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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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Inpuit:
Model
Type of Option
Function
Underlying Price
Exercize Price
Time to Expiration
Yolatility
Interest Rate
¥ield Rate

Output:
OptionsBS

OPTIONS XL Black-Scholes

Mod. B-5 Euro

1
1
1
100
B35
365
30.00%
5.00%
0.00%
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Figure 2 — Value of “in the money” option with 50% volatility
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OPTIONS XL Black-Scholes

Inpurt: od. B-5 Euro
Moclel . 1
Type of Option 1
Funiction 1
Linderlying Price 100
Exercise Price 55
Time to Expiration 365
S olatility . 50.00%
Interest Rate 5.00%
Yield Rate 0.00%
OptionsBS

You can see there is almost a $3.00 price differential by changing volatility on this “in the

money” option.

Let’s take a look at those “worthless,” “out of the money” or “underwater” options.

Again, holding everything constant except volatility, observe the following:

Figure 3 — Value of “underwater” option with 30% volatility

OPTIONS XL Black-Scholes
Input: Mod. B-S Euro
mociel 1
Tywpe of Option 1
Function 1
Underlying Price 50
Exercise Price St
Time to Expiration 365
“olatilitsy 30.00%%
Interest Rate 5.00%
“ield Rate 0.00%
Output: e
OptionsBS ¢ 63844

Figure 4 — Value of “underwater” option with 50% volatility

#2720816 (999999.102)




OPTIONS XL Black-Scholes

Input: Mocl. B-S Euro
hdoclel 1
Type of Option 1
Function |
Underlying Price (=18
Exercise Price G5
Time to Expiration 365
“olatility S50.00%
Interest Rate 5.00%
Yield Rate 0.00%%

Curtpourt: SR
Option=BS O B o B

The reader can see that this ostensibly worthless option not only has value, but, if it’s a more

volatile stock, there could be almost a $5.00 per share difference!

Real people often earmark options for exercise to pay for children’s education or other
large ticket items. Others have their own investment agendas. Thus we might find that in any
given company there is an average holding period before exercise, often less than ten years when
all employees are considered. When valuing specific options in a divorce matter, the practitioner
should look at the exercise history of the spouse(s). Does he/she hold until the last minute or
have a pattern of, say, exercising every few years? Are there any plans to earmark the funds for

education expenditures?

Needless to say, today there are software programs available for purchase which
calculate these values.” It is important to remember, however, that the input of data requires a
great degree of subjective judgment and is not as black and white as an Excel spreadsheet might
imply.

Experts may have legitimate reasons to disagree on any one of the variables. Finally,

Black-Scholes, while the best known and most frequently used formula, is not the last word and
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has many known shortcomings when used for employee options. Other models such as the Cox-
Ross-Rubenstein binomial model and binomial lattice models8 have emerged to challenge Black-

Scholes and have been gaining recognition and acceptance.

Where does this leave the practitioner? The risk of valuing options and calculating other
asset offsets means that one spouse will more than likely benefit from an increase or decrease in
value at actual exercise. Remember, the value calculated using mathematical formulas is based
on a probability and rarely, if ever, does it predict value with great certainty. Indeed, it will be
wrong 1/3 of the time, and below or above the predicted high 2/3 of the time.® An angry husband
or wife may come knocking on your door about the windfall the other person had, or the spouse
now holding “underwater” options will lament about what was given up as an offset at settlement

for now worthless.

Figure 5 below shows graphically the normal distribution of expected stock prices
assuming 30% volatility, a one year horizon, and several other assumptions. Two-thirds of the
time, with a one year horizon, the price of a $100 stock today is predicted to be between $55 and

$182.
The following graphic does not go far in assuaging the feelings of an angry ex-spouse:

Figure 5 - Stock Forecasts are Probability Curves:
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Annualized  Period

10
5.500% 5. 0z Current Asset Price
Standard Deviation 30 B % Investment Horizon
No Dividend

Trial and expert testimony is much more complex than a typical business or real estate valuation
controversy. Imagine examining a witness on the formulas presented above. Who amongst us is
even qualified to be the expert or trial attorney dealing with such complex financial theory? How
about the sitting judge with a busy calendar who is asked to make a call? Dueling experts are bad
enough. Dueling Ph.D.’s in financial theory and statistics can make for a very bad day with little

or no clarity added in the end.

Risk is allocated equally between the spouses if the options are placed in trust. Both
parties rise or fall with the same tide. Language should be used which clearly reflects when the
options are exercised. Is it a unilateral decision by the holder? Do both parties need to agree on
exercise? How do you break a deadlock? Are they exercised at a specific date certain? Careful

wording of the trust, as discussed below, will insure equity between the parties and perhaps keep
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the peace between practitioners and clients when things don’t turn out like the models say they

should.

A final practice tip - soon to be ex-spouses need to understand, preferably in writing,
from the attorney or expert, that placing options in a constructive trust is no guarantee of value.
As we explained above, the litigants may indeed hit a home run, but can also very well strike

out.10
Part 2
The Deferred Distribution Method is the most commonly implemented method for

distributing options and restricted stock in divorce settlements. Moreover, this method was

utilized in one of the earliest New Jersey cases dealing with stock options incident to divorce.

