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                                            Re Apportioning Marital Interests of Executive Stock Options:

                                                Has Reason Melted into Madness?

Dear Family Law Attorney:


I would like to dedicate this newsletter to an unnamed attorney.  Although we disagree in some respects on the content, I could not have produced the quality of the foregoing newsletter without his help.  He is a prominent Florida attorney who is listed as one of the best attorneys in America.  He is brilliant and in my opinion among the top five in family law in the State of Florida.  I know him well for over a decade and he is a personal friend.  I would give him the personal credit he deserves but do not do it because I know that he does not want it.  So he shall remain unnamed with my personal thanks.

There is no value more elusive than the value we assign to a stock option.  Few states can even agree on a single method for apportioning marital and non-marital interests. See, Lynn Curtis, Valuation of Stock Options in Dividing Marital Property upon Dissolution, 15 AAML J. 411 (!998).  Valuing them is every bit as complex as valuing defined benefit pensions.  In fact, it is far more complicated.  There are so many issues that determine its value.  Fisher Black and Myron Scholes developed a method, and it later was modified by formulas with Robert Merton of Harvard University for valuing stock options.  Scholes and Merton were recently awarded the Nobel Prize for their efforts.  Some of these options can be traded in the open market.  Others are given to key employees as an integral part of their pay.  It is these options that this newsletter examines.  

What Options Are


Like other retirement benefits, options represent a form of pay.  Why then are they not paid as salary?  The reason is simple.  Stock options are paid as a flexible bonus.  The amount of the bonus is determined by the amount of improvement in the value of the company stock, thereby providing the executive an incentive to contribute to company growth and stay in the employ to help do that.  In that respect they are similar to defined benefit plans that reward the employee for service.  They are different from them to the extent that the term of employment linked to the increasing reward is limited to the term of the contract.  The term of the contract can be compared with one unit of accrual in the defined benefit plan.

Golden Handcuffs


The term most often used to describe stock options are Golden Handcuffs.  These describe circumstances where the employee cannot afford to leave the employer.  In that regard it should be said that as plans go the defined benefit plan does more to create incentive to remain with the employer because almost all of the benefit will be paid in the final years before retirement.  Why then have golden handcuffs been used so often to describe these benefits?  There are two reasons:  (1) The amount of extra compensation paid during the contract period is considerable and often represents a major portion of the entire compensation paid.  (2) The value of the exercisable option generally improves with time and the executive has some control over its future value.

What Options Are Not


Executive stock options are not part of any qualified plan.  They are not assignable.  There is no plan document giving a defined employee group rights to these benefits.   Rights are determined by the individual contract awarding them.  They are also limited by the contract   As these benefits are not qualified, they are funded on the pay-as-you-go basis.  When the employee’s right to exercise the option both vests and he/she exercises that right, the employer pays the benefit.  This allows the employer to deduct the cost as a necessary business expense in the year paid without a qualified trust instrument serving as a funding vehicle.  As there is no trust corpus governing entitlement, the employee’s ability to receive the benefit strictly depends on the contract and the employer’s solvency at the time that the benefit falls due.  


There are essentially two rulings in Florida that determine how to divide these benefits and I strenuously disagree with both of them.  The reasons that I disagree is the basis for the newsletter. There is very little logic to any of the sister court rulings either.  No doubt, the low standard that this industry has adopted for its experts is largely responsible for its lack of vision in dividing executive stock options.  


In Jensen v. Jensen, 824 So.2d 315 (Fla. 1st DCA 2002), the Court determined that the employer stated intention for the granting of the stock options was on account of past service and the fact that they were unvested was not relevant to a determination of whether they constitute marital property because unvested retirement benefits are marital property.  The Court found that stock options were a form of deferred compensation covered under 61.075(5)(a)(4).


