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Getting Divorced is Worse
Than Being Divorced

by Michael J. Stanton

former client called to ask for my help in get-

ting her former husband to pay for their son’s

college expenses as provided in their inter-

spousal agreement. I had prepared the agree-
ment on her behalf when I represented her in her
divorce three years earlier. During the conversation,
she complemented me on the excellent representation
I had given her during her divorce case.Then she told
me that, with the benefit of three years hindsight, she
had come to realize that “getting divorced was worse
than being divorced.”

That was about 10 years ago — everything these
days seems to have happened about 10 years ago —
and I have adopted that client’s remark as a mantra for
my clients ever since.At times when the obstacles pre-
sented during the process of getting a divorce seem
insurmountable to my client, I tell him or her that get-
ting divorced is worse than being divorced. My pur-
pose is to give the client hope that there is an end to
this process, and that things will get better.

Our clients come to us to help them divorce their
spouse. Whatever the problem, whatever the failure
in the relationship, they have made the hardest deci-
sion of all, the decision to divorce, to dissolve their
marriage. They believe that life without their spouse
will be better than life with their spouse.

But most of our clients — some much more than oth-
ers — are fearful of the unknown.They fear the loss of
companionship and love, the loss of financial security,
the loss of physical security, and the disintegration of
their family. Divorce is as psychologically traumatic as
the death of someone we love. Perhaps it is unrealistic
to hope that the process of obtaining a divorce will
actually relieve some of that psychological trauma, but
we can and should do everything possible to ensure

that the process does not exacer-
bate that psychological trauma.

Early in my career as a divorce
attorney, I adopted the philosophy
that my professional responsibili-
ties were threefold. First, I must
educate my client regarding his or
her rights, obligations and reason-
able expectations under the law.
Second, I must provide advice and recommendations
regarding issues arising in the context of his or her
divorce case.Third, I must negotiate, advocate and liti-
gate (if necessary) his or her case at the highest pro-
fessional level.

My method of dealing with the emotional roller
coaster experienced by my clients was to recommend
they seek counseling from a psychologist or other
mental health professional. This was the extent of the
emotional support I offered clients. I was fond of
telling them that I was not a psychologist, but a lawyer.
I told them that I was available to help them navigate
the legal waters to obtain for them the best result pos-
sible in their divorce. If they needed counseling to sur-
vive the emotional trauma of the divorce, they needed
to see a psychologist. While it was sound advice to
advise clients to seek the assistance of a psychologist
or other mental health professional to deal with the
emotional trauma of divorce, it was also short sighted,
and an avoidance of an essential aspect of my respon-
sibility as an attorney to clients in divorce matters. Of
course, divorce attorneys who focus only on the emo-
tional needs of their clients cannot be objective, and
cannot perform adequately as attorneys. Similarly,
divorce attorneys who ignore the emotional needs of
clients also perform a disservice to their clients.
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How then do we strike a balance
between the objective needs and
the emotional needs of our divorce
clients? Make your client feel as
though you are including him or her
as your partner in the divorce
process. Take the time to listen to
your client. Return phone calls
promptly. This is the client’s oppor-
tunity to ask you questions and dis-
cuss his or her concerns.When you
meet with the client, always give
him or her the opportunity, perhaps
at the end of the consultation, to ask
any questions he or she may have, or
make comments regarding the case.

Meet with your client well in
advance of settlement conferences,
MESP appearances and trial dates.
Give the client tasks to complete in
preparation for those meetings.
Regardless of how much or how lit-
tle these exchanges with the client
will actually assist you with your
preparation, it will make the client
realize that you care what he or she
thinks, and that you are concerned
about him or her as a person, not
just a file, a case or a fee.

We owe this kind of personal
attention to our clients.This is what
makes the family bar different from

other specialty bars. If we really
strive to take the time to care about
our clients, which doesn’t really con-
sume all that much additional time,
we serve three constituents. First, we
help our clients survive the emo-
tional trauma of divorce. This is a
reward in itself. Second, we enhance
our reputation as a compassionate
person,as well as a skilled family law
practitioner. This has obvious finan-
cial rewards in terms of referrals.
Third, we improve the reputation of
the legal profession in general, as
well as family lawyers in particular.
This is our greatest legacy. B
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Only We Think What We Do
iIs So Important

by Mark Sobel

note with a mixture of chagrin

and surprise that the Supreme

Court of New Jersey declined to

accept the petition for certifica-
tion in the recent appellate deci-
sion of Brown v. Brown.' The sur-
prise comes from the fact that we,
as family law attorneys, have this
egocentric belief that what we do is
not only important, but is also of
vital interest to all who practice
law. Thus, Brown, a case that estab-
lishes a new path for business valu-
ation in a divorce proceeding, seem-
ingly would justify analysis at the
highest level of our judicial system.
A good dose of reality is always
helpful, especially to those of us
who wander in the surreal world of
family law.

The Brown decision, in perti-
nent part, dealt with an evaluation
of a husband’s interest in a florist
business, which he owned with his
brother and parents. Brown delved
into the specific mechanics and
mechanisms for calculating the
value of an individual’s interest,
which was less than 50 percent, in
a closely held corporation subject
to equitable distribution. The
Brown court determined that the
appropriate value of the husband’s
interest is its fair value, which could
be calculated based upon the value
of the husband’s interest without
any reduction of that value for dis-
counts regarding minority interest
or lack of marketability.

Brown is compelling, not only
for its holding, but for its analysis of
the valuation issue. Prior to the pro-
nouncement in Brown, it was the

general belief that the valuation of
an individual’s interest in a business
for purposes of determining equi-
table distribution would be predi-
cated upon the fair market value
(i.e. the amount of a hypothetical
sale between a willing buyer and a
willing seller, each having all rele-
vant facts) subject to various dis-
counts for lack of marketability
and/or a lack of majority control, as
well as others factors such as the
existence of covenants not to com-
pete or restrictive covenants or key-
man allowances.

In Brown, the court moved away
from the fair market value approach
to fair value, which would not
allow for discounts except in the
most extraordinary circumstances.
However, as cases get distilled and
converted into short mantras, i.e.
Lepis* — change of circumstances,
Miller* — imputation of interest, or
Isaacson' — unlimited ability to
pay child support, our fear is that
Brown will simply be relegated to:
fair value means no discounts.

There are two primary concerns
I have with this possibility. The first
is that this hypothetical valuation of
an asset not to be sold, or likely not
to be sold, without the allowance of
discounts, will artificially inflate its
value, which many attorneys see
already as a double dip, especially in
the case of personal services busi-
nesses. The second concern is that
Browmn’s utilization of the New Jer-
sey Supreme Court opinions in both
Balsamides v. Protameen Chemi-
cals, Inc.’ and Lawson Mardon
Wheaton Inc. v. Smith,° as prece-

dent, may now inject into the valua-
tion process qualitative determina-
tions regarding the parties and their
marriage, rather than quantitative
assessment of economic factors.

The first issue of potential over
valuation presents problems, which
can be best illustrated by a variety
of hypotheticals.

1. Does a two-percent owner of a
multi-million dollar business
really have two percent of the
entity’s value in the same way as
a 65-percent owner has 65 per-
cent of that entity’s value?

2. Does an accountant with an
extensive restrictive covenant,
compared to an accountant
without any restrictive covenant,
each in equally successful firms,
have the same value for their
interests in their respective prac-
tices?

3. Does the value of an individual’s
interest in a business differ
depending on whether the indi-
vidual has or does not have the
right to sell his or her interest?

All of these fact patterns (and
many more), unfortunately, are now
covered with the same broad brush
of the Brown opinion, i.e. fair mar-
ket value with no discounts. That
seems contrary to the particular-
ized attention we should give to
each and every fact pattern that
presents itself to the family court. It
also seemingly deviates from pro-
viding the particular trial judge’s
flexibility in allowing experts to
provide assistance in determining
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The NJSBA successtully
lobbied for passage of
legislation important to
lawyers and their clients,

including legislation which:

Creates six Superior court judgeships to allow for the
expansion of the drug court program and provides
appropriations for court staff and substance abuse
treatments.

Provides retirement benefits for workers’ compensation
judges.

Provides for public access to government records and
protects certain government records from public
disclosures, and establishes the privacy study commission
and appropriates $95,000 to the commission.

Prohibits insurers from requiring the filing of a municipal
court complaint as a precondition to payment of certain
claims.

Revises the rules concerning secured transactions and
replaces chapter 9 of the Uniform Commercial Code.

Modifies the Probate Code with regard to settlement of
intestate estates when heirs are missing or unknown.

Eliminates the corporation business tax on regular income
of S Corporations.

Establishes the crime of bias intimidation.

Protects IRA and higher education tuition savings
account assets and distributions from creditors.

Concerns recovery of Temporary Disability Insurance (TDI)
payments for workers’ compensation awards.

Makes it a crime of the fourth degree to tamper with
electronic devices installed in police patrol cars.

Allows stalking victims protected by a temporary
restraining order, to register to vote, without disclosing
their street address.

Criminalizes the use of the Internet and other electronic
communication devices to commit harassment or stalking.

Requires a municipality to issue zoning permit within
10 business days.

Establishes the “New Jersey Adult Family Care Act.”
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the real economic value of this par-
ticular asset, which is often the
largest asset to be divided. While
Brown has dicta relating to that, the
hurdles that one must now jump
over to obtain any such discounts
set the bar way too high. In
essence, the high jump has been
turned into a pole vault, but no pole
is provided.

More important, however, since
the first concern may be able to be
dealt with through effective coun-
seling, is the second concern,
which becomes more problematic
with the same effective counseling.
A close reading of Balsamides and
Lawson emphasizes this point. In
Balsamides a marketability dis-
count was allowed because the per-
son seeking the discount (and buy-
ing the other partner’s interest)
wore the white bat.In the Lawson
case, the same discount for mar-
ketability was not allowed because
the entity seeking the discount
wore the black bhat.

