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Understanding Employee Stock Option Plans
In the "dot com" boom years of the 1990s and early 2000s, many companies made liberal use of employee
stock option plans (ESOPs) to both reward and retain valued staff, from executives to temporary
administrative help. While the current economic climate has produced fewer "company stock millionaires"
these days, stock option programs continue to be popular with public and private companies. And employees
certainly can benefit from them, if they take some time to learn the basics.

What Is a Stock Option?
If you've been granted stock options, you've been given the right to purchase shares of your company's stock
at a certain price under certain conditions set by company management.
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If you have immediate options, you can purchase your alloted shares at any time.
If your options are vested, you can only purchase a set number of shares after you've worked at the
company a certain period of time.
If your options are performance based, they will vest once certain goals are met.
The two most common types of ESOPs are incentive stock option (ISO) and nonqualified stock option
(NSO) plans. Usually, key executives are granted ISOs, while less senior employees are given NSOs. The
chief difference between the two is tax treatment.
An ISO can be taxed under long-term capital gains, assuming the employee holds the stock for at
least two years from the option grant date and one year from the exercise date. They are also taxed
only when the stock is sold, making them tax-deferred plans. Note that ISOs can trigger the
alternative minimum tax (AMT).
NSOs are taxed as both income and capital gains -- and the tax is owed once the options are
exercised. This is an important consideration to anyone who is thinking of exercising options. If you
don't have enough cash on hand to cover the tax bill, you may need to sell shares you've just
purchased to cover the costs.

Exercising Options
Most stock options have an exercise period of 10 years; that is, you have 10 years from the time you receive
the options to actually purchase the stock. You are not obligated to buy any shares, particularly if your
company's stock price is trading below your set exercise price. If you don't make a purchase during the
exercise period, your options will expire worthless.
Companies have the flexibility to exchange option grants if its stock has been negatively affected by market
activity. For example, if your stock options are priced at $25 a share and your company stock has been
trading at only $20 a share for a prolonged period, the company may exchange your $25 strike price options
for a new set that gives you a lower strike price.
If you are participating in an ESOP, be sure to consult with a financial and/or tax professional who can help
you decide when to exercise your shares and how to deal with the tax consequences.
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The opinions voiced in this material are for general information only and are not intended to provide specific advice or
recommendations for any individual. To determine which investment(s) may be appropriate for you, consult your
financial advisor prior to investing. All performance referenced is historical and is no guarantee of future results. All

indices are unmanaged and cannot be invested into directly.
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