives it; however, the employer's tax
deduction is also deferred until the executive eygd

is taxed. As a security measure, the executive alsy
insist that the employer create a fund, or otherveist
aside the monies necessary to pay the deferred
compensation in the future. Different devices rbay
utilized to set aside funds for the deferred paymieut
they must be planned very carefully so as to nggér
taxation to the executive before the time the payse
are to be actually received. Section 409A alsdiepp

to non-qualified deferred compensation.  Several
technical requirements that must be met in order to
avoid the application of Section 409A. The most
important of which is that the deferred compensatio
must be paid out over a fixed schedule, paid withi&
same tax year, or 2% months after the year of aépar
from employment service, and the deferral election
must be made before the year the compensation
accrues. If the deferred compensation is strudtgee
that the executive has access to it at the timeiobr

her own choosing then the negative consequences
described above will apply.

Another form of deferred compensation ilwas the
payment of death benefits to the families of exeest
sometimes referred to as “Golden Coffins.” In most
cases Golden Coffins involve a combination of
severance pay to the estate of a deceased executive
and/or acceleration of unvested stock options when
death of the executive. Proponents would argusethe
death benefits are appropriate to take care of the
executive’s family upon an unexpected death.
Moreover, until recently some companies have offere
these benefits in an effort to offer competitive
compensation packages to recruit top talent. Hewev
most recently activist shareholders of public conmgs
have severely criticized these benefits and in some
cases have challenged these benefits at annual
shareholder meetings. The main criticism leveled a
these benefits is that they are a wasteful payroént
unearned compensation and run counter to the
philosophy that executives should be primarily tpai
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for performance.” There would be less pressure on
these types of benefits at privately held companies

VI. Executive Investment Opportunities and Pitfalls

A.

It is increasingly common for the employer to sgignencourage (or
require) the executive to invest in the employetitgror its holding
company, particularly when the entity is privatasld and controlled by a
private investment firm or venture capitalist. tlie executive invests in
the employer entity, then the executive has moam tholely his or her
employment contract at stake in working for thecass of the business—
the executive stands to lose his or her own investras well. By the
executive having "skin in the game,” the executivas additional
motivation to perform and increase the value ofthsiness, and when the
business is sold or goes public, the executive WKely benefit.
Typically, the investment by the executive is uual addition to any
stock options granted to the executive. In songgaan investment by
the executive is a condition to employment; in otkases, it is not
mandatory but highly recommended by the employetityeror the
investment firm.

COMMENT: The amount the executive is allowed toasked to
invest varies, but in privately held firms the ambis
usually well into six figures and, in some casexo i
seven figures. The executive may be hesitant, or
simply not have enough funds to invest all that is
required. If the amount of the investment is saiisal,
the executive may seek to negotiate only a portibn
the investment payable up front, with the rest péya
by a promissory note. Ideally, the note shoulchbe-
recourse to the executive (that is, the executhaulsl
not have personal liability for the repayment oé th
note), and the note should be due only on or after
end of the time horizon the investment firm and the
executive anticipate for the sale of the businesgpmng
public.

COMMENT: If the executive is investing his or hewvm money in
the employer entity, the executive should take the
investment with as few restrictions as possibler |
particular, the executive should attempt to negetiaat
if he or she leaves employment, the investment avoul
not have to be sold back to the employer entityldes
than its then current fair market value. A more
aggressive position would be a "put right" heldtbg
executive requiring the company to buy back the
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executive's investment, often at a floor price édaa

his or her original investment. As a compromise
position, the executive may have to agree thatibh

she leaves employment, the amount of the investment
purchased by the unpaid portion of the note (if any
portion of the note is still outstanding) would sagbject

to the employer's option to repurchase at its oaigi
purchase price, but the amount of the investment
purchased with cash or through payments made on the
note would be subject to repurchase back at ita the
current fair market value. With respect to anyckto
that is subject to repurchase at less than fairketar
value, the executive would have to consider makieg
Section 83(b) election with the IRS discussed above

COMMENT: The executive should also attempt to neegetthe same
rights with respect to his or her investment asatner
shareholders (particularly any investment firm)heSe
rights would include "registration rights" (the higto
have the executive's investment registered if the
employer entity goes public) and "tag-along rigl{tee
right to participate pro rata with the other shatdhrs
in any sale of the equity). The executive may alant
to attempt to negotiate an absolute right to &elldtock
back to the employer at certain times for a fairkaa
value price—irrespective of whether any other event
then occurs. This right would allow the executtee
cash out his or her investment without having tat wa
for a major liquidity event. Normally, this righg only
negotiated for executives at the highest level.

