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What is an Option Contract?

Contracts to buy and sell come in all kinds of arrangements. One of the lesser-known var ieties of contracts is known as
an "option contract." In a typical option contract, the seller agrees to keep an offer open for a certain amount of time. A
potential buyer has to give the seller some payment in exchange. In other words, in an option contract, the seller is agree-
ing to keep the "option" open for the buyer.

The Usefulness of Option Contracts

At first glance, option contracts may seem unnecessarily complicated. However, option contracts are extremely useful in
mar kets wherein prices fluctuate quickly. Consider this example:

Suppose you are an investor and you want to buy stock in a clothing manufacturer. You notice that prices for clothing pro-
ducers are low, at $2.00 a share, but you still want to do some research into a particular ly interesting company. So you pay
the company a small amount of money, such as 2 cents per share, in exchange for their promise to sell you the stock at its
current price anytime in the next three months. Two weeks later, as you’re still busy researching the clothing industry, the
company you’re researching gets featured in a popular fashion magazine and its price skyrockets to $50 per share. For tu-
nately, your option contract is still in place, and you can still buy the stock for only $2 per share. Thanks to your clever
planning, you’ve just bought a $50 stock for a total cost of $2.02 per share.

Many employers offer option contracts as part of a benefit package. This is especially true of start-up companies.
Employee option contracts often give the employees the option to buy company stock at a much reduced price. Both the
company and the employee then hope that the company’s stock rises quickly.

For more infor mation on contracts and other arrangements, see FindLaw’s Small Business section.

http://smallbusiness.findlaw.com/business-contracts-forms/contracts-basics.html
http://smallbusiness.findlaw.com
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