In those cases, the issue of
whether a discount, allowed in one
and not the other, turned on the
Court’s determination of the good
faith and bad faith of the respective
parties — non-economic factors. In
essence, an economic determina-
tion as to value was predicated
upon a qualitative assessment of
who had justice on their side.Thus,
in these two oppressed shareholder
suits, an economic analysis was
replaced by qualitative analysis on
the very issue of the value of the
asset.

While the Court in Balsamides’
specifically stated that such an
analysis is not appropriate within
the context of a matrimonial set-
ting, we only had to wait a few
years (until Brown) to find out Bal-
samides and Lawson were to be
directly utilized in a matrimonial
setting. Thus, it is essential in under-
standing Brown to look closely at
both Balsamides and Lawson.

The court in Brown also looked
at both Balsamides and Lawson,
but our respective analysis of these
cases are disparate. The Brown

court’s comments on those cases
included the following:

In Balsamides the extraordinary cir-
cumstance that warranted use of a
marketability discount was that it was
the oppressing 50% shareholder who
was to acquire the shares of the
oppressed 50% shareholder and equi-
ty demanded that the oppressor not
be rewarded for his conduct by allow-
ing a buy-out at a discounted price. In
Lawson the Supreme Court found no
comparably extraordinary circum-
stance and rejected use of discounts
where discounting would have
allowed the oppressive majority
shareholder to buy out minority
shareholders at less than full value.”®

In fact, in Balsamides our
Supreme Court emphasized that it
was the oppressed shareholder, not
the oppressing shareholder, who
was buying the shares.

“In Lawson [citations omitted] as in
the present case we know who is buy-
ing the shares. In Lawson it is the
company; in this case [Balsamides] it
is the oppressed shareholder.”®

The Supreme Court in Bal-
samides  thus  wanted the
oppressed shareholder, who was
buying the shares, to obtain the
benefit of a discount — a substan-
tial discount of 35 percent. Thus,
the value of an asset was altered by
a determination by our Supreme
Court in that oppressed sharehold-
er case regarding the equities. Con-
versely, in Lawson, where the
majority shareholders sought to
buy out the minority dissenters, a
discount was not allowed. Again,
the use or absence of a marketabili-
ty discount was not done to deter-
mine a true economic value; but,
rather, the court applied or chose
not to apply a marketability dis-
count for non-economic reasons.

This disparite application of an
economic analysis based upon non-
economic factors caused family
part practitioners to be concerned
about these cases, hence footnote 9

of Balsamides. One reason for that
concern is that an effective practi-
tioner may utilize the equities in the
case — fault for the divorce, reasons
for the end of the marriage, who
was the better partner — and a vari-
ety of non-economic factors, to
influence the economic determina-
tion of whether or not a discount
should be applied. Brown does not
say that, nor does it articulate what
the extraordinary circumstances
are. But Balsamides and Lawson
both say it, and now Brown has
applied Balsamides and Lawson
within the context of family law. It
is only a small step to argue that the
equities in a case, which effected
the economic determinations in
Balsamides and Lawson, should do
the same in our cases.

Interestingly, despite all of the
statements that the discounts were
utilized in Balsamides to protect
the oppressed plaintiff, in footnote
5 of that case, at page 357, the
Supreme Court stated: “if Bal-
samides was unable or unwilling to
buy Pearl’s shares of Protameen and
Mardon; Pearl would be given the
opportunity to buy Balsamides’ at
the same price and terms”Thus, in
a little footnote the whole fulcrum
for the providing of the discount is
turned on its head. Because in that
very case, if for some reason the
plaintiff were unwilling or unable
to buy the oppressing shareholder’s
shares, the oppressing shareholder
would have received the same ben-
efit of a 35 percent discount!

The difficulty with the Brown
decision and its utilization of Bal-
samides and Lawson is not chang-
ing the standard of valuation from
fair market value to fair value; the
difficulty is that it provides for non-
economic factors to create an eco-
nomic determination as to value.
Those issues, while very important
in a case, should not determine the
value of an asset. They may effect
the distribution of an asset, but not
its real value.

Those equity factors also may
result in other types of relief the

Continued on page 7




New Jersey State Bar Association

New Jersey Family Lawyer

FROM THE EDITOR EMERITUS

A Resource That Must Not be

Squandered

by Lee Hymerling

s we move through the
new court year, regrettably
our system seems to have
quandered one of its
greatest resources. Generically, that
resource is those excellent judges
who, having reached age 70, must
constitutionally retire but who are
willing to continue their service.
During times when our statewide
bench has been beset with vacan-
cies that for political or other rea-
sons have not been filled, recall
judges have performed an invalu-
able service to assure that calendars
are moved and justice dispensed.

A judge on recall receives a per
diem stipend that, when added
together with his or her pension
benefits, may not exceed the salary
of a sitting superior court judge.
Unfortunately, because of the con-
straints of an extremely tight bud-
get and an even more difficult eco-
nomic climate, adequate funds may
not be available to permit those
who have, in some instances, served
on recall for years, to continue and
in other instances, including one of
our most qualified family part
judges, to continue on recall after
recent retirement. This is a crying
shame and a systemic disgrace.

If the situation continues and the
problem is not solved, the family
part may disproportionately suffer,
as those among its most experi-
enced judges who are willing to
accept recall might not be permitted
to serve. In every trial-level division
experience counts, but in the family
part it counts even more. There is a
sharp learning curve in the family
part. Since we have all come to rec-

When a judge who has had no matrimonial or
family law involvement ascends the bench
with only two weeks of judicial training, the

experience can be mystifying.

ognize that, frequently, a family part
judicial assignment comes at the
beginning of a judicial career, it
sometimes takes many months, if not
years, for the new judge to acclimate
him or herself to the regimen of dif-
ficult decisions that must be made
daily. This is not to denigrate the
well-meaning and extremely com-
mitted new judges who are assigned
to the family part. It is merely to
acknowledge the reality of the situa-
tion. When a judge who has had no
matrimonial or family law involve-
ment ascends the bench with only
two weeks of judicial training, the
experience can be mystifying.

Although gone may be the days
when a new judge is appointed, con-
firmed, sworn in and hears his or her
first case with little or no training,
even the best of training does not
provide the seasoning that the expe-
rience of years of service can give.
Even when, in those few instances, a
family lawyer is appointed to the
bench with years at the bar, the
newly appointed judge still requires
time to fully permit the transforma-
tion from lawyer to judge.

The family part, as we who daily
appear before it know; is blessed with
few judges who have made it his or
her career. But when there is such a
judge — when that judge is able and
that judge wishes to serve on recall
— the system should never refuse.

In a recent issue, I wrote of the
distinguished service of the Honor-
able Stephen Schaeffer, whose
untimely death has left a gaping hole
not only in the family part in Morris
County but an experiential hole in
our statewide bench. For Judge Scha-
effer’s reach went far beyond the
cases over which he presided. As
important, Judge Schaeffer was a
friend and mentor to new judges,
assisting them as they assumed their
judicial functions, being there to
offer a kind and patient hand sea-
soned by his years of experience.
The same would hold true for any
long-term family part judge who is
permitted to serve on recall.

Budget crisies come and go.
The economy will undoubtedly
improve. But what will forever be
lost if recall judges are not allowed
to serve will be the wisdom they
accord to the cases they will hear,
and the guidance they could pro-
vide to those parties, judges and
lawyers whom they can assist.

This is not to suggest that every
judge necessarily should be allowed
to sit on recall. The sound discretion
of the chief justice, guided by our
assignment and presiding judges,
will forever be an important part of
the process of determining who
should be allowed to sit on recall
and who should not. For every
judge, there comes a time when




New Jersey State Bar Association

New Jersey Family Lawyer

enough is enough.

On the other hand, a solution to
budgetary constraints must be found.
To our system, recall judges are one
of the few bargains available.

Some may argue that the cost of a
recall judge exceeds simply their
salary, because of the need for court-
rooms and the use of court staff. This,
however, is a false issue. There are
almost always courtrooms available
and court staff that sit idle because of
judges’ vacations, illnesses or the
vicissitude of the court’s calendar.
With confidence, I believe that where
there is a recall judge who can serve,
a courtroom and staff can be found.

Does this editorial criticize any-
one or any current policy as such?
It does not. On the other hand, it is
intended to be a gentle and con-
structive reminder that the quality
and timeliness of justice will be
improved by use of all resources,
including the resource of those
who have recently retired from the
bench. ®

Editor’s Column

Continued from Page 5

court can order, such as construc-
tive trusts. But the core concept
should always be that the value of
an asset should be empirically
determined based upon economic
criteria. Once the door is slightly
ajar in the valuation context to
allow non-economic components
to alter that matrix, as Balsamides
and Lawson do, and as Brown now
also accepts within our practice, a
careful and clever practitioner can
shove that door wide open.

While that may be good lawyer-
ing, I think it will make bad law.
We have taken fault and non-eco-
nomic criteria out of the valuation
of assets. The sub-surface reading
of Brown seemingly incorporates
them back within that evaluative
process. Thus, at the very time
when we should have a definitive,
concrete, empirical, articulated
standard for determining the

monetary amount of an asset, we
have instead created the ability
for substantial dispute on that
issue. It is one that merits further
analysis, even if only by those of
us in our business who deem it so
important. B
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The Dirty Socks: Can They be
Laundered by an Application of the
Rules of Evidence?

by Thomas J. Hurley, Robert J. Durst Il and Lisa Madden

ears ago, a well-known

judge of the family part

told one of the authors of

this article — “you can get
your dirty socks into evidence dur-
ing a matrimonial trial.”

Most family lawyers purchase a
copy of the New Jersey Rules of
Evidence. On occasion the book is
opened by them and on occasion it
is actually cited to a judge, who
then reaches for the book and
hopefully has it.

This scenario is, of course, not
applicable to any practitioner or
judge who is taking the time to
read this publication, but is, all too
often, the scenario with those
other ones.