VIl. Compensation and Exit Strategies

In certain situations, an executive is brought onturn a distressed company
around and/or cause the company to grow throughisiiqns or mergers with
other companies or businesses. Before acceptipipgment in these situations,
the executive will want to consider how he or sl participate in the economic
benefits accruing to the company from its growthrquigh acquisitions or
otherwise), and accruing to its owners if and when company is sold and the
executive "exits" the company. Some of the possiilategies for the executive
in these situations are already discussed in Se®ti@bove regardingXock
Options and Other Compensation Issues, but the following is an overall summary
of possible strategies. For purposes of this dsiom, the employer entity will be
referred to as the "company” and the equity intsresthe company as "stock”;
however, if a limited partnership or limited liabjl company is the form of
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employer entity, the general principles discusseldv will still apply, only with
different equity types.

A. Bonus Payments The executive may be rewarded for growing the
company, or upon the sale of the company, throbghpayment of pre-
agreed cash bonuses. The executive can contresteitve bonuses based
upon increases in corporate earnings or sales t{seediscussion of
Formula Bonuses in Section V.A.2 above). A "success bonus" can be
crafted based upon a percentage of the ultimags gaice for the business
or based upon the increase in value to or percentaturn of the
investment upon the sale of the business. A sadoesus could also be
crafted to pay the executive a fee for each meogexcquisition affected
by the executive on behalf of the company and/a@nupe ultimate sale of
subsidiaries or divisions previously acquired. Bdinus payments will be
taxed to the executive at ordinary income rates l@dubject to payroll
tax withholding.

B. Change in Control Agreements As mentioned above in Section V
regardingSock Options and Other Compensation Issues, the executive
may try to negotiate an agreement that entitles bmrher to certain
payments upon a "change in control" of the employ&he reasons to
negotiate for such an agreement are varied. Fhenexecutive's point of
view, he or she may have accepted employmentignieg upon his or her
prior relationship or comfort level with the corlting shareholders. If the
controlling shareholders transfer control to anotg@up, the executive's
relationship or comfort level may not be the saarg the executive may
desire a way to exit with substantial compensatiénom the controlling
shareholders' point of view, they may want to taver their investment
within a certain time frame, and look to find ways motivate the
executive to grow the business so as to promotedlgeof the business as
rapidly as possible.

Some of the issues that arise in connection witan@h in Control
agreements are:

1. Definition of Change in Control

The definition of the "change in control” event tthiaggers the
payments under the agreement is essential. Usinallychange in
control" includes more than a 50% change in ownprdbut can
also include the sale or material reduction in thenership
position of a particular shareholder (with whom #éxecutive has a
particular relationship). The change in contrah @so include a
material change in the board of directors, or tile sf a particular
division or line of business of the employer. Th&cutive needs
to define the events that will materially changse &r her position
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with the employer and/or his or her relationshipthwithe
shareholders.

Compensation Payments

The amount and method of computation of payments tduthe

executive upon a change in control can vary. Imes@ases, the
payments are essentially equivalent to severange-pgual to a
number of months or years of base salary. In otases, the
payments are more in the nature of a "success payraed based
on a percentage of the sale price or a percentahe oeturn to the
controlling shareholders. The executive will wainé payments
due upon the closing of the change in control evdrdwever, the
employer may want to make the payments due ovexxéended

time period, usually six months to two years, paitrly if the

payments are conditioned upon future performance thogy

executive (discussed below).

Other Conditions

Ideally, the executive will want the ability to lea employment
with the company at or soon after the closing & thange in
control event. However, the employer may negotattain "post-
closing” conditions on the executive, tying a defdr payment
schedule to satisfaction of those conditions. &hegloyer may
condition the payments upon the executive agrewirgiay on for
a certain time period after the closing, usualky mionths to two
years, as a transition period for new managemeRtom the
controlling shareholders' perspective, the compayay be more
saleable if the new owners have a commitment froastiag
management to stay on for some period of time ¢oige stability
and ease the transition. The payments may alscobditioned
upon the executive adhering to non-solicitationnon-compete
covenants. All of these conditions can be subjectintense
negotiations prior to the executive coming on board

Tax Issues

All cash payments under Change in Control agreesnesiit be
taxed at ordinary income tax rates and be subgeetithholding
and payroll taxes.

Payments under a Change in Control agreement nsy laé
subject to the "parachute payment tax" under Se@R0G of the
Internal Revenue Code. This tax is equal to 20%hef"excess
parachute payment" paid to certain executives upahange in
control of a corporation. This tax comes into pléayhe total
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amount of payments due top executives (generalijndst paid
1%), contingent upon a change in control, excebdsettimes the
average compensation paid to the executive overfitlee year
period before the change in control. If this thiadd is crossed,
then the 20% is due on amounts paid in excess of the five year
average compensation amount (the "excess paraphytaent”).
The employer also loses the tax deduction for Koess parachute
payment. Different ways for the executive to death the
parachute payment tax include:

a) Negotiate an "after tax" indemnity from the employer
the tax. Employers are often reluctant to do e it
may be relatively expensive.

b) Limit the change in control payment to three timgsrage
compensation so as to avoid the problem.

