61. Stock Option Memorandum to Employees

What follows is an explanation of the current stock option plans offered by ___________________. Please bear in mind that stock option plans are powerful but complicated devices. Thus, to maximize the benefit to you personally, you should educate yourself about stock options. This memo is meant to be an overview and summary. 

What Is a Stock Option? How Do Options Work?

A stock option gives an employee the right to buy a certain number of shares in a company at a fixed price for a certain number of years. The price at which the option is provided is called the “grant” or “strike” price and is usually the market price at the time the options are granted (usually the first day of employment). 

Employees who have been granted stock options hope that the share price will go up and that they will be able to make substantial gains by exercising (purchasing) the stock at the grant price and then selling the stock at the (hopefully) higher current market price. The difference between the grant price and the current market price is called the “spread.” 

A stock option “vests” when the employee earns the right to exercise the option. Typically, an employee's options begin vesting one year after employment begins and continue vesting until three or four years after employment begins. This gradual vesting is called a “vesting schedule.” When the vesting schedule is complete, the options are said to be fully vested.

The Two Principal Types of Options

There are two principal kinds of stock option programs, each with unique rules and tax consequences: incentive stock options (ISOs) and nonqualified stock options (NSOs).

Incentive Stock Options (ISOs) 

These are also known as “qualified” stock options because they qualify to receive special tax treatment. IMPORTANT: With ISOs, no income tax is due at grant or exercise—rather, the tax is deferred until you sell the stock. This is a valuable benefit to employees. The Company offers ISOs to eligible employees. 

Upon sale, the entire option gain (the initial spread at exercise plus any subsequent appreciation) is taxed at long-term capital gains rates, provided you sell at least two years after the option is granted and at least one year after you exercise. The current long-term capital gains rate is 20% (a much lower rate than the 28% to 39% bracket for ordinary income—a huge tax savings). If you don't meet the one- and two-year holding period requirements, the sale is a “disqualifying disposition” and you are taxed as if you had held NSOs (see below). 

A warning applies here: the spread at exercise is considered a preference item for purposes of calculating the alternative minimum tax (AMT), increasing taxable income for AMT purposes. The AMT is hopelessly complicated and Congress is actually considering making changes to the law. You need not worry about the AMT until exercise. Also, a disqualifying disposition can help you avoid this tax.

Nonqualified Stock Options (NSOs)

The taxation of NSOs is not as beneficial for employees as ISOs. You are required to pay ordinary income tax on the difference (“spread”) between the grant price and the stock's market value when you purchase (“exercise”) the shares. Companies get to deduct this spread as a compensation expense. 

After that, any subsequent appreciation in the stock is taxed at capital gains rates when you sell. Keep the stock for more than a year and you'll have a long-term capital gain, taxed at a top rate of 20%; hold it for one year or less and your gain is short-term, taxed at higher, ordinary income tax rates. Nonqualified options can be granted at a discount to what is then the stock's market value. They also are “transferable” to children and charity, provided your company permits it. 

How to Exercise Stock Options

There are three basic ways to exercise stock options: cash, stock swap, and “cashless exercise.” 

Cash: This is the most straightforward way. You give your employer money and get stock certificates in return. But what happens, when it’s time to exercise the option, if you don’t have enough cash to buy the option shares and pay any resulting tax? 

Stock swap: Some employers let you exercise stock options by trading company stock you own already. If, for example, your company stock sells for $20 a share and you have an ISO to buy 1,000 additional shares at $10, you can either paying $10,000 in cash or exchange 500 shares you already own for the 1,000 new shares. (This strategy has the extra benefit of limiting your holdings of company stock.) If the stock you’re swapping is ISO shares, you must have held them for the required one- and two-year holding periods; otherwise, the exchange is treated as a sale and you incur tax. 

Cashless exercise: To exercise a stock option this way, you borrow the money you need from a stockbroker and simultaneously sell at least enough shares to cover your costs, including taxes and commissions. You receive any balance in cash or stock. 

There is an important restriction on your ability to sell shares under any of the plans: the shares that you are granted are not registered with the Securities and Exchange Commission and so they’re “restricted” from resale. Restricted shares must be held for one year before they can be sold. 

When to Exercise Stock Options

Conventional thinking is that you should wait until your options are about to expire before you exercise them, to allow the stock to appreciate and maximize your gain. However, many employees can’t wait that long. One study found that the typical employee cashed out of his or her options within six months of becoming eligible to do so—and thus sacrificed an estimated $1 in future value for every $2 realized.