A bit of sarcasm aside, the
Rules of Evidence and their prop-
er application should be every bit
as important to the practitioners
and the judge in a family part
bench trial as they are in a civil or
criminal jury trial.

Through the proper use and
application of even the fundamen-
tal Rules of Evidence we can all be
assured that family court deci-
sions will be based upon compe-
tent, admissible evidence appro-
priately subjected to cross-exami-
nation. The risk of unfounded
opinion testimony, unchallenge-
able hearsay, innuendo instead of
fact he said, she said decisions
will be minimized.

The following is a concise sum-
mary of some of the fundamental

rules every family law attorney
should know and apply.

RULE 401 — DEFINITION OF
RELEVANT EVIDENCE

Relevant evidence means evi-
dence having a tendency to prove
or disprove any fact of conse-
quence to the determination of the
action. Family lawyers should mem-
orize this rule.

While married, the couple lived at
McGuire Air Force Base, where the
plaintiff-father was a career non-
commissioned U.S. Air Force offi-
cer’ Upon their separation, the
defendant-mother (and custodial
parent) moved with the children to
her parents’ home in Arkansas,
where they resided in close prox-
imity to the defendant’s grandfa-
ther, sister and brother-in-law, and a

Through the proper use and application of
even the fundamental Rules of Evidence we
can all be assured that family court decisions
will be based upon competent, admissible
evidence appropriately subjected to cross-

examination.

The range of relevancy in a fami-
ly part action is broad and wide.

In custody and visitation mat-
ters, tangential and ephemeral facts
may be relevant. For example, the
Appellate Division recently held
that evidence as to the motives of a
custodial parent who seeks to move
out-of-state are relevant in consider-
ing whether to approve the move
over the opposition of a non-custo-
dial parent.'

In Horswell, the plaintiff and the
defendant were awarded joint legal
custody of their two children.?

number of aunts, uncles and
cousins.* The plaintiff-father, unable
to obtain a transfer for a least five
years, appealed the defendant’s
application to relocate permanently
to Arkansas.> While recognizing that
the defendant’s move had adversely
affected the plaintiff’s parenting
rights, the court remanded the case
for further fact-finding, and noted
the relevance of several factors,
including the integrity of the defen-
dant’s motives in moving, the
prospective advantages of the
move, and the development of a
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reasonable visitation schedule.

A child’s heritage, the opinion of
his or her only surviving natural par-
ent, and evidence of substantial
bonding between the child and his
or her foster parents have been held
to be relevant facts the court should
consider in evaluating child custody
issues.” L.L. involved a custody dis-
pute in which L.L. Sr. appealed the
placement of his son, L.L., with fos-
ter parents, Mr. and Mrs. H.® L.L. Sr.
was sentenced to 18 years in prison
for aggravated manslaughter of his
wife, the mother of his son.” On the
day after his mother’s death, pur-
suant to a voluntary placement
agreement executed by L.L. Sr,, L.L.
was placed in the foster care of Mr.
and Mrs. H." Pursuant to L.L. Sr’s
request, the Division of Youth and
Family Services contacted Mr. and
Mrs. Doe, L.L. Sr’s half-brother and
sister-in-law, who are of Hispanic
heritage, lived in Panama, and
expressed a strong desire to take
custody of L.L." L.L. Sr. subsequently
revoked his voluntary placement
agreement, and the division notified
the foster parents that it intended to
place LL. with the Does in Pana-
ma.” Mr. and Mrs. H. successfully
moved to prevent the division from
removing L.L. from their home, and
L.L. Sr. appealed.”

In denying the division’s place-
ment plan, the Appellate Division
found that the trial court correctly
applied the best interests stan-
dard." The court deemed several
factors relevant to the custody
inquiry, including: (1) the changes
that L.L. Sr. would have to re-estab-
lish his paternity with L.L. if he
remained with the Does, a prospect
the court found to be “a dangerous
situation for the child”; (2) the sub-
stantial bonding between L.L. and
the foster parents and the subse-
quent emotional harm L.L. would
suffer upon separation from them,;
and (3) the lack of any meaningful
interaction between L.L. and the
Does.” While these compelling cir-
cumstances cited by the experts
outweighed considerations of L.L.s
Hispanic heritage, the court found

the considerations of L.L’s heritage
relevant.'

N.J.R.E. 401’s definition of rele-
vant evidence may even include
confidential government informa-
tion."” Cargulia involved an appli-
cation for an increase in alimony
where the defendant-wife served a
subpoena on the Internal Revenue
Service (IRS)." According to Mrs.
Cargulia, Mr. Cargulia’s income and
earning capacity were greater than
he had previously claimed.” Mrs.
Cargulia’s claims were confirmed
by the IRS’s audit of Mr. Cargulia’s
returns. However, the IRS resisted
providing any testimony regarding
the source of the information
which had led to the IRS decision
to investigate Mr. Cargulia.*® The
court examined N.J.R.E. 401, noted
its broad definition, and conse-
quently found the audit information
sought from the IRS to be rele-
vant.? While the information was
found to be relevant, it could not be
obtained because the court had no
power to order the U.S. to provide
the information.>

Relevant, on the other hand,
does not necessarily equate with
admissibility.

Although Rule 402 provides that
“except as provided in these Rules
or by law, all relevant evidence is
admissible,” the immediately subse-
quent Rule 403 provides “relevant
evidence may be excluded if its pro-
bative value is substantially out-
weighed by the risk of (a) undue
prejudice, confusion of issues or
misleading the jury or (b) undue
delay, waste of time or needless pre-
sentation of cumulative evidence.”

In a preamble to a written opin-
ion, a family court judge recently
wrote the following:

This prolonged trial produced a welter
of testimony and by comparity a
paucity of information ... the parties
may be surprised to learn just how
unimpressed the Court was with this

. repetitive nature of questioning
more designed to obtain a pound of
flesh than to elicit cogent information.

The trial judge who offered
those comments, and it is suggest-
ed, many others, would welcome an
objection to repetitive, needless
and marginally probative (although
perhaps technically relevant) evi-
dence. However, in all but the most
extreme situations, a 403 objection
must be made by the attorney. Few
judges will interpose their own
Rule 403 observations.

A balancing of Rule 402 and Rule
403 may lead to a much more expe-
ditious, drastically less expensive
and ultimately better trial presenta-
tion. As practitioners, we owe it to
our clients to strike that balance and
trust our judges to properly assess
the balance and to apply Rule 403
to eliminate lengthy, repetitive and
marginally probative testimony.

RULE 505 — PSYCHOLOGIST-PATIENT
PRIVILEGE

The rule that mirrors New Jersey
Statute 45:14B-28, provides that
confidential relations and commu-
nications between and among a
licensed practicing psychologist
and individuals, couples, families or
groups in the course of the practice
of psychology are placed on the
same basis as those provided
between attorney and client. Noth-
ing in the act will be construed to
require any privileged communica-
tions to be disclosed by any person.

In application, an issue often
overlooked in Rule 505 is whether
the psychologist is a licensed psy-
chologist. If the psychologist has
not been licensed by the state, the
privilege may not apply.

The most pertinent case on Rule
505 is Kinsella v. Kinsella,”® where
the New Jersey Supreme Court
gave a detailed analysis of the law
regarding the psychologist-patient
privilege.

In Kinsella, the plaintiff-husband
filed a complaint for divorce, alleg-
ing extreme cruelty, and the wife
counterclaimed, alleging extreme
cruelty and seeking tort damages for
physical and mental abuse by her
husband. As they proceeded toward
trial, the parties filed cross-motions
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for orders releasing their medical
and psychological records.” The
defendant contended that the order
should provide for each party to
have access to all of the other
party’s  psychological records,
including the records of the plain-
tiff’s treating psychologist. The
plaintiff objected to release of those
records.”

In a letter brief addressing the
question of whether the plaintiff
should be required to release his
medical records, the defendant stat-
ed that she believed the plaintiff
had revealed to his therapist a
course of abusive conduct toward
the defendant.* The defendant
sought to review the therapist’s
records because of their relevance
to the custody and tort claim issues,
but the plaintiff objected to the
release, claiming that his treatment
records were privileged pursuant to
NJ.R.E. 505, and that the informa-
tion sought was available from less
intrusive sources.”

The plaintiff claimed further that
physical custody was not an issue in
the case and that, in any event, the
court-appointed psychologist’s
report provided sufficient informa-
tion on the mental state of the
plaintiff for the purposes of custody
and visitation.” The plaintiff added
that, unlike the defendant’s psy-
chologist records, which were put
at issue by her tort claims, his men-
tal state was not at issue.”

In denying the defendant’s
request for the production of the
plaintiff’s psychological records,
the Kinsella court made it clear
that the psychologist-patient privi-
lege should be analyzed similarly to
the lawyer-client privilege.** The
court noted several exceptions to
the psychologist-patient privilege,
namely: (1) where a party had
effected a limited waiver of the
privilege by placing his or her emo-
tional and mental state in issue; (2)
where the privilege may be
required to yield to the defendant’s
right to exculpatory evidence in a
criminal proceeding; and (3) where
piercing of the privilege is required

for a best interests analysis by the
court in a custody dispute.*!

For the purpose of litigation, the
Kinsella court held that the parties
should first resort to the indepen-
dent court-appointed or hired
experts for the needed informa-
tion.* If the information furnished
by the independent experts is
found to be inadequate after con-
sideration of all of the evidence,
then “the court should consider
piercing the psychologist-patient
privilege to compel disclosure of
prior treatment records to the court
and the parties.”*

[Tlhe decision to order such disclosure
must be based on independent evi-
dence of potential for harm to the child
... the opinion of an expert or the court's
own observations. The court must also
consider whether, based on the context
of the prior treatment, the records are
likely to contain relevant evidence, and
whether such evidence is likely to be
merely cumulative. Before releasing
records to the parties, the court should
conduct an in camera review, releasing
only material that is relevant and mate-
rial to the issues before it.