C) Limit the change of control payment to an amourdt th
results in the lowest overall tax to the executive.

The parachute payment tax is not applicable to wkess
employed by partnerships, limited liability compasi and
subchapter S corporations.

An exception to the parachute payment tax for nalpliply traded
corporations, arises when 75% of the shareholdppsose the
payments at the time of the change in control. &kerutive must
not be entitled to the payments unless the shatetslfirst
approve them. In other words, the executive maswitling to put
the payments above the threshold at risk, subeahtareholder
approval.

To the extent that the payments due as a resudt dhange in
control are deferred compensation, then SectionA409 the
Internal Revenue Code will also apply and must cresidered in
structuring the payments.

C. Targeted Stock OptionsStock options can be designed to vest upon the
achievement of earnings or acquisition goals omughe investment firm
attaining a certain return on its investment uguas ¢ale of the business.
In the case of stock options vesting only upon sélthe business, it is
highly likely that the options will be exerciseddatie stock sold in a short
period of time, resulting in the gain to the examitbeing taxed at
ordinary income tax rates and will be subject tgrpktax withholding.

D. Shareholder Rights Whether the executive's stock in the company is
acquired through stock options or direct investm#re executive should
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be careful to see that he or she will be treategpp@nwith the majority
shareholders in the event the business is soldgareis public. Typically,
the executive should negotiate for "tag-along sghtvhich entitle the
executive to elect to sell his or her stock atsame price and terms and in
the same proportions as the majority owners ifrttagority shareholders
receive an offer to purchase their stock from adtparty. If tag-along
rights are negotiated, the majority shareholdetstypically want "drag-
along rights" as well, which allow the majority shlolders to force the
executive to sell his or her stock at the same @ame to the same extent
the majority shareholders sell their stock. Thgopae of tag-along rights
and drag-along rights are to allow (or force) thescaitive and other
participating minority shareholders to be treatedttte same basis as the
investment firm and the majority shareholders. &kecutive should also
negotiate for "pre-emptive rights" with the emploatity, which grants
the executive an option to participate in any gevafferings of stock by
the company in order to protect his or her equdgifion on a percentage
basis. The executive will have to pay for the rehares at the same rate
as the other purchasers, but the executive wilsgxee the right to
maintain his or her ownership percentage. Findllit,is at all possible
that the company will go public in the future, tle&ecutive should
negotiate for "registration rights" with respectaioy stock owned by the
executive. "Registration rights” allow the exegatito have his or her
stock registered in a public offering to the samdemt as other
shareholders.

Exit Strategies If the executive plans to "exit" the company mjloe sale

of the business or the business going public, ¥eewive should attempt
to negotiate one or more of the above compensaimtegies before
accepting employment.

New Restrictions on Executive PayThe Stimulus Bill recently signed
into law by President Obama (the American Recoweny Reinvestment
Act of 2009) sets new limitations on executive cemgation with respect
to entities receiving financial assistance from theoubled Asset

Recovery Program (TARP). In general, the new lavesdnot restrict

executive base pay, but does limit bonuses to inee®ecutives for as
long as the entity has any obligations arising frinancial assistance
provided under TARP. In general, bonuses can balyaid in restricted
stock and cannot exceed 1/3 of the total amouminafial compensation.
The number of executives at each entity affectedthimse limits is

determined by a sliding scale based on the amouftA&P assistance
received by the entity—the greater the amount sistence received, the
greater the number of executives affected. Padhé enactment of this
new law, the Treasury Department was working on aten set of

regulatory restrictions on total executive compénsgpayable by certain
entities receiving TARP assistance. As the fedédrail-out and/or

assistance programs develop, it is certainly ptessitat the limitations on
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executive compensation will also be modified. Ptio accepting any
employment with an entity receiving federal assis& it is recommended
that the executive, in consultation with his or Hegal advisors,
understand any limitations on compensation theticgipe.

VIIl. Negotiation Techniques
A. With legal counsel
1. May establish a more formal or adversarial tond, ibwill be

largely confined between the two attorneys rathantbetween the
executive and employer.

COMMENT:

There are two general dividing lines witgard to
employment negotiations: with legal counsel and
without. The use of legal counsel may set a more
formal and sometimes adversarial tone in the
discussions. However, if the executive has arnrratg
this attorney will generally be having the discossi
with the employer's counsel. Hopefully, both at&ys
will be experienced with such negotiations whichyma
allow for amicable negotiations. This will hopéyul
insulate the executive from conflicts. Thus, the
executive may avoid a direct head-to-head battl&a wi
his or her future employer.