In Ruberg v. Ruberg, 858 So.2d 1147 (Fla. 2nd DCA 2003), the Court found that the facts were distinguishable from Jensen in that the employer stated intention in awarding the stock was to provide incentive compensation for future years.  At the conclusion of the newsletter, the reader will be able to determine that by applying this newsletter’s proposed methodology to the Ruberg facts leads to the same Ruberg conclusion and the conclusion reached in this newsletter  is not based on the employer stated purpose for awarding the option.  The proposed methodology is provided to deal with apportioning stock options for the vast majority of fact-based possibilities. 


There are essentially two problems with apportioning executive stock options between its marital and non-marital components.  First, when is the benefit earned?  Second, does vesting work for Executive Stock Options in the same way that it does with other retirement benefits or is there a component in each award that works to provide future compensation for future work effort regardless of the employer stated intention?  Some employees argue that it does but they cannot point to a single tangible reason apart from the pay is not granted unless the employee works the future years.

Contrary to the underlying assumption, Executive Stock Options do not work like other deferred vested benefits.  There is no employee booklet describing the way the benefits work.  There is no written plan that shows what is earned of the benefit and when it is earned.  There is also no SPD or written plan that shows the affect of vesting.  For this reason, there is certainly some similarity between employer welfare benefits and these options and some have jumped early to conclude that some welfare benefits represent marital property. See Horbatt & Grosman, Division of Retiree Health Benefits on Divorce: The New Equitable Distribution Frontier,  28 Fam. L. Q. 4 (1994) I was far less quick to respond to this issue and I thought long and hard about it before I wrote my article with Michael Walsh, entitled Post Retirement Medical Benefits: A Not-So-Certain Property Right. 15 AAML J. 2 (1998) Michael and I disagreed with the earlier conclusion showing that employees had no contractual right to these benefits and an employer was generally free to terminate the perks even for retirees receiving them.     

The principal reason why early rulings on the subject of unvested retirement benefits concluded that is was marital property is because the way vesting works showed that it had nothing to do with post-marital active efforts.  This is because they automatically vest upon disability or death.  Thus, if the employee satisfied either contingency concurrent with the cutoff date, the full benefit vests on that date showing that future work effort was tangential to future receipt of these benefits.  Besides, retirement benefits more clearly define earnings which are then distinguishable from option benefits which do not.

Why We Cannot Simplify the Determination with Employer Intent 

A new corporate morality emerged with the “Reagan Corporate Buyout Years”. Tax incentives were created for corporate acquisitions. This led to many mergers and acquisitions. In addition, profiteers looked to acquire companies with pension rich assets.  They would buy these companies with the intent to terminate their defined benefit plans and recapture hundreds of millions of dollars not needed to fund current benefits.  This surplus was created under 26 USC 412.  It requires minimum funding standards that accumulate funds for future benefits so as to provide the employee security that future funding will not become unmanageable.  The write offs received in the acquisition would cancel the income generated from terminating the plans, making the excess funds tax free.  Employees lost millions in future benefits that their prior employer funded.  These corporations received tax write offs for the acquisition at the same time that they robbed the employees of funds earmarked for their future security.  The abuse was so widespread that Congress was forced to deal with it.  Eventually, it imposed a 50% excise tax on any reversion (not applied to a replacement plan) when the traditional pension plan was terminated.  The same parent company often viewed the executives of the acquired company unfavorably because they were not responsible for its success and were the leftover remnants of the old corporate structure.  As such, it would often fire these employees and refuse to honor buyout clauses and other non-qualified benefits.  This problem was generally responsible for the creation and widespread use of parachute benefit clauses that become payable when corporate ownership changes.  It is necessary to understand this problem before attempting to divide the benefits between marital and non-marital components.


In fact, the 90s saw the birth of the Cash Balance Plan.  It is a new defined benefit plan concept designed to deal with the changed employee demographics that show employees only remain with a single company for an average of seven years. The cash balance plan provides an incentive for the employee to stay with his or her employer, reduce the penalties of the traditional plan for terminating employment before age 65, and makes the benefit portable should the employee decide to change employers.  It should be noted that this author is not aware of a single cash balance plan installed as a first defined benefit plan of the employer sponsor.  This is a crucial point because when it is a replacement to the traditional plan it works entirely different than its stated employer purpose.  Amending the traditional plan into a cash balance plan actually paves a way to drastically reduce employer cost at the expense of the older long service employees. See Arcady & Mellors, Cash Balance Conversions, J. Accountancy (Feb., 2000).   In other words, its stated purpose is completely at odds with the way it works.  The real way it works, as opposed to its stated purpose, will help explain current news reports why some companies facing real contribution costs with the plan in its seventh and subsequent years are discussing terminating the plan altogether.