In short, “only in the most com-
pelling circumstances should the
courts permit the privilege to be
pierced.”**

RULE 509 — MARITAL PRIVILEGE —
CONFIDENTIAL COMMUNICATIONS

Rule 509, which recites verbatim
N.J.S. 2A:84A-22, relates to confi-
dential communication between
spouses.

It reads, in pertinent part, that no
person shall disclose any communi-
cation made in confidence between
such person and his or her spouse
unless both shall consent to the dis-
closure or unless the communication
is relevant to an issue in an action
between them (or in a criminal
action or proceeding in which either
spouse consents to this disclosure).

Significantly, this rule has not been
cited in any published family part
cases. However, on its face, it would
not seem to preclude testimony as to

communications between spouses
which is relevant to any issue in a fam-
ily court action between the parties.

Query:Are such communications
always relevant to a matter in issue,
or are they often introduced to sim-
ply portray one or the other of the
parties as the black bat? If the lat-
ter, they may not be admissible.

RULE 510 — MARRIAGE COUNSELOR
PRIVILEGE

Rule 510, which recites verba-
tim N.J.S. 45:8B-29, is perhaps the
most tightly drafted exclusionary
rule of all.

There are no communications
with a marriage counselor that can
be disclosed in trial, and the privi-
lege is not waivable.

The rule provides that:

A communication between a mar-
riage and family therapist and the
person or persons in therapy shall be
confidential and its secrecy preserved.
This privilege shall not be subject to
waiver, except where the marriage
and the family therapist is a party
defendant to a civil, criminal or disci-
plinary action arising from the thera-
py. in which case, the waiver shall be
limited to that action.

Unlike the psychologist privilege
no licensing requirements, there is
no definition of a marriage family
therapist or counselor.

This privilege is much broader
than the psychologist privilege, as it
protects all ~communications
between the marriage counselor and
the people he or she counsels, and
the fact that a marriage counselor is
not licensed is no bar to a claim of
marriage counselor privilege.*

There are no published cases in
New Jersey where communication
between a marriage counselor and
the litigants appears to have been
overridden.

The Wichansky case was a matri-
monial action in which the defen-
dant wife and the marriage coun-
selor sought to quash the subpoena
duces tecum served by the plaintiff
on the counselor.* Prior to the mat-
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rimonial action, the parties to the
action sought counseling from a per-
son who happened to be a licensed
psychologist.”” The plaintiff-husband
subpoenaed for the counselor to tes-
tify about certain conversations
which took place during the course
of marriage counseling.®® The mar-
riage counselor sought to quash the
subpoena, claiming the communica-
tions were protected under N.J.S.
45:8B-29, part of the practicing mar-
riage counseling. The plaintiff took
the position that since the psycholo-
gist was not a licensed marriage
counselor the privilege could only be
invoked under the statute applicable
to psychologists.” The plaintiff fur-
ther argued that since the confiden-
tial communications between a psy-
chologist and patient are on the
same basis as those between an attor-
ney and client, the privilege is lost
when the communication occurred
in the presence of the other party.®

The defendant argued, and the
Chancery Division agreed, that the
privilege against disclosure of confi-
dential communications applies to
all marriage counselors whether or
not they are licensed under the act
or whether or not they are engaged
in marriage counseling as part of
their practice in another profes-
sion.” The court noted further that
the confidentiality of communica-
tions afforded under the act is
broader in scope than that afforded
under the psychologist’s privilege,
and applies to all communications,
confidential or not, and that the
privilege cannot be waived.*

In Kerr v. Kerr,” the marriage
counselor privilege was attacked
as being unreasonably broad and
extending more protection to
communications with marriage
counselors than is afforded to
communications between patients
and physicians.*

The marriage counselor privi-
lege has been strengthened by our
Supreme Court. In Kinsella v. Kin-
sella,” the Court held that there is
no exception to the privilege sim-
ply because the parties were in
therapy together.

Some limits have been imposed
upon the marriage counselor privi-
lege used in child custody disputes.
For example, the marriage counselor
privilege has been held to impermis-
sibly interfere with the child’s due
process rights, to introduce into the
proceeding material evidence rele-
vant to the determination of what
custodial arrangement is in the
child’s best interests and welfare.*

In M. v. K., the plaintiff-father filed
a complaint for custody and
attached to his application a number
of letters and reports from psycholo-
gists.” The defendant relied upon
the marriage counselor privilege and
requested the plaintiff be barred
from introducing any and all reports,
statements, opinions or other evi-
dence, either written or oral, based
directly or indirectly on the defen-
dant’s communications with the psy-
chologist.® The court denied the
defendant’s position, recognizing the
court’s obligation to preserve and
protect the best interests and wel-
fare of a child.” The court further
found it “inconceivable ... that in pro-
mulgating ... the [marriage coun-
selor] privilege, the Legislature took
into consideration the best interests
and welfare of the children of a mar-
riage, especially as might affect prop-
er, and indeed, safe custodial place-
ment.”>

In E v T, the court held: “It is
basic ... that in all matters relating to
the custody of minor children, the
paramount consideration of this and
any other court is and should be the
safety, happiness, physical, mental
and moral welfare of the child.”** In
sum, the court declared that,“N.J.S.A.
45:8B-29 [the marriage counselor
privilege], in child-custody disputes,
impermissibly interferes with the
aforesaid rights of children, and is
unconstitutional.”>

One trial court case, Touma uv.
Touma,” has held that a marriage
counselor alone (as opposed to the
wife and the counselor in Wichan-
sky) cannot claim the privilege for
him or herself where waiver of the
privilege had been consented to by
the parties.” In Touma,the plaintiff in

a matrimonial proceeding sought to
compel the testimony of a marriage
counselor on the issue of custody.”
Both the plaintiff and the defendant
entered into a consent order waiving
the marriage counselor privilege
afforded by the act.”” The counselor’s
claim that he could avail himself of
the privilege was flatly rejected by the
court.”® In rejecting the counselor’s
claim, the court noted that allowing
the marriage counselor to invoke the
privilege “would deprive litigants of
their proprietary rights to informa-
tion ... [and] hamper the parties seek-
ing to produce relevant, competent
evidence at trial, in violation of proce-
dural due process.””

Although the court reasoned to
the contrary, it would appear that
the Touma decision contradicts the
plain language of the rule and
underlying statute, and may be of
limited precedential value.

RULE 608 — EVIDENCE OF
CHARACTER FOR TRUTHFULNESS OR
UNTRUTHFULNESS

This rule provides that the cred-
ibility of a witness may be attacked
or supported by evidence in the
form of opinion or reputation, for
truthfulness, provided that the evi-
dence relates to the witness’s char-
acter for truthfulness or untruthful-
ness, and provided further that the
witness’s truthfulness has been
attacked by the opposing party.

Credibility of witnesses is often
one of the most important issues for
a matrimonial judge to discern dur-
ing the course of trial. Many cases
turn upon who is telling the truth
— the typical he says, she says bat-
tle. Often, only the two litigants have
witnessed an event, and their credi-
bility is the determinative factor.

Certainly any reasonably experi-
enced trial attorney will use an
opposing party’s reputation for
untruthfulness as a basis for cross-
examination.

The rule, however, can be of
equally significant importance for
the family lawyer in attempting to
prove his or her client’s reputation
for truthfulness.
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Under Rule 608, if opposing
counsel has attempted to cast
doubt upon the truthfulness of a
client’s testimony on cross-exami-
nation (as would almost certainly
be the universal rule in virtually
every family part trial), counsel for
the party, or the party on behalf of
whom the witness has testified, is
able under Rule 608 to provide
opinion or reputation testimony as
to the witness’s propensity for
truthfulness.

The question is: How much of
such evidence should an attorney
put on? And, how probative is the
testimony?

In those instances in which the
parties’ reputation for truthfulness
can be supported by credible testi-
mony of persons in a position to
competently evaluate a person’s
truthfulness (perhaps a supervising
attorney for an associate attorney, a
person with whom the witness has
done business, a person who made
the witness’s annual employment
evaluations, etc.) it may be persua-
sive evidence.

Although a potentially valuable
tool, counsel should be careful to
balance the use of this type of evi-
dence with Rule 403.

RULE 612 — WRITING USED TO
REFRESH MEMORY

Each year, the family trial judges
participating in the Institute for
Continuing Legal Education semi-
nars on evidence for family lawyers
state that “refreshing recollection”is
one of, if not the, most often misun-
derstood and misused rules of evi-
dence by family lawyers.

The rule provides:

Except as otherwise provided by the
law in criminal proceedings, if a wit-
ness while testifying uses a writing to
refresh the witness’ memory for the
purpose of testifying, an adverse party
is entitled to have the writing pro-
duced at the hearing for inspection
and use in cross-examining the wit-
ness. The adverse party shall also be
entitled to introduce in evidence
those portions which relate to the tes-

timony of the witness but only for the
purpose of impeaching the witness. If
it is claimed that the writing contains
material not related to the subject of
the testimony, the court shall examine
the writing in camera and excise any
unrelated portions. If the witness has
used a writing to refresh the witness’
memory before testifying, the court in
its discretion and in the interest of jus-
tice may accord the adverse party the
same right to the writing as that party
would have if the writing had been
used by the witness while testifying.

This rule becomes pertinent
when a litigant brings to the stand a
sheath of paper. That sheath of
paper is always subject to an attor-
ney’s review. Therefore, counsel
must caution their client to bring
with them to the witness stand only
those documents which may be
seen by the opposing attorney.

For example, a case information
statement that has been filed with
the court, and which the attorney
wants to admit into evidence, may
be acceptable for the witness to
take to the stand. On the other
hand, clients should never inadver-
tently or otherwise bring in their
diary, personal notes or communi-
cations to or from their attorney.
Remember that an adverse party is
entitled to have a writing produced
at the time of the hearing for
inspection, and may use any part of
the document in cross-examining
the witness.The attorney is not pre-
cluded from using pages of the
diary other than the particular page
to which the witness was referring.