B. Without legal counsel

1. More friendly, but all "hidden" issues may not hevered — tax,
security law concerns, etc.

COMMENT:
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If an executive does not use legal counselmore
friendly atmosphere may exist. The executive may b
treated as one of the team. The employer may tiee t
executive a "standard" contract signed by all
employees. In such a situation, care should bentédk
carefully read the contract. If you do not uncdemsit
any provision, contact your attorney. There mapal
be other "hidden issues" which are not apparent or
addressed (e.g., securities law aspects, termmatio
issues, tax issues, etc.). The executive canvwedthe
advice of counsel regarding the agreement’s telnors,
not include the attorney in the direct negotiations
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C. Understanding the Role of the Executive Search Wtarg

COMMENT:

The executive search consultant is usulailitgd by the
employer, and as such, owes primary loyalty to the
employer. Be careful not to assume that the ekexut
search consultant is your advocate. An executare ¢
mistakenly assume that he or she can confide in
executive search consultants. Instead, executieed

to exercise caution on certain topics. Example:
Candidate confides to executive search consulthnt "
really want a base salary of $600,000.00 per ymérif
pressed, I'd settle for $500,000.00." In thisansg, the
candidate may have just given away valuable
information that may be repeated to the employer an
may cost the executive $100,000.00 per year of base
salary. On a five year term, the candidate mayhav
lost a half a million dollars in base salary.

D. No Guts, No Glory vs. Poisoning the Well

COMMENT:

E. Avoid Starting
Agreement

COMMENT:
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Although the individual negotiations ameehdlier and
"team" oriented, an executive should remember ttie o
axiom, "No guts, no glory." If you do not ask for
certain benefits or provisions to be included in a
contract, they probably will not be offered by the
employer. Even if you are not certain they will be
added, you should ask for them anyway if you have a
reasonable basis to do so. You may be surprisdd an
actually receive some or all of the requested renss
Also, after the employer refuses to a number ofdval
items, it may be easier to get a few other items
accepted. Any aggressive approach to negotiations
should always be tempered by the fact that the
executive will have an ongoing relationship witte th
employer after the negotiation is done. If nedaires

bog down or start to become unduly adversarial, the
executive must determine what terms are most
important and continue to insist on them, but & th
same time, keep the tone of the negotiations pesiti
and avoid framing issues as "l win-you lose," which
may poison the ongoing future relationship.

Employment During Negotiations Withoa Signed

As a general rule, an executive shouldstatt working
while contract negotiations are ongoing. At tintegre
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is an intention to formally document an arrangement
after commencement of employment, but it never gets
done. Then when things go bad, the executive ean b
summarily dismissed. It is very difficult for an
executive to prove the existence of a binding oral
arrangement when negotiations were on-going.

F. Document the Terms of Employment if at all Possible

COMMENT:

On occasion, an employer will refuse tooypde a
written employment agreement or any other written
documentation to an executive. In such case, the
executive must weigh this lack of security agamstor

her present employment situation or other potential
employment opportunities. However, if the exeaaitiv
wants to accept the offered position, steps cataken

to possibly establish the terms of the offered jdathe
executive can deliver a brief letter to the emplioye
thanking them for the extension of the offer. Tétger
should succinctly recite the terms of the offergjon,
salary, term, start date, benefits, etc.) with @sicg
statement that if there is any misunderstandingh&
above terms, please contact the executive. Ifingth
else, the above action creates a negative confomat

the job offer and its terms. This is not the lse&hario,
but it is better than only a handshake or an oral
agreement.

G. Maintain Integrity During all Negotiations

COMMENT:

Don't oversell yourself. Don't claim tee lsomething
you are not. Even a harmless misrepresentation can
cause a prospective employer to question your tityeg

An example would include telling an employer you
were a star athlete in a given sport when, in faot
never even played the sport or were an average
participant.

H. Be Realistic in Accessing Your Negotiation Leverage

COMMENT:
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The executive needs to realistically ascéss or her
situation. Are you a "franchise" player (e.g., g0 a
sought after turn around expert or do you control a
major account)? If so, you can certainly condumiry
negotiations with considerable leverage and attempt
obtain a platinum agreement. If, on the other hgod
have been in transition for a considerable periciihte
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and generally need to be employed, a different
negotiation posture may be required.

l. Be Pragmatic

COMMENT: If the executive has been in transitiongome time and
the employer will not offer any contractual proteons,
the executive may still need to give serious though
accepting the position. A compromise position rbay
to take the job and continue the search for a bgite
with greater security.

IX. Certain Provisions to Address in an Executive Emiplent Agreement

A. Term of Employment
B. Position and Duties
1. Full time efforts and energies devoted to employimen
2. Carve out permission for outside board position®tber desired

activities and networking opportunities

C. Compensation
1. Base salary — specify minimum amount
2. Bonus — guaranteed payments vs discretionary vsnuiar
payments
3. Benefits — e.g., insurance, 401(k), etc.
4. Perks - e.g., car, club memberships, etc.

