PROPERTY INTERESTS IN STOCK OPTION PLANS

AND RESTRICTED STOCK PLANS
Texas Family Code Section 3.007

Effective for Suits for dissolution pending on or filed on or after September 1, 2005.

Definitions:

Stock options – 

An employee stock option is a contract right which grants the employee (purchaser) the right to buy or sell stock at a specific price during a specific period of time.

The stock options derive their value from the underlying stock.

Most options are nontransferable and nonassignable and can only be utilized by the participating employee spouse.
The stock option usually requires the employee to continue her employment with the issuing company in order for the employee to take advantage of the option at the designated exercise date.

The option usually has no value at the time it is granted.

Theoretically, the option will accrue value between date of its grant and the date the employee exercises the option.

An employee may be issues “vested” stock options (the employee holds the option without restriction and may exercise the option at anytime and is not forfeited if the employee leaves her employment) or “unvested” stock options (one that is conditional or has strings attached)

Vested options are generally not considered to have been granted for future service with the company. Unvested options are arguably for future services and not divisible upon divorce.
Employee stock options are often referred to as “qualified” or nonqualified” which is important for taxation purposes.

Call Option – 

A call option is one that gives the employee the right to buy or “call” for the stock at a certain price and at a time specified by the employer.

A majority of stock options in major corporations are of a call option nature.

Put Option –

The holder of a put option has the right to “put” or sell the stock to another at the particular price and time.
Put options are most common in open market option trading.

Strike Price – 

The strike price is the price at which the stock can be purchased controlled by the terms of the stock option agreement.
Restricted Stock Plans
Restricted stock plans give the participating employee actual shares of stock of the employer company stock at the time of the grant.

The employee receives all the benefits of ownership of the stock but the restricted stock grants require continued employment with the employer company.

The value of the stock grant less the amount the employee must pay to purchase them is deemed ordinary income and the employee has the ability to defer paying the tax until the time of vesting of the stock.

Shares of restricted stock have restrictions that are imposed upon them by the employer’s compensation committee.

An example of such a restriction would be an imposed vesting schedule or termination requirements.

Restricted stock benefits may also take the form of performanced based stock.
In other words, the issuance of the restricted stock is contingent on reaching a certain goal by the employee or pre established performance guidelines.
Characterization of Stock Options
Texas Family Code Section 3.007 D) – F). 
Stock option plans and restricted stock plans are now characterized according to the specific formula as set forth in TFC § 3.007 d) 1-2, e) and f).

The separate property interest in such plans depend on three dates 1) The date the stock option was granted; 2) The date of the marriage and 3) the date the stock or option can be sold or exercised.

The separate property interest can be calculated by the fraction equal to the number of days between the date the stock or option was granted and the date of the marriage over the number of days between the date the stock or option was granted and the date the stock or option can be sold or exercised.

Options or Restricted Stock Granted before Marriage
An employee’s separate property interest in that option or restricted stock granted before marriage will be determined based on the following formula: Employees separate property share is equal to;
Time between date of grant of the option and date of marriage
Time between date of grant and date of exercise of option or date restriction is removed

Option or Restricted Stock Granted During Marriage
The employee’s separate property interest in the option or restricted stock will be determined by using the following formula: Separate Property share is equal to; 
Time between date of divorce through date of exercise or date restriction is removed


Time between date of grant through date of exercise of option or date that the restriction is removed.
Valuation of Stock Options
There are four (4) general methodologies by which values can be assigned to stock options.

Intrinsic Value – 

This accounting tool, simply stated, determines the intrinsic value of a stock option by subtracting the options exercise price from the stock market’s price.

This method does not take into account such factors such as the tax consequences of exercising the option or the contingencies such as continued employment.

Discount to Present Value
In the “discount to present value” method the intrinsic value of the option is determined, then various discounts such as tax consequences or lack of marketability are applied to the intrinsic value in order to obtain the present value.

Black-Scholes
This method of valuation is complex and involves the interrelation between the fair market value of the stock to be purchased and five other factors. 

This method would require expert computation.

Incorporated in this method is the exercise or strike price, current stock price, dividend yield, time to expiration, the current risk free market rate of return and future volatility of the stock.

The Black Scholes method attempts to predict future price volatility based on the stock’s past performance over a specific period of time.

Market Value
This method of valuation bases the value of the stock option on their worth in a secondary market.

Such options know as warrants are publically traded and have a price different from the value of the underlying stock.

Division of Stock Options at Divorce
Stock options may be divided by the parties or by the Court by various methods.

In Kind Division – 

The benefit of an “in kind” division of stock options between the participating and nonparticipating spouse is that it side steps the complexity of evaluating the option and making an offset award of other marital assets.

Offset – 

A division of this type might include the award of all the options of whatever nature to one spouse and award the other spouse a cash offset or offset of other marital property.

If, As and When
Although this method of division requires the divorced parties to maintain some contact after divorce, this method of division uses the applicable apportionment formula applied to the stock if, as and when it is available for purchase.

The nonemployee ex spouse would be required to advance the funds for his share of stock to the employee ex spouse for purchase as a constructive trustee.

The failure to advance the purchase price could result in the forfeiture of his share of the option.