The rule states that if it is
claimed that the writing contains
material not related to the subject
of the testimony, the court shall
examine the writing in camera and
excise any unrelated portions. How-
ever, if a judge has read a diary or
other significant document, he or
she may be influenced by that writ-
ing, no matter what is formerly
excised.

Counsel should also use this rule
during the course of any deposition
testimony. Ask the witness at the

outset of their deposition what doc-
ument they reviewed in advance of
their testimony, and then compel
the production of those documents.

RULE 613 — EXAMINING PRIOR
STATEMENTS OF WITNESSES
Rule 613 provides:

(a) Examining witness concerning
prior statement. In examining a wit-
ness concerning a prior statement
made by the witness, whether written
or not, the statement need not be
shown or its contents disclosed to the
witness at that time. Upon request
the statement shall be shown or dis-
closed to opposing counsel. (Empha-
sis added).

(b) Extrinsic evidence of prior incon-
sistent statement of witness. Extrinsic
evidence of a prior inconsistent state-
ment made by a witness may in the
judge’s discretion be excluded unless
the witness is afforded an opportuni-
ty to explain or deny the statement
and the opposing party is afforded an
opportunity to interrogate on the
statement, or the interests of justice
otherwise require. This rule does not
apply to admissions of a party oppo-
nent as defined in Rule 803(b).

In State v. Baluch,” the New
Jersey Superior Court examined
the admissibility of prior inconsis-
tent statement. In Baluch, defen-
dant Marcelina Baluch and her
husband, Ejaz Baluch, were co-
indicted for the murder of their
nanny.* Due to differently admis-
sible proofs, they were tried sepa-
rately.® During Ejaz’s trial, he tes-
tified that he told a friend that his
wife, Marcelina, had beaten the
nanny on the day of her death,
causing her to fall down the stairs
and subsequently pass away.®
Ejaz further testified that, against
his own wishes to notify the
authorities, the Baluchs agreed to
dispose of the body because
Marcelina had “cried and begged
him not to call the police.”* Ejaz
successfully shifted the blame for
the nanny’s death to Marcelina,
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and was acquitted of all homicide
charges. Following Ejaz’s trial,
his factual contention changed,
and he joined in Marcelina’s
defense.®® During Marcelina’s
trial, Ejaz testified that it was
entirely his idea to dispose of the
nanny’s body, and he claimed to
have lied about his wife’s involve-
ment.” He further testified that
his previous testimony during his
own trial regarding the state-
ments he made to a friend were
not true.® Marcelina attempted to
exclude Ejaz’s prior inconsistent
statements to his then proffered
statement. The court disagreed,
and held that the statement was
admissible.

Section (a) of the rule is often
overlooked, if not misapplied by
both counsel and the court. It is
almost knee-jerk that when a wit-
ness is questioned on cross-exami-
nation about a prior document or
statement, the witness’s counsel will
immediately interject an objection
asking the court to require that the
questioner show the witness a copy
of the document. However, to be
required to do so may often elimi-
nate the purpose and/or effective-
ness of the cross-examination, and is
in direct contradiction to the rule
which specifically provides that the
prior statement “need not be shown
or its contents disclosed to the wit-
ness at that time [i.e. the time of
questioning] ”The rule does provide
that upon request of opposing
counsel, the document should be
shown to him or ber. Care must
then be taken by the examining
counsel to be sure that opposing
counsel does not undermine provi-
sions of the rule or the effectiveness
of the cross-examination by relaying
the contents in a speaking objec-
tion, which alerts the witness to the
crux of the cross-examination.

RULE 614 — CALLING AND
INTERROGATION OF WITNESSES BY A
JUDGE

This rule provides that the judge,
subject to the right of the party to
make timely objection, may call or

interrogate any witness. Generally,
counsel should never object to a
judge calling or interrogating a wit-
ness at the time of matrimonial
actions unless they are intent upon
appealing the case. This rule also
provides the authority for the court
to appoint and call as their own
witness independent experts.” In
Fellerman, the court noted that the
use of the court-appointed expert
witness not only minimized the liti-
gants’ costs, thus preserving the
marital estate, but also increased
the likelihood of a negotiated set-
tlement and reduced trial time.”
However, the court’s power to
appoint or call its own expert wit-
nesses does not preclude each
party from retaining his or her own
experts, as parties to matrimonial
actions often do.”

RULE 701 — OPINION TESTIMONY OF
LAY WITNESSES
This rule provides:

If a witness is not testifying as an
expert, the witness' testimony in the
form of opinions or inferences, may be
admitted if it (a) is rationally based on
the perception of the witness and (b)
will assist in the understanding of the
witness’ testimony or in determining
a fact in issue.

This rule may be pertinent to a
custody matter.

For example, a neighbor, friend
or relative may discuss their
opinion of the parenting ability
of a litigant. Opposing counsel
may stand and object, indicating
that this fact witness is voicing
an opinion. Counsel who has
originally questioned the witness
need only lay a foundation that
the testimony is rationally based
on the perception of a witness. In
other words — Was the grand-
mother a mother herself? Is the
neighbor a mother herself? How
much time has the witness spent
with either party?

RULE 704 — OPINION ON ULTIMATE
ISSUE

This rule provides “testimony in
the form of an opinion or infer-
ence otherwise admissible is not
objectionable because it embraces
an ultimate issue to be decided by
the trier of fact.” During the course
of trial, objections are often raised
on this issue. However, any such
objections are contrary to the
plain language of the rule.The real
issue is that although an expert
may voice an opinion regarding
the ultimate issue, how can coun-
sel maximize the probative value
of that opinion?

The obvious answer is to lay a
detailed and solid foundation for
the opinion.

Generally speaking, the more
solid the foundation, the more likely
the court may accept the opinion.

RULE 1006 — SUMMARIES

This rule may be the family trial
lawyers best friend.

Rule 1000, reads, in pertinent
part, that:

The contents of voluminous writings
or photographs which cannot conve-
niently be examined in Court may be
presented by a qualified witness in
the form of a chart, summary, or a cal-
culation. The originals or duplicates
shall be made available for examina-
tion or copying or both by other par-
ties at a reasonable time and place.
The Judge may order that they be pro-
duced in Court.

The authors suggest that these
charts and records be produced to
opposing counsel in advance of
trial, so their feet stomping is kept
to a minimum.

However, the use of charts to out-
line or summarize a series of finan-
cial transactions, trace a series of
deposits and withdrawals or trace
premarital, gifted or inherited funds
is a persuasive and effective means
of presenting such testimony.

For counsel to think that any
judge can follow or track complex
financial transactions without a
road map is foolish and ineffective.

Charts and summaries should be
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used in all but the simplest cases,
and, unlike mere easel notes made
while a witness is testifying, are
admissible into evidence.

Several weeks after the testimo-
ny, as the court is writing its deci-
sion, it is a virtual certainty that he
or she will refer to the chart, and in
all probability use it as an outline
for his or her findings.

CONCLUSION

The Rules of Evidence are not
designed to be tricks or traps for
the unwitting trial attorney.

The rules have evolved over
decades of experience, and are
designed to insure that the deci-
sions of fact finders (whether
they be judges sitting without a
jury or juries) be premised upon
competent evidence which is
properly subject to question and
cross-examination by the oppos-
ing parties.

As practitioners and judges who
practice and preside in trials with-
out a jury, we are all often tempted
to even admit the dirty socks into
evidence under the guise that
“there is no jury here and I [the trial
judge] can determine the weight to
be given to such evidence.”

It is respectfully submitted
that in full deference to the good
intentions and competency of
our family court trial judges, it is
very difficult to unspill the milk.
Once incompetent evidence, or
evidence which is not appropri-
ately subject to proper cross-
examination, is admitted, even
the most competent and experi-
enced of our family court judges
can’t help but be affected to
some extent by having heard or
seen such evidence.

Practitioners and judges alike
will better serve the system and our
clients by increasing our knowl-
edge of the Rules of Evidence and
competently applying them in
every family court proceeding. B
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Taxability of Unallocated Support
Payments Made in a Divorce
Proceeding and Determining Which
Spouse is Entitled to the Dependency
Exemptions for the Children

by Scott A. Maier and Stepben Haller

roper tax planning must be

an essential part of any

divorce proceeding. The

divorcing couple and their
attorneys must consider the taxabil-
ity of payments made during and
after the pendency of the action.
This article will explore two areas
of matrimonial litigation:

1. When and to what extent are sup-
port payments treated as alimony
(i.e. deductible by the payor
spouse and taxable to the payee
spouse) when these payments
are not specifically called alimony
or child support by the court,
consent order or other written
agreement by the parties?

2. Which party can take the
dependency exemption for
each child of the marriage in the
absence of written agreement
by the parties as to this issue?

TAXABILITY OF UNALLOCATED
SUPPORT

There are three types of payments
or transfers of property (including
cash) typically made in the context of
the matrimonial litigation — alimony,
child support and payments for or in
advance of equitable distribution. We
will concentrate on the first two cate-
gories (Z.e. payments for support) in
this discussion.

Alimony and child support may
be paid during and after the divorce
proceedings pursuant to court order
or agreement between the parties.
Alimony is taxable to the receiving
spouse and deductible by the paying
spouse. Child support payments
(and equitable distribution) are, for
the most part, non-taxable events.
The issue of taxability arises most
often in the context of payments not
allocated between alimony and child
support.