D. Equity Participation, Including Stock Options, Gigretc.

E. Termination
1. "For cause" by employer (typically no severance)pay
2. "For cause" or for "good reason" by executive {feis severance
pay)
3. "Without cause" by employer (triggers severance pay
F. Change of Control Agreement — See discussion inti®@e¥Il for

Compensation and Exit Srategies. This is a very important area that can
be highly negotiated and can be the subject ohaptex agreement.
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G. Indemnification

1. Are there indemnity provisions and/or director'sd aofficer's
insurance provided by the employer? (Following Ereon and
other similar fiascos, it is not desirable to adcepecutive
responsibilities and potential liability without eqglate
indemnification protection.)

H. Severance Conditions — Do any apply?

1. Mitigation of damages (e.g., a reduction in theesamce pay if the
executive takes a new job)

2. Release agreement as precondition to receive seera
l. Choice of Law and Venue
J. Alternative Dispute Resolution — Pros and Cons

1. Mediation

COMMENT: Mediation is conducted with a trained nadr who
attempts to settle a dispute between the parties.

2. Arbitration

COMMENT: Arbitration can be very expensive and tioesuming.
For example, filing fees with the American Arbitoat
Association (“AAA”) may be calculated as a
percentage of the total damages sought in whichbean
much more expensive than the normal filing fees of

lawsuit.
K. Unique Provisions/Situations
1. Relocation of corporate headquarters
2. Turnaround companies
3. The family run company
4. Need to possibly review and/or consider impact oflateral

agreements (for example: prior employment agreermpentisions
for severance pay, lender's forbearance agreemasting or prior
non-competition or non-solicitation agreements,)etc

5. The venture capitalist as controlling shareholder
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X. How to React if Fired or Asked to Resign

A. Best reaction is to stay calm and not over-react

B. Contract may require notice and right to reviewnti@ation with decision
makers (e.g. directors)

C. Employer may have severance obligations
D. Employer may offer valuable executive outplacenogmortunities
COMMENT: If you are terminated, the best reactisrta display as

little outward emotion as possible. If you fly dfie
handle, undesirable things may be said in the dicthie
moment. Again, careful pre-planning will assistiyio

this time. The contract may require the employer t
review the termination decision with you, givinguyo
the opportunity to explain circumstances surrougdin
the potential problem. The employer may have
generous severance obligations and may provide
outplacement opportunities. In many instances, the
employer would like nothing better than for youfitad
another job.

E. Employer may offer unanticipated opportunities dogider. For example,
a departing executive may be offered an opportutatycquire certain
assets of the Company.

XI. Restrictive Covenants
A. Non-competition and Non-solicitation Agreements
1. General description. Covenants not to competeresaints on

trade and are generally disfavored by court in $exnd
elsewhere. However, covenants not to compete leo®me
easier to enforce in Texas since a recent landuaheclsion by the
Texas Supreme Court.

2. It is a common misconception that all non-compatitagreements
are always unenforceable in Texas. Well-craftecenants not to
compete and attention to providing proper consit@rancrease
the likelihood of a covenant's enforceability.

COMMENT: Employers routinely attempt to prevent rfar
executives from going into direct competition after
leaving their employment. The employer's position
may be that the executive was provided valuable
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training and proprietary information (customer djst
trade secrets, etc.) Therefore, the employer will
maintain that the executive should not be ablestoeht
from the receipt of this training and informatian the
detriment of the employer. The employer generally
will seek to have the executive sign a non-comipetit
agreement whereby the executive agrees not to dempe
in a defined geographic area for a defined lendth o
time. As an alternative, the employer may identify
certain clients that the executive is prohibitednir
going to work for or soliciting business from.

3. Texas Non-Compete Statute and Guidance from theaslex
Supreme Court

COMMENT:
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In 1989, the Texas legislature passedGbeenant Not

to Compete Act with an intent to clear up the csidn
that previously existed in the area of non-compuetit
agreements. Unfortunately, the court cases that
followed somewhat clouded the issues. In an effort
provide some clarity, the Texas legislature ameritded
Covenant Not to Compete Act in June of 1993. While
there were some inconsistencies between a strict
reading of the statute and various court decisitimes,
Texas Supreme Court clarified much of the confusion
in  Alex Sheshunoff Mgmt. Servs.v. Johnson,

