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This is the seventh in a series covering Executive Compensation Essentials—a resource

for every board, compensation committee, and management team.

Equity isnot free. Burn rate—also referred to as annual dilution rate, run rate, or share
usage rate—measur es the pace of equity usage for compensation and drives talent
decisions, affects management credibility, and impacts shareholder value. It isthe direct
transfer of shareholder wealth to employees through equity grants as part of a company’s
long-term incentives (LTI).

Thisinstallment of our Executive Compensation Essentials series coverswhat burn rate
measur es, how to calculate it, why investor s care, and how companies should manage,
track, and report it.

What Burn Rate Measures

Companies grant equity to align with shareholders, retain key talent, and drive
per formance-aligned pay outcomes. Burn rate measur es the pace of equity granted as
compensation over a period of time, frequently tracked annually and as a 3-year average.

Burn rate can be measured on both a share basis and a value basis:

» Share basis: Shares granted as equity compensation divided by weighted average
shares outstanding for the period.

= Value basis: Grant date fair value of equity awards divided by aver age market
capitalization for the period.

Everything else being equal, a company granting 1,000 stock optionswill have the same
share-based burn rate as a company granting 1,000 restricted shares. However, because a
stock option isworth lessthan arestricted share, the company granting stock options will
have a lower value-based burn rate.

How to Calculate Burn Rate
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= Share-based burn rate: Calculated astotal sharesand options granted during the
period, divided by weighted aver age common shar es outstanding (same denominator
used for earnings per share).

= Value-based burn rate: Calculated astotal grant date fair value of all equity awards
divided by average market capitalization for the period (a quarterly average or the
average of the beginning and end of year istypically sufficient).

Using averages in the denominator smooths volatility in share count and market
capitalization and acknowledges that awar ds ar e granted throughout the cour se of the
fiscal year.

Two common modifications may be considered when the context callsfor it:

1. Performance awards: I nstead of counting per formance share units (PSUs) at target at
grant, some companies count actual PSUsin the year they vest.

2. Net of forfeitures: Instead of counting gross grants, some companies subtract
forfeituresthat occur duringthe period.

Both adjustments functionally convert the burn rate basisfrom “as granted” to “what
actually occurred.” Most burn rate calculations focus on the*“ as granted” model which is
mor e akin to an assessment of thetarget LTI opportunity.

Many companies|ook to offset equity compensation dilution through share buybacks, with
some explicitly discussing this as an objective under an authorized sharerepurchase
program. Thisstrategy has no impact on burn rate calculations, stock-based compensation
expense, or dilution but may be part of the narrative.

A Quick Example

Hereisaquick example set of burn rate calculations on an “as granted” basis.

Number Granted Per Share Fair Value at Grant Aggregate Grant Value

Stock Options 50,000 $10.00 $500,000
PSUs 125,000 $28.00 $3,500,000
Restricted Stock 125,000 $25.00 $3,125,000
Total Granted 300,000 $7,125,000
Weighted Average Common Shares Outstanding (M) 15.0

Average Market Capitalization ($M) $750.0

Share-based burn rate: 300,000 / 15,000,000 = 2.0%

Value-based burn rate: $7,125,000 / $750,000,000 = 0.95%

Burn Rate Versus Total Dilution
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Burn rate analyzes equity compensation activity over a period of time. Total dilution (also
called overhang) is a point-in-time view of all outstanding and unexer cised equity awards
and can be presented on a share basisor value basis. The view can include or exclude
authorized but not yet granted shares. Both views can be used in committee discussions.

Why Companies and Investors Care about Burn Rates

Just asinvestors want to ensur e that management acts as responsible stewar ds of their
investment capital, investors also want to ensure their owner ship interests are not
excessively diluted through use of equity compensation. M or e specifically:

= Ownership math: Equity grants dilute existing shareholders and reduce each share’s
claim on value and voting power .

= Per-share economics: Higher burn rates create drags on earnings per share, free cash
flow per share, and other per-share metrics.

m Capital allocation signal: Equity grantsare part of the capital budget. A steady and
reasonable burn rate signals control and discipline.

= |nvestor decision-making: Burn ratesinfluence valuation work, forward multiples,
and votes on equity compensation plans.

= Governance and alignment: The burn rate is a visible measur e of gover nance quality
and isviewed favorably by institutional investors when kept within market norms.

= Strategic flexibility: Elevated burn rateslimit room for acquisition grantsor targeted
retention awards.

m Cost of capital: Perceived dilution risk increasesthe equity risk premium and can
squeeze valuations.

How Companies Should Calibrate and Manage Their Burn
Rates

A company’s burn rateis essentially an output calculation, and the variablesthat drive the
burn rateinclude LTI eligibility, participation, grant magnitude, vehicle mix, and stock
prices. Everything else being equal, as stock pricesincrease, fewer shares are necessary to
deliver a competitive LTI award.

Asthe company implementsitsLTI strategy, it should first build a bottom up share usage
model that aggregates expected grantsfor all eligible employees, based on salaries,
eligibility, target LTI rates, and program design. Theimplied dilution and burn rate from
this bottom-up view should then be reconciled to a top-down per spective that testsresults
against market-based dilution benchmarks and investor expectations.

Market benchmark data can be compiled from analysis of peer company 10-K filings, with
car e taken to ensure consistent comparisons on the different burn rate definitions.

Tracking and Reporting
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Most companiesreport burn rate and dilution to the compensation committee at least
annually. A practical approach isto include a one-page exhibit with each committee
consent package. The one-page exhibit should show:

1. Current year and prior threeyears, share basis and value basis, both “as granted”
and “asoccurred.

2. Thecurrent equity plan sharereserve, how many yearsthe current reserve should
last, when a new sharereserve will berequested, and a simple forward view given
planned grant values and assumed stock prices.

3. Peer benchmarks, updated once per year.

Equity Burn Rate is a Valuable Indicator

Burn rateisthe pacing metric for equity compensation; it translates directly into dilution
and impacts the per-shar e economics. Credibility rests on clear definitions, consistent
methodology, and a normal reporting cadence. The most infor mative view pairs share-
based and value-based measur es, shown on both an “asgranted” and “asoccurred” basis.
Disciplined gover nance protects owner ship, preserves strategic flexibility, and alignstalent
investment with long-term value.
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