
THE EASY APPROACH TO STOCK OPTIONS
A COMPREHENSIVE GUIDE TO THE INCREASINGLY POPULAR TOOL
Job ads in the classifieds mention stock options more and more frequently. Companies are offering this benefit not just to top-paid executives but also to rank-and-file employees. 

What are stock options? Why are companies offering them? Are employees guaranteed a profit just because they have stock options? The answers to these questions will give you a much better idea about this increasingly popular movement. 
Let's start with a simple definition of stock options: 
Stock options from your employer give you the right to buy a specific number of shares of your company's stock during a time and at a price that your employer specifies.

Both privately and publicly held companies make options available for several reasons: 

· They want to attract and keep good workers. 

· They want their employees to feel like owners or partners in the business. 

· They want to hire skilled workers by offering compensation that goes beyond a salary. This is especially true in start-up companies that want to hold on to as much cash as possible.
Once a company decides to offer options, it must decide who will get them and how many each employee will receive. That process is called "allocation." Stock options are generally offered as part of or in combination with other qualified employee benefit plans. 
In general, a stock option gives an employee the right to buy a certain number of shares in the company at a fixed price for a certain number of years. The price at which the option is provided is called the "grant price” and is usually the market price at the time the options are granted. Most options have vesting schedules, meaning an employee has to wait a few years before all the options can be used. There are two types of vesting: "cliff vesting," in which employees become fully vested all at once after a specified period (usually about five years), and "graded vesting," which vests employees gradually over time. Graded vesting generally takes longer, but percentage increments occur sooner.
Although a vesting period can range considerably -- with seven years being the maximum allowed by law -- four years is the most common vesting schedule.  When employees are given stock options they often do not gain control over the stock or options for a period of time. This period is known as the vesting period and is usually 3 to 5 years. During the vesting period the employee cannot sell or transfer the stock or options. 

Typically, a quarter of the options in a stock option grant, for example, will vest each year for a four-year period.
The price the company sets on the stock (called the grant or strike price) is discounted and is usually the market price of the stock at the time the employee is given the options. Since those options cannot be exercised for some time, the hope is that the price of the shares will go up so that selling them later at a higher market price will yield a profit. You can see, then, that unless the company goes out of business or doesn't perform well, offering stock options is a good way to motivate workers to accept jobs and stay on. Those stock options promise potential cash or stock in addition to salary. 
Let's look at a real world example to help you understand how this might work. Say Company X gives or grants its employees options to buy 100 shares of stock at $5 a share. The employees can exercise the options starting Aug. 1, 2001. On Aug. 1, 2001, the stock is at $10. Here are the choices for the employee: 
· The first thing an employee can do is convert the options to stock, buy it at $5 a share, then turn around and sell all the stock after a waiting period specified in the options' contract. If an employee sells those 100 shares, that's a gain of $5 a share, or $500 in profit. 

· Another thing an employee can do is sell some of the stock after the waiting period and keep some to sell later. Again, the employee has to buy the stock at $5 a share first. 

· The last choice is to change all the options to stock, buy it at the discounted price and keep it with the idea of selling it later, maybe when each share is worth $15. (Of course, there's no way to tell if that will ever happen.) 

Whatever choice an employee makes, though, the options have to be converted to stock, which brings us to another aspect of stock options: the vesting period. In the example with Company X, employees could exercise their options and buy all 100 shares at once if they wanted to. Usually, though, a company will spread out the vesting period, maybe over three or five or 10 years, and let employees buy so many shares according to a schedule. Here's how that might work: 
· You get options on 100 shares of stock in your company. 
· The vesting schedule for your options is spread out over four years, with one-fourth vested the first year, one-fourth vested the second, one-fourth vested the third, and one-fourth vested the fourth year. 

· This means you can buy 25 shares at the grant or strike price the first year, then 25 shares each year after until you're fully vested in the fourth year. 

Remember that each year you can buy 25 shares of stock at a discount, then keep it or sell it at the current market value (current stock price). And each year you're going to hope the stock price continues to rise. 
Another thing to know about options is that they always have an expiration date: You can exercise your options starting on a certain date and ending on a certain date. If you don't exercise the options within that period, you lose them. And if you are leaving a company, you can only exercise your vested options; you will lose any future vesting. 
One question you might have is: How does a privately held company establish a market and grant (strike) price on each share of its stock? This might be especially interesting to know if you are or might be working for a small, privately held company that offers stock options. What the company does is to fix a price that is related to the internal value of the share, and this is established by the company's board of directors through a vote. 

Overall, you can see that stock options do have risk, and they are not always better than cash compensation if the company is not successful, but they are becoming a built-in feature in many industries. 
Frequently asked questions about Stock Options (FAQ)
Question: What is a stock option? 
Answer: A stock option is an ability to purchase a specific numbers of shares of a company's stock at a future date at a specific, pre-set price.

Question: What is the pre-set price? 
Answer: Called a strike price or a grant price, the pre-set price is usually the price at which the stock is trading on the day the option is issued.

Question: Can I exercise my option (sell my stock) right away? 
Answer: No. Stock options have a vesting period, typically 4 to 5 years, during which a proportion of the shares in the option are made available to you. During this vesting period you can sell only the portion of the shares that have vested.

Question: What happens if I leave the company before my options vest? 
Answer: You forfeit the stock options.

Question: Does a stock option make me an owner of the company and allow me to vote at the annual meeting? 
Answer: No. 

Question: Which is better, stock options or restricted stock? 
Answer: That depends on the change in the stock price. Generally, if the stock price is going up, stock options are a little better. You can sell both at the higher market value, but with stock options you have not had to commit to the purchase until the stock price reached the point at which you wished to sell. However, if the stock price stays the same or goes down, restricted stock is better. Since you actually own the stock, it retains some value until the stock price goes to zero. 

Question: Are restricted stock awards the same size as stock option grants? 
Answer: Generally, restricted stock awards are smaller than stock option grants by a factor of two or three (one half or one third the size). If a stock option grant were 100 shares, a restricted stock award would usually range from 33 to 50 shares. This is because at the end of the vesting period the 33 to 50 shares would still have some value and the 100 stock options might not. 

Question: Are there tax considerations with stock options? 
Answer: Yes. Be sure to consult a qualified accountant or attorney. 