209 S.W.3d 644 (Tex.2006). The Court made non-
compete agreements significantly easier to enfance
Texas by shifting the focus away from contract law
technicalities towards a more practical applicatidime
Sheshunoff decision eliminated the difficult requirement
of drafting an immediately enforceable covenanthat
time of the execution of the agreement. For over a
decade, many interpretations of the law required
employers to almost simultaneously give employees
confidential information in exchange for the emm@ey’
promise not to compete. Thg&heshunoff decision
clarified the uncertainties, explaining that the
employer's part of the agreement does not neeceto b
performed instantaneously with the signing of the
agreement. Thus, the employer does not need mo tur
over confidential information at the time the agneat

is executed. Sheshunoff held that a non-compete
agreement is binding as long as the employer pesnis
to provide, and does provide, confidential inforimiat
during the course of the employment (or new
confidential information in the case of an agreeimen
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COMMENT:
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executed after initial employment). More recenthg
Texas Supreme Court expanded the holding in
Sheshunoff and relaxed the requirements on employers
even further. InMann Frankfort Stein & Lipp
Advisors, Inc. v. Fielding, No. 07-0490 (Tex. April 17,
2009), the Court held that ammplied promise to
provide confidential information, coupled with the
employer later supplying the information to the
employee during his employment, created an
enforceable covenant not to compete. The Court
reasoned that although the employer, an accounting
firm, did not expressly promise to provide confitieh
information, the employee’s promise not to disclose
confidential information in the employment agreeten
was meaningless and could not be accomplished
without the employer actually providing the
information. Additionally, the Court held that thery
nature of the accounting profession necessitated th
employee’s access to customer names, billing
information and tax/financial information. Thus, by
holding that an employer is not required to exgyess
promise but merely impliedly promise, and to previd
confidential information in order to create a coaen
not to compete, th&lann decision should give greater
protection to employers, especially those rendering
professional services and/or those working extemgiv
with confidential customer information. Nevertrsde

to ensure a stronger argument for enforceability,
documented confidential information (or new
confidential information) should be provided to the
employee shortly after the agreement is signed.

The Texas Covenant Not to Compete Act tes that,

in general terms, for a non-competition agreeme ket
enforceable, it: (i) must be ancillary to, or paft an
otherwise enforceable agreement at the time the
agreement is made; (ii) must be reasonable asn®, ti
geographical area, and scope of activity; and ritist

not impose a greater restraint than is necessary to
protect the goodwill or other business interestshef
employer.  While there are no clear rules about
reasonableness, time periods longer than thregeé8}s
(and in some circumstances, two (2) years or ledb)
likely be considered unreasonable time restraints.
Employers should give greater care to narrowing the
scope of the non-compete provisions. Courts may

-33-



COMMENT:

COMMENT:

COMMENT:

reform unreasonable limitations in order to enforce
such an agreement. However, if a court has tamefo
unreasonable limitations, employers are not edtitte
damages for the time period before the reformation.

In addition, the courts generally requiréhe
consideration supporting the restrictive covenanbe
appropriate, unique or confidential (e.g., typigall
disclosure of trade secrets, special training, ) etc.
Money, continued employment, a signing bonus, or a
severance are nappropriate consideration to support a
non-compete  agreement. Employers  should
affirmatively, and in writing, promise to providéet
confidential information to the employee. The non-
compete clause should clearly state (1) that the
employer shall provide confidential information,dan
(2) in turn, the employee promises to refrain from
disclosing the information. Employers should keep
records of the confidential information that was
provided to the employee. This record will provide
proof of the employer's consideration should a non-
compete covenant ever need to be enforced.

From an employer's perspective, it is beshave the
non-competition covenant signed by the executivanup
commencement of employment and not thereafter. If
the non-competition covenant is signed after
employment begins, and after the executive hasdyre
received access to valuable trade secret informatio
other appropriate consideration, the agreement moay
be enforceable unless the employer can prove #hat n
and additional appropriate consideration was pevid
to support the restrictive covenant. New and uJakia
confidential information disclosed aftéhe agreement
was signed may support the covenant, but confidenti
information disclosed beforthe agreement was signed
cannot be used.

Employers may want to consider adding lzage to the
non-compete agreement that stateEMPLOYEE
HEREBY  WAIVES THE RIGHT TO
CHALLENGE THE ENFORCEABILITY OF THE
COVENANT NOT TO COMPETE ."

4. In general terms, a well drafted covenant not topete agreement
that is part of an otherwise enforceable agreenmeay be
enforceable as written in Texas, provided the camenis

EXECUTIVE |SSUES AND CONCERNS
May 14, 2009

-34-



10.

reasonable as to its scope (geography, time ardadnestriction)
and if the employer is protecting an important bass interest.
Recent court cases have limited the scope of céstiito non-
solicitation of existing customers (rather than absolute
prohibition against working in the industry).

A non-solicitation agreement that prohibits an esypk from
soliciting certain customers and/or employees igemuarrowly
drafted in scope than an absolute non-competitgyeeament, and
is generally more likely to be enforced by the ¢eum Texas. An
agreement prohibiting an executive from solicit@gployees of
the employer is sometimes referred to as an aitliRgacovenant.