The taxability of payments from
one spouse to the other is governed
by Section 71 of the Internal Rev-
enue Code (IRO), although other
sections of the IRC, such as 215
(which allows for the deduction to
the paying spouse) are applicable in
divorce actions. According to Sec-
tion 71(b)(1), payments from one
spouse to the other are alimony if:

1. The payment is in cash;

2. The payment is made pursuant
to a written divorce or separa-
tion instrument;

3. The instrument does not desig-
nate such payment as not being
alimony for tax purposes;

4. After the divorce is final, the pay-
ing and receiving former spouses
may not be members of the same
household;

5. The obligation to make the pay-

ment does not survive the receiv-
ing spouses’ death;

6. Payments to third parties made
on behalf of the receiving spouse
must be evidence writing.

The above criteria for determin-
ing whether spousal payments are
alimony became effective in 1985.
Prior to 1985, payments were
required to be periodic and made in
discharge of a support obligation.
Also, payments would not be con-
sidered child support payments
unless the parties specifically fixed
them as child support payments in
a written instrument.

The 1985 amendments to Sec-
tion 71 were designed to remove
this form over substance require-
ment by allowing for the character-
ization of payments as child sup-
port payments under certain cir-
cumstances, even if they are stated
to be alimony payments. Thus, the
current standards focus more on
the substance of the written instru-
ment than on the form.

The issue of whether a payment
is taxable alimony or non-taxable
child support arises most often in
cases where the payments between
spouses are unallocated in the
instrument which fixes them. This
typically occurs in pendente lite
orders. These orders, as the name
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implies, are issued during the
divorce proceedings, and are
intended to maintain a certain level
of support until the divorce is final.
In these circumstances, the factor
that is most often determinative of
whether a payment is alimony or
child support is the survival of the
obligation to make the payment
beyond the death of the receiving
spouse.As stated above, in order for
a payment to be considered alimo-
ny the obligation to make the pay-
ment must cease upon the death of
the receiving spouse.

In instances where there are
unallocated payments, federal
courts will often look to state law to
determine whether the obligation
to make the payment must cease
upon the death of the receiving
spouse. This occurred in Gonzales
v. Commissioner of Internal Rev-
enue.' In this case, the paying
spouse had claimed payments
required by a pendente lite order as
deductible alimony. The IRS then
determined that the receiving
spouse should have included the
payments as income.

The receiving spouse argued
before the tax court that since New
Jersey law would have required the
payments to continue past the
death of the receiving spouse, the
payments consisted entirely of non-
taxable child support.

The court agreed with the receiv-
ing spouse, and held that the pay-
ments were child support payments,
and therefore were not taxable. The
court’s ruling relied primarily on
two factors — the paying spouse’s
parental duty to support the chil-
dren should the receiving spouse
pass away and the temporary nature
of the written instrument which
established the obligation to make
the payments in question.According
to the court, the terminating event
of the pendente lite payments would
be the issuance of the final divorce
decree; therefore, the payments
would continue past the death of
the receiving spouse. The court
relied upon the IRS regulations
issued in conjunction with Section

71, which provide that if even only
one payment is made after the death
of the receiving spouse, then none
of the related payments made before
the death can be considered alimo-
ny.

Under the IRC, the death of the
paying spouse is irrelevant to the
determination of whether spousal
payments are deductible alimony.
The written instrument establish-
ing the obligation to make the
spousal payments should specify if
the paying spouse’s estate would be
responsible for the continuation of
the payments. If the only heirs to
the paying spouse were the chil-
dren from the terminated marriage,
it would basically be difference
without distinction. However, if the
paying spouse has remarried and
has additional children, the children
from the first marriage should be
protected in case of the death of
their parent. This end can also be
accomplished with the provision
for life insurance.

Although the obligation to make
payments beyond the death of the
receiving spouse is at the center of
most of the disagreements between
the IRS and taxpayers, other issues
do arise. For example, in order for
spousal payments to be considered
alimony the obligation must be con-
tained in a written instrument. This
instrument is most often a pendente
lite order or a final divorce decree.
However, this requirement can be
satisfied by a separation agreement
entered into between the parties.If a
separation agreement is in fact
signed, the parties are not even
required to have engaged in formal
divorce proceedings. In some cases
correspondence between the spous-
es and/or their attorneys can satisfy
this requirement. Of course, this is
fact sensitive. Correspondence that
merely proposes settlement terms or
correspondence containing offers
will not be considered to have satis-
fied the written instrument require-
ment. A clear intention of the parties
that the correspondence contains an
agreed upon payment obligation
must be present.

One of the major changes
imposed by the 1984 amendments
to Section 71 was the requirement
that payments must be in cash or
cash equivalents to be considered
alimony. Prior to this amendment
transfers in the form of personal
property (non-cash) and real prop-
erty could possibly have been con-
sidered alimony.

Payments made to third parties
can still be considered alimony if
they are made on behalf of the
receiving spouse. The payments
must be evidenced in writing. Also,
the receiving spouse must have
requested or consented to the pay-
ment. Examples of these kinds of
payments are mortgage payments
and payments to creditors, such as
credit card companies. Insurance
payments can also be considered
alimony. Essentially, the IRC treats
these payments as if they were
made to the receiving spouse and
then the receiving spouse made the
payments to the third party. Once
again, this is an example of the 1984
amendments emphasizing sub-
stance over form.

The paying spouse and the
receiving spouse can choose to des-
ignate certain payments as non-tax-
able alimony. This is normally done
for tax planning purposes.The des-
ignation must be in writing.The abil-
ity to designate the form of the pay-
ment is not a two-way street. The
spouses cannot simply designate a
payment as alimony. Only payments
that satisfy the requirements of Sec-
tion 71 are considered alimony.

In addition to the requirements
regarding alimony set forth above,
Section 71 also provides the stan-
dards for determining whether pay-
ments are child support. Payments
will be considered child support
and not alimony if the payments
are:

1. Identified in a written instru-
ment as child support;

2. Deemed to be child support;

3. Terminated on the happening of
a contingency related to the
child;

16




New Jersey State Bar Association

New Jersey Family Lawyer

4. Linked to a contingency related
to a child.

One requirement that is not
articulated in Section 71, but never-
theless exists, is the requirement
that the child who is the subject of
the payment be the child of the
paying spouse.

Payments tied to child-related con-
tingencies are usually obvious. Pay-
ments that stop when a child reach-
es the age of 18 or 21 are clearly
child support. Similarly, payments
that cease when a child leaves the
house or is married are child sup-
port. If the payments are terminated
or reduced around the time of a spe-
cific child-related event, they will be
considered child support even if the
specific event is not stated. For exam-
ple, assume that a divorce settlement
agreement provides that $500 of the
monthly payments will end on
August 31, 2003, and further assume
that one of the children reaches the
age of 18 on August 20, 2003, then
the payment will be considered child
support. Also, if the amount of pay-
ments are reduced more than once
and the reductions occur near a spe-
cific, similar date for all of the chil-
dren, then the payments will be con-
sidered child support.

The child support standards have
made it more difficult for divorcing
spouses to cloak child support pay-
ments as alimony.This presents prac-
titioners with some complications
on tax planning for divorcing clients.
There are still ways to ensure that
payments for the support of children
are treated as alimony (and thus
deductible for the paying spouse).

Two primary examples are
alimony trusts and qualified domes-
tic relations orders (QDROs). These
are complex tools, and beyond the
scope of this article. It is critical for
someone entering in the divorce
process to obtain competent legal
and accounting advice in order that
his or her concerns receive proper
attention.

DEPENDENCY EXEMPTIONS
One other issue which we briefly

discuss here is related to the alimo-
ny/child support determination. The
dependency exemptions for the chil-
dren obviously give the spouse who
receives the exemption additional
reductions in taxable income, and
therefore income tax liabilities are
reduced. The perceived benefit, in
our view, is many times greater than
the actual financial one, after consid-
ering the cost to obtain the exemp-
tion. The actual exemption is $3,000
per dependent in 2002.1t is our prac-
tical experience that these exemp-
tions are bargaining chips used late
in the settlement game or an after-
thought in a trial.

Theoretically, a taxpayer is
required to provide over 50 percent
of the support for a child to claim
that child as a dependent. In order
for a divorcing/divorced parent to
claim a child as a dependent, the
parent must meet the standards set
in IRC Section 152(e).Although this
section applies to children of
divorced or separated parents, the
standards enunciated in the earlier
portions of Section 152 still apply.

Section 152(e) provides that the
custodial parent will have the right
to claim the child as a dependent if:

1. The child receives more than 50
percent of his or her support
from both parents.

2. The child is in the custody of
one or both of the parents for
more than 50 percent of the
year.

3. The parents are divorced pur-
suant to a divorce decree or are
separated pursuant to a written
separation agreement.

4. The parents are living apart
from each other for at least six
months of the calendar year.

The custodial parent, as deter-
mined in accordance with the IRC,
can agree to allow the non-custodi-
al parent to utilize the dependency
exemption. The parents must file
Form 8332 with their respective
1040 forms to accomplish this.

As a practical matter, this option
should always be considered for the

following reason. In many cases, espe-
cially where the adjusted gross
income (AGI) of one or the other
spouse is significant, that spouse may
lose the benefit of the exemption due
to the phase out provisions of the
IRC.The IRC sets forth a schedule for
the loss of this exemption for individ-
uals with AGIs over (approximately)
$200,000 for married persons filing
jointly, $166,000 for heads of house-
hold, $133,000 for individuals filing
single, or $100,000 for married peo-
ple filing individually (Z.e. the thresh-
old amounts). Therefore, for these
individuals consideration should be
given to allowing the other spouse to
claim the exemption to reduce the
overall tax burden for the parents.
This may also be a free concession
which can be used to gain trust
between warring litigants.

CONCLUSION

This article has highlighted some
of the intricacies involved in tax
planning during divorce proceed-
ings.Too often, tax issues are among
the last items considered in a
divorce case. Issues such as the
amount of the support payments,
which parent will get custody of
the children and how marital prop-
erty will be equitably distributed
are complicated and sometimes
obscure the underlying tax issues.