See Callahan v. Callahan,t 142 N.J. Super. 325, 328 (Ch. Div. 1976). The Callahan court ruled
that options acquired during a marriage were subject to equitable distribution even though (1) the
options were potentially terminable; (2) the husband had to make an expenditure to exercise the
options; and (3) the options were subject to various SEC regulations.1? See id. at 327-29. In so
holding, the court impressed a constructive trust on the husband, in favor of the wife, for a
portion of the options. See id. at 329. The court reasoned that imposition of a constructive trust
would result in the most equitable outcome to the parties without creating undue financial and
business liabilities. See id. It should be noted that all of the options were granted during the
course of the marriage. Seeid. at 327. Although not specifically stated, however, it appears that
some or all of the options were not fully vested because they were subject to divestiture under
certain circumstances. See id. at 330. This may be why the wife was awarded only 25% of the

options at their maturation.
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Many provisions must be considered when devising “trust” like language to be included
in a MSA. Examples of some of these clauses follow. Other provisions may be needed
depending upon the exact nature and content of the Stock Option or Restricted Stock Plan
involved. What follows is sample language based on a particular fact pattern.

CALLAHAN TRUST CLAUSES

The parties acknowledge that the Husband has received various awards of stock
options, restricted stock and portfolio grants through his employment with ABC
Corp. The following is a summary of the outstanding stock options, restricted
stock and portfolio grants awarded to Husband as of July 2001, which are subject
to Equitable Distribution:

Date Number
of of Options Option Vesting Expiration
Grant Type Awarded Price Date Date

Vested Options

1 2/24/97 NQSO 1,167 22.15 2/24/98 2/23/07
2 2/24/97 NQSO 1,167 22.15 2/24/99 2/23/07
3 2/24/97 NQSO 1,167 22.15 2/24/00 2/23/07
4 2/23/98 NQSO 2,534 29.30 2/23/99 2/22/08
5 2/23/98 NQSO 2,534 29.30 2/23/00 2/22/08
6 2/23/98 NQSO 2,534 29.30 2/23/01 2/22/08
7 2/22/99 NQSO 4,000 35.29 2/23/01 2/21/09
Total Vested Options 15,103

Nonvested Options

1 2/23/98 SRNQSO 9,900 29.30 2/23/02 2/22/08

2 2/23/98 SRNQSO 9,900 29.30 2/23/03 2/22/08

3 2/25/98 SRNQSO 9,900 29.30 2/23/04 2/22/08

4 2/23/99 NQSO 4,000 35.29 2/23/02 2/21/09

5 2/24/99 NQSO 4,000 35.29 2/23/03 2/21/09

6 2/28/00 NQSO 4,450 43.67 2/28/02 2/27/10

7 2/28/00 NQSO 4,450 43.67 2/28/03 2/27/10

8 2/28/00 NQSO 4,450 43.67 2/28/04 2/27/10

9 2/26/01 NQSO 4,667 44 .47 2/26/03 2/26/11

10 2/26/01 NQSO 4,667 44.47 2/26/04 2/26/11

11 2/26/01 NQSO 4,667 44.47 2/26/05 2/26/11
Total Nonvested Options 65,050
Total 80,153
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The above chart delineates each option grant based on the respective vesting
dates. The above chart does not include the 13,825 stock options awarded to the
Husband in February 2002. Since the awards received by the Husband in a
certain year are for work performed both in the preceding years and work to be
performed in all subsequent years up until the applicable vesting periods, the
Complaint for Divorce in this matter was filed on May 23, 2001, it is hereby
agreed that 17.5% of the 13,825 options awarded in January 2002 shall also be
included in the group of unvested options to be distributed incident to this
Agreement. This would add 2,419 stock options from the February 2002 award
to the pool of unvested stock options which the Wife shall receive.

Husband also received restricted stock awards (RSA) as a result of his
employment with ABC Corp. A summary of his outstanding RSA’s as of July 10,
2001 (none were awarded in 2002) is as follows:

Number
of
Date Restricted
of Shares Vesting
Grant Type Awarded Date
Restricted Shares
1 2/28/00/RSA 2,000 2/28/04
2 2/28/00|RSA 2,000 2/28/05
3 2/28/00|RSA 2,000 2/28/06
Total Restricted Shares 6,000
| E

The RSA’s held by Husband begin to vest in 2004 and are not fully vested until
2006. At the time of each vesting date, the then fair market value of the shares
will be taxed to Husband as ordinary income. At that time, the Wife shall be
entitled to receive 25% of the vested RSA’s upon tendering to the Husband the
total tax due on her share of the then vesting RSA’s at the agreed upon rate of
44%. Thereafter, the Husband shall transfer title to the Wife’s share of the RSA’s
within ten (10) days of his receipt of same.

Additionally, as part of his income, and as part an employment retention device,
the Husband received Portfolio Grants.

A target incentive is awarded annually. The Husband represents that the value of
the ultimate award increases or decreases based on the Husband’s performance
over a three or four year period. In addition, the ultimate payout is strictly
conditioned upon ABC Corp.’s financial performance and total shareholder return
as compared to the Standard and Poor’s 500 Index over a three or four year
performance period, depending on the year of grant. The target incentive listed
below is the initial value of the award at the time of grant.
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