Around the country, states such as Florida, Lon&iand South
Dakota permit covenants not to compete, but letgislthe
allowable terms of the agreements. For exampl&outh Dakota
covenants not to compete cannot exceed two yealsrast be
tailored to a specified county, first or secondsslanunicipality, or
other specified area.

Some states have declared covenants not to compéateas a
matter of public policy. Included in this list ar@labama,
California, Hawaii, Montana, North Dakota and Oldata. The
states mentioned that have enacted statutes pingibbncompete
agreements provide exceptions to the rule for cavendealing
with: 1) the sale of the goodwill of a businessd®pssociation of
a partner from a partnership, or 3) upon dissotutiba partnership
or limited liability company as long as the puraraf the
business or remaining partners carry on a likertass.

In addition to providing general guidelines for #aforcement of
non-competition covenants, the Texas statute ircludpecific
criteria for the enforcement of non-compete covémaagainst
physicians.  Other states, such as Colorado, Detaveand
Massachusetts, have similar statutes expresslyatagy physician
non-compete agreements; either declaring resteictovenants
between physicians void or requiring them to conith certain
restrictions.

The District of Columbia has banned covenants notdmpete
altogether, providing: "every combination in thenfioof a trust or
otherwise, or conspiracy in restraint of trade ommerce all or
any part of which is within the District of Colunabis declared
illegal.”

Specific care should be taken to review any appleanon-
compete law in the state of the executive’s joldgrarance and in
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11.

12.

other states whose laws are stated to apply t@rnf@cement of
the contract.

A covenant not to compete is easier to enforce whisna part of
the sale of a business. The courts generally repegthat
significant sums are being paid for the goodwilltbé company
and equity requires the protection of that contralcterm. In the
sale of a business scenario, the Texas CovenantdNGbmpete
Act requires the promisor (i.e., the seller) belae burden of
providing that the covenant fails to meet the $tagucriteria.

If an employer desires to protect its confidentall proprietary
information given to the employee, a covenant natdmpete may
include a clause that prohibits the employee frosingi or

disclosing such information. To be enforceable, #rmaployer
needs to limit the clause to the information thekayee actually
received and what information is actually confideint The

employer is also required to show what steps itthksn to keep
the information confidential.

XIl. Frequent Claims Asserted Against Executives by EorrBEmployer (New

Employers May Also Be Sued)

A.

r 6 m m T O W

Direct competition with the employer

Soliciting of employer's customers

Soliciting of employer's key employees

Misappropriation of employer's confidential infortioa or trade secrets
Usurption of corporate opportunity

Breach of fiduciary duty

Harassment/fraternization

Breach of employment contracts

Civil conspiracy (conspiring with other employeeda@mer employees to
harm employer)

XIll. Executives Who Are Shareholders In Closely HeldpBoations May Be Forced

Out By Majority

A.

Enforcement of buy-sell agreement
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XIV. Lawsuits

Accounting to determine value

Disgorgement of profits

Claims of shareholder oppression against minohigreholders
Appointment of receiver to manage business

Slander/libel as to executive's performance

A. Injunction Actions

1. If the executive engages in any of the normallyhfyibed acts
described above, an employer may seek injunctivef.re

a.

Temporary injunctions to prevent certain conduct &y
former employee may be instituted while the case is
pending, yet years could pass before a final dipasis
reached.

Defense of claims for injunctive relief is very exsive—it
requires a mini-trial, usually compressed into a twthree
week period.

B. If a lawsuit is filed by the employee, the employd®uld have “"clean

hands"

COMMENT:

COMMENT:
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If a dispute does arise, and a lawsuihesessary, it is
best if the party filing the suit can come to theurt

with "clean hands." As an example, if an emploigee
seeking a severance payment from the employer, the
court will be less sympathetic if it is shown thae
employee has been soliciting employer's customers i
violation of a non-competition agreement.

Careful pre-planning can also help resgiveblems if
they should arise. The employment contract may hav
mandatory alternative dispute resolution (ADR)
provisions such as mediation and/or arbitration.
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C. Even if not named as a Defendant in the lawsuitheyformer employer
against the employee, the new employer may stdbbe involved in the
discovery process. The former employer may subpaewcards and
request access to the employee's computer at thieemgployer to prove
improper competition.

XV. Job Preservation

A. Preventative measures should be considered in gffarts to preserve
your executive position. Be realistic when acasgsiour strengths and
weaknesses. Are you difficult to work with? Areuytoo demanding?
Are you lacking in people skills? If you can't Elistic about yourself,
hire someone who can be. Example: consider aepsomualified
executive coaching advisor to help you. As a caheaever, be aware
that no privilege exists regarding your discussiofrs other words, if the
executive coach is required to give a depositiba,executive coach will
have an obligation to answer all questions relatindiscussions with you
during the training session.