It is imperative that attorneys and
accountants be engaged so that
proper tax planning for their divorc-
ing clients can be accomplished. B

ENDNOTE
1. T.C. Memo 1999-332, 78 TCM 527.
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The Imputation of Income to Assets
Distributed in Divorce:
Miller v. Miller — Then and Now

by Charles EVuotto Jr. and Lee Ann McCabe

he imputation of income

has been an integral part of

our jurisprudence for many

years. Income is routinely
imputed to an underemployed or
unemployed spouse. This is done
regardless of whether that spouse
is the supporting or the supported
spouse, and in the context of
both alimony and child support.
Although the Supreme Court’s deci-
sion in Miller v. Miller' was the first
in New Jersey to unanimously hold
that a reasonable rate of return,? dif-
ferent from the actual rate of
return, can be imputed to a payor’s
investment assets, the concept of
imputing income was not new to
the courts.This requirement is now
codified within N.J.S.A. 2A:34-23 (b)
(11),> which provides that “the
income available to either party
through investment of any assets
held by that party” is to be consid-
ered in the alimony calculus.

The conclusion reached from
review of the statutory and case
authority is that when fixing alimo-
ny and child support incident to
divorce, income should be imputed
when asset-based capital is under-
utilized. Specifically, a spouse can-
not insulate his or her assets from a
support calculation by investing
them in a non-income producing
manner inconsistent with the mari-
tal lifestyle.

In Aronson v. Aronson,' the
court made it clear that interest
income from an inheritance could
be considered in the alimony calcu-
lation. The court’s subsequent deci-

sion in Stifler v. Stifler’ went fur-
ther.That decision held that interest
income could be imputed to an
asset inherited by the supporting
spouse, which had been converted
into a non-income bearing asset, at
a level that could have been real-
ized had the funds been invested
differently. The court reasoned that
if this were not the case, supporting
spouses would have a “perfect blue-
print” for evading the clear intent of
Aronson. Our appellate court, in
Connell v. Connell,® adopted the
reasoning of Aronson and Stifler in
the context of a child support cal-
culation.

In Miller the Supreme Court
expanded the concept of imputing
income to assets to permit the
imputation of a “reasonable rate of
return” in excess of the actual
return. In his written opinion, Jus-
tice James H. Coleman stated:

[Gliven that both income earned
through employment and investment
income may be considered in a court's
calculation of an alimony award, it
follows that there is no functional dif-
ference between imputing income to
the supporting spouse earned from
employment versus that earned from
investment.”

The essence of the opinion was
that it was fair to impute additional
income to Mr. Miller under the facts
of that case.

THE FACTS IN MILLER
The parties were divorced in

1988, after a 21-year marriage.
When the complaint for divorce
was filed in early 1987, Mr. Miller
was employed by Merrill Lynch, as
manager of municipal markets. Mr.
Miller received a base salary of
$150,000, and was entitled to an
annual bonus based on his perfor-
mance, as well as the overall perfor-
mance of the company. In 1987, Mr.
Miller’s bonus peaked at $1.1 mil-
lion. Mr. Miller’'s compensation
package also included an unspeci-
fied amount of Merrill Lynch
restricted stock. In comparison,
Mrs. Miller had been a homemaker
throughout the marriage, and had
raised the parties’ two children.

The parties entered into a prop-
erty settlement agreement which
provided for the payment of alimo-
ny to Mrs. Miller in an amount
equal to 50 percent of Mr. Miller’s
monthly net income from his
employment (which at that time
entitled her to $3,750 per month)
and 50 percent of the first
$300,000 of Mr. Miller’s bonus,
with an annual cap of $200,000.
Mrs. Miller waived any interest in
10,000 shares of restricted stock
that Mr. Miller had received for
work performed in 1987, as well as
an interest in any additional shares
he might receive thereafter. The
marital estate was distributed
equally, with each party receiving
approximately $1 million in equi-
table distribution.

For the years 1988, 1989, 1991
and 19927* Mr. Miller had earned
income and paid alimony as follows:
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HUSBAND'S WIFE'S to have earned $40,000 in
INCOME ALIMONY 1994. Her assets, worth

1988  $859,354 $194,493 | ‘PProximacly $1,162,000
::Zg? ::’g;i’g?g ;gg’;gg . §425,000, a small IRA and an
1992 5’684’004 10 199’277 investment account worth
o ! approximately $700,000. Her

In late 1991, Mr. Miller became ill,
and in early 1992 took a new and
less stressful position with Merrill
Lynch. He received the same salary
and believed that he was still enti-
tled to a bonus. Contrary to his
expectations, he did not receive any
additional bonus income. He
received his last paycheck in May
1994, and later that year filed a com-
plaint with the Equal Employment
Opportunity Commission (EEOC),
charging Merrill Lynch with discrim-
ination against him based on age, dis-
ability and retaliation. Mr. Miller was
terminated in January 1995.

Commencing in 1993, Mr. Miller
fell behind in his payment of alimo-
ny. As a result, Mrs. Miller filed an
application with the Court seeking,
among other things, to compel Mr.
Miller to pay the agreed upon
alimony." After the exchange of lim-
ited discovery as to Mr. Miller’s
income, the trial court held a Lepis'*
hearing to determine whether or
not Mr. Miller’s circumstances had
changed so substantially that he
was entitled to a modification of his
alimony obligation. The trial court
held that Mr. Miller had experi-
enced “a substantial change in cir-
cumstances which was not tempo-
rary in nature.”” The Court further
found that Mr. Miller had a net
worth of $6,561,644, of which $4.5
million was liquid. Of that, he had
$1.5 million invested in municipal
bonds, which vyielded tax-free
income of $87,500 per year, and the
remaining $3 million invested in
growth stocks, which paid approxi-
mately $50,000 per year in interest
and dividends. The Court also
imputed $100,000 of income to Mr.
Miller that he could have otherwise
earned through self-employment,
consulting or other employment.

In contrast, Mrs. Miller was found

annual budget of $173,216
was found to be inflated and unrea-
sonable. The trial court found that,
based upon Mr. Miller’s changed cir-
cumstances, neither party would be
able to maintain the marital stan-
dard of living. The court set Mr.
Miller’s alimony obligation at
$48,000, compared to the agreed
upon formula which had a maxi-
mum cap of $200,000. The Appel-
late Division affirmed the trial
court’s entire decision. In her argu-
ment to the Supreme Court, Mrs.
Miller asserted that the trial court
failed to identify and consider all of
Mr. Miller’s passive income in deter-
mining an amount of alimony,
including income earned from his
substantial investment portfolio.
She argued that given his extensive
experience as a knowledgeable and
successful investor, his investments
could earn substantially more than
the figure accepted by the trial
court. In response, Mr. Miller argued
that the computation of a potential
yield on his investments was “an
overly complicated task that the
courts should not undertake.”"* The
Court rejected Mr. Miller’s argu-
ment, stating that the “mere difficul-
ty in determining the quantum of
value of a party’s claim is no reason
to bar that claim if it is otherwise
established.””

Although the Court acknowl-
edged that there was additional
work that would have to be done by
the bench and bar in order to fine
tune the complex task of imputing
income to more sophisticated
investments, “justice cannot ‘sit ...
by and be flaunted in case after case
before a remedy is available.”*

In considering whether or not
Mr. Miller was entitled to a modifi-
cation of his alimony obligation, the
Court restated the fundamental
standard as follows:

When the support of an economically
dependent spouse is at issue, the gen-
eral considerations are the dependent
spouse’s needs, that spouse’s ability
to contribute to the fulfillment of
those needs, and the supporting
spouse’s ability to maintain the
dependent spouse at the former stan-
dard."” Although the supporting
spouse’s ability to pay, based upon his
earned income through employment,
is the central issue in a modification
application, it is not the singular mea-
sure of the ability to pay inquiry.

Real property, capital assets, invest-
ment portfolio, and capacity to earn
by ‘diligent attention to ... business’
are all appropriate factors for a court
to consider in the determination of
alimony modification. (Emphasis
added)'®

Mrs. Miller asserted that the
Court should adopt a different defi-
nition of income. She suggested that
“potential yet unrealized, income
from plaintiff’s investments should
be imputed to plaintiff in much the
same way as income earned
through employment is imputed to
an unemployed or underemployed
supporting spouse.”” In reviewing
our jurisprudence, the Court reiter-
ated the well-settled principles that:

e A supporting spouse’s assets
can be considered in calculating
an alimony award,;

¢ Income derived from assets that
are otherwise excludable from
equitable distribution may be
considered in the calculation;
and

e A supporting spouse cannot
insulate his or her assets from
an alimony calculation by
investing them in a non-income
producing manner.

The Court concluded that there
was no functional difference
between imputing income to the
supporting spouse from employ-
ment versus that earned from
investments. In both instances, the
supporting spouse is required to
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appropriately utilize his or her
human capital in the form of
employment or his or her invest-
ment capital or risk the imputation
of income.” The Court noted that
the trial court imputed $100,000 of
income to Mr. Miller even though
he was not working. In expanding
that rationale and applying the
same principles, the Court held that
Mr. Miller could invest his substan-
tial capital assets to yield more than
the 1.6 percent that they were then
earning. Requiring him to do so did
not mean that he would be
required to deplete his principal,
but rather meant only that he could
invest differently to realize a higher
yield in the same manner that an
underemployed spouse could
obtain a higher paying position to
make more productive use of his or
her human capital.

Finally, the Court had to deter-
mine the appropriate rate of return
to be imputed. The Court chose a
variable rate “because it is more
equitable in that it accommodates
market fluctuation.””' The Court
concluded that “under the present
circumstances” the most equitable
solution for imputation of income
to Mr. Miller’s investments was to
utilize the long-term corporate
bond rate based upon Moody’s
composite index on A-rated corpo-
rate bonds.** This method, the Court
held, would provide a “prudent bal-
ance between investment risk and
investment return.”

The Court made it clear that Mr.
Miller did not have to actually
invest his entire portfolio in long-
term corporate bonds. Rather, he
was free to diversify and invest his
assets, as he deemed appropriate.
The Court’s decision required only
that no matter how Mr. Miller chose
to invest his assets, reasonable
income would be imputed for pur-
poses of the alimony calculus.