Employers deceiving employees is hardly limited to all the companies that amend their traditional defined benefit plans into cash balance formulas.  And they are many.  The stated purpose for local government sponsoring the Deferred Retirement Option Program “DROP” is to provide additional incentives for older employees to retire early.  But this stated incentive does not encourage retirement because the employee has to be eligible for retirement to enter the program.  Instead, this was first aimed at discouraging teachers from retiring by providing them additional compensation not to retire.  By doing this, they provide them a substantial pay increase without voter approval. At best, DROP works differently than its stated purpose.  At worst, its purpose was intentionally misrepresented to voters to avoid getting their approval.   No reasonable person would believe any written stated purpose of ENRON in evaluating how to divide benefits.  When Halliburton sold off certain divisions, those employees had their future benefits destroyed because of a loophole that still exists for divisions sold off that are not available if the company just closed its doors and went out of business.  Corporate minutes of all companies will always reflect that the elimination of a retirement or welfare benefit is in the best interest of its employees.  The same will be said when the directors vote to reduce future plan accruals.  No one involved in these activities takes literally what is written into these minutes.  My point is simple.  Why does Florida case law look at employer stated intent for deciding how to apportion these benefits when employers often do not fully understand their benefit programs and seldom tell the truth about them anyway?


ERISA specifically exempts welfare benefits from vesting and allows employers an ability to terminate them and any promise flowing therefrom if the plan is written and it preserves such rights.  In re White Farms Equip. Co., 788 F.2d 1186 (6th Cir. 1986).  The sole fact that the employer preserves this right does not operate to prevent vesting if continuation of these benefits served as an inducement for employees to retire early. Senn v. United Dominion Industries, 951 F.2d 806 (7th Cir. 1992); and Alpha Portland Industries, Inc., 836 F.2d 1512, 1516 (8th Cir. 1988).    ERISA also prevents discrimination for retirement benefit accruals on the basis of age. ERISA § 204(b)(1)(G) and (H)  Retirement plans seeking qualification status must contain language that prevents this.  This only means that the employer intends this retirement plan be qualified.  Just because the written plan prevents discrimination does not mean that it will operate to prevent this, or that it will operate as a qualified plan. Patterson v. Schumate, 504 US 753 (1992).  The federal courts have historically had little difficulty determining how a benefit works and the Florida State Court should be able to do the same.


Just as the en banc court of the Fifth DCA determined that appreciation of stock in a closely held business could be separated between its passive and active components by doing a detailed analysis of the appreciation, the way executive stock options work could be determined with the same kind of detailed analysis.  Anson v. Anson, 772 So.2d 52 (Fla. 5th DCA 2000)  Whether it is made in consideration of past services or awarded for future service, any option which is immediately exercisable is functionally compensation for past service because the employee could quit after immediately exercising the option.  The remaining benefits can be analyzed in order to see the way they work and when the award is really made how vesting actually works and whether there is a future component that is actively improved and what it is.  

High level executives would not retain their jobs if the prior service was not meritorious.  Hence, when made under these circumstances, the award of the contract is made in consideration of past services.  As the award involves the future ability to buy company stock at a favorable price, it works like any ESOP by giving the employee ownership in the company and an incentive to improve its stock value.  The actual award is determined, at least partly, by the date the contract is executed.  An option to buy involves a strike price and it is usually set low.  For vested shares: The difference between the strike price and market price determined on the cutoff date is generally marital property regardless whether the share is exercised on that date.  This amount can then increase by market conditions and its adjusted value represents marital property on the date it is exercised.  The marital property value is improved by a percentage equal to the average stock price increase of the S&P 500.  Any value above that amount is due to collective efforts of the worker-shareholders and is actively earned after the cutoff date.