B. Seek professional advice when appropriate. Fomplg a CEO can
sometimes insulate himself or herself from blamesegking and relying
upon legal and/or accounting advice before makingoatroversial
decision. Many executives fail to do this.

C. Stay networked. It is very important to maintaietworking activities
whether employed or not. If an executive is imsidon, the benefits of
networking are obvious. But equally as importarg the benefits of
staying connected to the right people, because remstutives are
potentially a day away from termination becauseunforeseen events,
change in management, bankruptcy of the employer, e

XVI. Other Issues Applicable to Executives

A. Asset Protection More than ever before, C-level executives agosgd
to potential personal liability for their actions whether pursuant to
federal laws such as Sarbanes-Oxley, pursuant derde or state
regulatory actions, or pursuant to suits by shddsme or creditors of the
employer. All C-level executives should considegigonable and prudent
steps to protect their hard earned assets frormpaltelaims. There are
numerous ways to protect assets from creditors iamgbrtant and
sophisticated legal issues are usually involvelde ihtent of this outline is
not to present a detailed discussion of asset groteand surrounding
legal issues. Any executive interested in assgeption should first seek
advice from an attorney before undertaking anyoastin that area. The
key to any asset protection program is to stasefore potential liabilities
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arise; in other words, plan early and plan ahegadce a claimant makes a
demand against the executive, and certainly onaesuit is filed against
the executive, the ability of the executive to egegan any asset protection
that will withstand legal attack will be greatlyndnished. Thus, it is
highly recommended that if an executive is intexgdsh asset protection
planning that he or she consult an attorney orragoelified professional
before problems arise.

Marital Property IssuesDivorce rates in the United States are very high
and executives, as a group, are probably no diffetiegan the national
average.

If an executive is contemplating marriage after aobhg a
lucrative employment agreement and/or equity rigihtkis or her
employer, the executive should consider a premaaigeement
which protects his or her income and/or equitytsgh

If the executive is facing the prospect of divordben the

executive should, as soon as possible, consulttamay familiar

with marital property laws. In many cases, thesg/rbe proactive
steps the executive can take to better positionohiber assets
(including equity rights in the employer) once tigorce case is
commenced.

Public Company Investigations If you are an executive of a public
company, be especially on guard when investigatasescommenced by
your audit committee on behalf of the Board, theCSkr other
governmental agencies. You should not talk toidatauditors or outside
counsel to the company or anyone in the compangn éhe general
counsel, if your actions are under investigatiotilyou have first sought
legal advice. You may even have criminal expostinas you have not
considered.
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THIS OUTLINE IS INTENDED TO PROVIDE YOU WITH A CURS ORY
UNDERSTANDING OF CERTAIN EXECUTIVE ISSUES AND CONCE RNS,
INCLUDING EXECUTIVE EMPLOYMENT LAW ISSUES. THIS OU TLINE IS NOT
INTENDED TO CONSTITUTE LEGAL ADVICE AND SHOULD NOT BE RELIED
UPON AS SUCH. IF YOU HAVE A PARTICULAR ISSUE AND/OR CONCERN, IT IS
STRONGLY RECOMMENDED THAT YOU CONTACT LEGAL COUNSEL WITH
EXPERIENCE IN THAT AREA.

COMMENTS MADE DURING ANY PRESENTATION OF THESE MATE RIALS
SHOULD BE TAKEN IN THE CONTEXT IN WHICH THEY ARE GI VEN. THE
PARTICULAR FACTUAL CIRCUMSTANCES OF LEGAL ISSUES WI LL AFFECT
ALL LEGAL CONCLUSIONS. IF YOU BELIEVE YOU ARE FACI NG AN ISSUE
RAISED BY THE OUTLINE OR DISCUSSED AT THIS MEETING, YOU ARE
STRONGLY ENCOURAGED TO CONTACT LEGAL COUNSEL BEFORE ACTING.

INTERNAL REVENUE SERVICE CIRCULAR 230 DISCLOSURE - TO ENSURE
COMPLIANCE WITH REQUIREMENTS IMPOSED BY THE IRS, WE INFORM YOU
THAT ANY U.S. FEDERAL TAX ADVICE OR DISCUSSION CONT AINED IN THIS
OUTLINE, OR DISCUSSED WITH ANY PRESENTATION RELATED TO THIS
OUTLINE, IS NOT INTENDED OR WRITTEN TO BE USED, AND CANNOT BE USED,
FOR THE PURPOSE OF (I) AVOIDING PENALTIES UNDER THE INTERNAL
REVENUE CODE, OR (Il) PROMOTING, MARKETING OR RECOM MENDING TO
ANOTHER PARTY ANY TRANSACTION OR MATTER ADDRESSED H EREIN.

© 2001-2009 James T. Drakeley. All Rights Reserye Pursuant to applicable law,
no part of this document may be copied, reproducedr distributed except with the
prior written consent of the copyright holder.
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