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Introduction

This article examines the legal and financial theories behind the use of constructive trusts
in the body of a Matrimonial Settlement Agreement (“MSA”) for purposes of effectuating
equitable distribution of stock options in divorce. Part 1 introduces the more common financial
options the matrimonial practitioner will encounter. We will briefly describe these options and
touch on the complex valuation issues associated with them (the taxation of options is outside the
scope of this article). Part 2 contains a practical discussion of how to implement and structure
the equitable distribution of options with the use of a constructive trust within the Matrimonial

Settlement Agreement.
Part 1

Options are financial derivatives, i.e., they derive their value from other assets, in our
case the price of the stock to which the option is related. The stock options matrimonial

practitioners will commonly see are as follows!:

Incentive Stock Options (ISOs)

m Granted to employees only.
m Cannot exceed 10 years from grant to expiration.
B Generally taxed on date of exercise for AMT purposes.

Nongualified Stock Options (NQSOs)

B May be granted to non-employees.
®m Generally causes ordinary compensation income when exercised.
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m Subject to all withholdings.

When dividing stock options in a divorce, the practitioner faces three choices:
value the options and determine the equivalent offsets when distributing the remaining marital
property; transfer actual ownership of the options (rarely available); or use a Callahan Trust as
discussed in Part 2.

Until 2002 when the IRS issued Revenue Ruling 2002-22, ISOs and NQSOs
could not be divided between spouses (assuming a company plan would allow it) without
triggering tax under the assignment of income doctrine. Revenue Ruling 2002-22 followed by
Revenue Ruling 2004-60 (clarifying the withholding obligations of employers) has made this
possible. Revenue Ruling 2002-22 exempts the transfer of options pursuant to a divorce decree
from the assignment of income doctrine. Revenue Ruling 2004-60 clarified the withholding and
other requirements for employers and employees.

As a practical matter, however, we have not yet seen any publicly held company
change its stock option plan to accommodate the change in tax treatment; thus valuation/offset or
using a trust are still often the only available solutions.

Why are we so concerned? After all, if an option can be exercised at say $25 and
the stock is trading for $100 isn’t there an intrinsic value of $757 Or, if the stock is trading below
$25 the option is “underwater” or worthless and we don’t need to worry about it? Not so, says
financial theory.

The value of options is influenced by a variety of factors including, but not
limited to: time to expiration (“expiry”), dividend payout, risk free rate of return based on zero
coupon U.S. Treasuries of the same duration as the option, and perhaps the most important
factor, the volatility? of the security.

Today most everyone has heard of the Black-Scholes (“B-S”) formula to value
options. It was developed in the 1970’s and led to a Nobel Prize.3 Over the years it has been
tweaked, changed, and otherwise modified to account for how American options are traded
versus the European options used in the original model.4

For those with a masochistic bent, the formulaS is as follows;
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C = SN(d)) - Xe""™N(d)

Where:
d; = In(S/X) + (r + 6*12)T

o\T
d; = m(S/X) + (r - *2)T = d; - VT

VT
Where:

S = Stock Price;X = Strike Price; r = Risk-free interest rate; 7 = Time to expiry in years; ¢ =
Volatility of stock price; and N(x) = Cumulative normal distribution function.

Modern option theory tells us that even an “underwater”s option may have value. In fact,
the longer the time to expiry and the greater the volatility of the stock, all other factors held
constant, the greater the value of any option whether “under water” or “in the money.”
Accordingly, in theory at least, an option should be held to expiry, although most employees

engage in “suboptimal exercise behavior,” i.e., exercising before expiry.

Let’s look at the effect of volatility on the price of an option using two examples holding

all the facts the same except the volatility:

Figure 1 — Value of “in the money” option with 30% volatility
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