But what about the unvested shares of employer stock options?  For this we need to look at the employee’s employment contract which is always entered into when there is an award of executive stock options.  It is different from the separate contract periodically awarding future benefits.  It will delineate what happens with these options on disability and death.  When it provides immediate vesting of benefits but with a much shorter period for exercising the option, then the marital property value cannot exceed the maximum value reached during the exercise period.  For example, if the strike price of the stock is $1 per share and the exercise period collapses from ten years to one year, then the one year price works like a real vesting issue and is marital property.  All increases that occur after this shorter election period are non-marital property.  Remember, his work effort is what actually vests the benefit and the way vesting works actually determines whether it is true vesting under the context of 61.075(5)(a)(4) or whether part of the work effort involves active effort.   In the current example, he could have vested with a one year exercise period with no effort, by becoming disabled, thereby making this portion of the unvested benefit tangentially earned with the balance involving active effort.  When one divides the future benefit, the marital portion is determined with a fraction, the numerator is the difference between the strike price and the highest price achieved in the one year following the cutoff date, the denominator is the difference using the value of the stock on the date of its acquisition.

Suppose the options did not vest on the previously cited two decrements.  As these options involve employer stock, the high level executive both has the incentive and is in a position to improve its future value, the actively improved value is still due to future efforts but then the amount of those future efforts should be prorated with future service in determining how much of the improved value is marital property.  Once the actively improved stock value has been identified, the marital portion of the active increase is determined with amount of service from the date that contract is entered into. 


To show how this works first we take a look at apportioning the percentage of actively increased value with the vested shares.  For example, suppose the strike price is $1 per share.  Suppose on the cutoff date the market value of the stock is $2.  During the contract, the value increases to $3 per share.  If the S&P 500 improved by an average of 10% over the contract period, it works to improve the marital property value to $1.10.  $.90 is the improvement from active effort.  Had the sell price increased to $5 per share over the contact period, $3.90 would be component for active effort.  Contrasting, if the shares were all unvested and the strike price was $1, if it sold for $5, the active increase is still $3.90.  If the contract was entered into one year before the cutoff date and the option exercised three years after the date, one-fourth of the active component is marital property but then only when the employer contract does not vest the right to exercise the option on death or disability.  Any cost to exercise the option is deducted and the resulting profit is discounted by the tax that will be due when the option is exercised, unless of course if its value was limited by a different term of exercising the option discussed above.  In that limited case it is inappropriate to deduct its cost when the option was not exercised and a cost was not incurred at that time.  


When stock options are granted as part of a signing bonus, there is no past service consideration possible so that the vesting only works to apportion future salary increases based upon future retention of employment.  These are the precise facts of the Ruberg ruling explaining why I agree with the Ruberg result.  Care must be exercised to make certain that the stock options do not work to compensate for pay not competitive with the industry.  If correcting underpayment is what the stock option contract does, the pay should be divided so as to make that employee whole for the portion of the contract period worked.  If making the employee whole for the marital period requires two-thirds of the pay from the future stock options, then that is the portion that is marital.  The Florida Supreme Court reasserted in Boyett the position it held in Diffenderfer v. Diffenderfer, 491 So.2d 265, 269 (Fla. 1986) that no recitation of formulae, considered in the abstract, could capture the variety of considerations necessary in order to do equity.  Therefore, one should determine how the benefit works (not the company stated intention for dividing the benefit) and then construct a formula for determining marital property in accordance with the proposed method of analysis.

This proposed valuation method is offered to divide and price the property when the option is exercised.  It is not intended to apply to determine a value of the unvested stock on the cutoff date. Thus, when vesting in no way discounts the apportionment of the property between its marital and non-marital components, the volatility of the future price and the inherent difficulty in valuing it makes it impractical to value the property on the cutoff date.

Jerry Reiss
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