On remand, the trial court was
directed to consider the imputed
investment income in the same
manner that it imputed and consid-
ered income from salary and bonus
in its alimony recalculation. Assum-

ing that Mr. Miller was imputed
income from earnings of $100,000
and income from his $4.5 million
liquid investment portfolio of
$346,500 ($4.5 million x 7.7 per-
cent), his after tax income would be
about $254,505 (assuming a 43 per-
cent federal/state-blended tax rate).
Based on the parties’ agreement,
Mrs. Miller was entitled to 50 per-
cent of this, with a cap of $200,000.
Therefore, she should have received
an award of approximately
$127,253.

Prior to making a determination
on the remand, the trial court
requested clarification from the
Supreme Court. Judge Whitken sub-
mitted three questions to the
Supreme Court, requesting a
response. Those questions were as
follows:

1. Is the court at the remand hear-
ing to merely recalculate the
plaintiff’s income by using 7.7
percent, which is the average
rate on Moody’s composite
index on A-rated corporate
bonds, as to the $3 million
stocks owned by the plaintiff
and then determine what alimo-
ny amount should have been set
at the time of the plenary hear-
ing conducted before me in
19957

2. Rather than proceeding on the
above, should the court order
additional discovery, including
case information statements of
the parties, and make a determi-
nation as to the present needs
of the defendant and establish
an alimony figure as of the date
of a new plenary hearing utiliz-
ing 7.7 percent as the rate of
income on the present value of
plaintiff’s stocks?

3. In either of the above situations,
am I also to attribute a 7.7 per-
cent rate of return on the defen-
dant’s invested assets?

The Supreme Court responded
by way of a letter issued by Stephen
Townsend, clerk of the Supreme
Court, amending the final para-

graph of its prior opinion to read as
follows:

We hold that the parties’ original
property  settlement agreement
should not be reformed based upon
[the wife's] allegation of uncon-
scionability. We also hold that annual
income should be imputed from all of
[the] plaintiff's investments based
upon the average preceding five-year
historical rate of return on A-rated
long-term corporate bonds. Conse-
quently, the decision of the Appellate
Division is modified and affirmed. We
remand the matter to the Family Part
for further proceedings consistent
with this opinion.

The remand brought an interest-
ing new twist to an already capti-
vating case.An application to inter-
vene was made on behalf of Mr.
Miller’s present wife, Mrs. Nolan
Miller, whom he married on Febru-
ary 14, 1990. That application was
denied.The trial court held that Mr.
Miller’s present wife’s interests
would be “amply and adequately
protected by [the plaintiff].” Follow-
ing the remand, Judge Whitken
issued a letter in May 2000 which
provided, inter alia, that the “only
interpretation” he could derive
from the Supreme Court’s response
to the three questions he submitted
to the Court for clarification was:

Each year a determination must be
made as to what all of [the hus-
band’s] investments are and then
impute income based upon the pre-
ceding five-year historical rate of
return on A-rate Long-Term Corporate
Bonds. It certainly appears that not
only is the 7.7% figure to be applied
to the $3 million worth of [husband’s]
assets as they were at the time of this
Court's hearing, but 7.7% is also to be
imputed to the $1.5 million invested
by [the husband] in municipal bonds.

The judge proceeded to recalcu-
late the plaintiff’s income by imput-
ing a 7.7 percent return to his $4.5
million worth of assets. The Court
further proceeded to “set alimony
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based upon all of the considerations
set forth in the statute, which find-
ings have already been made by the
Court in its written opinion which
findings were not in any way
reversed by the Supreme Court”
With that in mind, Judge Whitken
determined that it was not neces-
sary to hold another plenary hear-
ing. He did hold, however, that a
“recalculation of the parties’income
[would] be required each year [to
see] if there is a substantial change
in those figures,” which might war-
rant further modification of the hus-
band’s alimony obligation.

Again utilizing the 7.7 percent
average rate of return on corporate
bonds as identified by the Supreme
Court, Judge Whitken then calculat-
ed that the plaintiff’s total imputed
income from all of his investments
was $346,500, which was then
added to the $100,000 of earned
income he had previously imputed
to the husband in his 1995 opinion.
Therefore, the plaintiff’s total
imputed income was $446,500.
Similarly, by applying the 7.7 per-
cent figure to the defendant’s
investments, the judge calculated
that the defendant had $55,733 in
imputed investment income, which
was added to her $40,000 salary®
for total income of $95,733.

Judge Whitken went further and
reviewed the parties’ marital stan-
dard of living and the expenses
claimed by the defendant in her
case information statement. He
then noted the differences in the
income imputed to or earned by
each, and determined that the plain-
tiff’s alimony obligation should be
$100,000 per year.*

The Court issued a supplemental
letter opinion on June 12, 2002,
directing that the parties’ income be
recalculated each year following
1995 (the date of the original hear-
ing) to determine if a further modifi-
cation of the husband’s alimony
obligation was appropriate. On
August 1,2002, the judge’s order was
memorialized in a written order.

On September 11, 2000, the trial
judge issued another order and let-

ter in which he indicated that, in
lieu of a plenary hearing each year
to determine if changed circum-
stances had occurred to such a
degree that would warrant further
modification in the plaintiff’s oblig-
ation to pay alimony, the parties
would only be required to submit
their tax forms. If the returns indi-
cated a substantial change in their
respective financial conditions,
either party could seek a modifica-
tion with regard to the alimony
amount.

Both parties appealed, as did
Mrs. Nolan-Miller. Mr. Miller’s pre-
sent wife appealed, inter alia, on
the issue that she should have been
allowed to intervene in order to
protect her interest in the marital
assets on which the Court imputed
income.

On the second appeal, the Appel-
late Division addressed the numer-
ous issues raised by the parties, as
well as by Mrs. Nolan-Miller. First,
the Court found that the trial judge
should not have expanded his con-
sideration of the alimony issue to
include an evaluation of Mrs.
Miller’s actual earned income and
imputed investment income in set-
ting Mr. Miller’s alimony obligation.
Judge Whitken was found to have
erred in failing to set the husband’s
alimony obligation strictly in accor-
dance with the formula set forth in
the parties’ property settlement
agreement.

The court relied heavily on the
exact language wused by the
Supreme Court. They pointed out
that the critical issue that was
examined by the Supreme Court
was “whether income should be
imputed from a supporting
spouse’s investments for the pur-
pose of determining his or her abil-
ity to pay alimony pursuant to an
agreement.”

The Appellate Division found the
statement firmly and clearly
revealed that the Supreme Court
viewed the matter as urged by the
wife, specifically, that Mr. Miller’s
imputed investment income should
simply be utilized in the formula set

forth in their negotiated property
settlement agreement in order to
determine his alimony obligation.
The appellate court cited various
other language in the Supreme
Court decision which, they
believed, made it clear that invest-
ment income was not to be imput-
ed to Mrs. Miller.

The most significant indication
that the Supreme Court intended
for the trial court to use the formu-
la set forth in the agreement in
recalculating Mr. Miller’s alimony
obligation was their statement that
“[ulnder our holding, the trial court
must consider the imputed invest-
ment income in the same way as
income from salary and bonuses
earned from employment in deter-
mining how much alimony s due
and owing under the agreement.
The $200,000 cap on alimony
remains valid and enforceable’*
The appellate court concluded that
“the Supreme Court intended that
the Family Part judge mechanically
recalculate [the] plaintiff’s alimony
obligation under the agreement by
using his imputed earned income
and his imputed investment income
with the $200,000 cap remaining in
place”

The authors believe that this
opinion must be read in context. In
other words, the Supreme Court’s
decision in Miller suggests, in any
way, that absent a specific agree-
ment, which excludes the payee’s
income or some portion of it from
the alimony calculus, that the rule,
espoused in Miller, would and
should not apply to both the payor
and payee.

Another relevant issue addressed
by the appellate court was Mr.
Miller’s argument that Judge
Whitken erred in failing to exclude
50 percent of his assets when
imputing income to his investment
assets in light of the fact that they
were jointly held with his present
wife, Mrs. Nolan-Miller. Mrs. Miller
opposed that argument and assert-
ed that the law of the case doctrine
precluded Mr. Miller from raising
that issue for the first time at that
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stage of the litigation.

The court concluded that Mr.
Miller should be barred from rais-
ing his current wife’s “alleged
interest” in the assets at this junc-
ture of the case.The court reached
the conclusion:

in light of the findings by the Family
Part judge, this Court, and the
Supreme Court, regarding the size
and ownership of husband’s financial
investments, the reliance on those
findings by the three courts in issuing
their decisions, and the opportunity
plaintiff had to litigate the issue earli-
er. The plaintiff had never challenged
Judge Whitken’s findings that he had
financial assets worth $6 million,
though he was now claiming that
many of those assets were jointly
owned with his current wife.

Likewise, the Appellate Division
found that Mr. Miller failed to raise
the issue on the initial appeal and on
appeal to the Supreme Court, even
though the critical issue raised there
was clearly framed as “whether
income should be imputed from a
supporting spouse’s investments for
the purpose of determining his or
her ability to pay alimony pursuant
to an agreement.”*’

Lastly, with regard to Mrs.
Nolan-Miller’s argument that the
trial court erred in failing to grant
her request to intervene, the court
concluded that her application
was not timely made. The Appel-
late Division agreed with the trial
court that any interest Mrs. Nolan-
Miller had in the matter was
amply protected by her husband’s
participation in the case.The mat-
ter was again remanded to the
trial court for further proceed-
ings, consistent with this most
recent decision.

Given the questions raised by
the initial Miller decision, and the
issues that have arisen since as a
result of the appeals, it is likely that
the Supreme Court has not seen the
last of the Millers.A petition for cer-
tification has been filed.

IMPUTATION OF INCOME TO ASSETS
BEFORE MILLER

Courts in other jurisdictions
have applied the principles enunci-
ated by our Supreme Court in
Miller for years in both the contexts
of child support and alimony. For
example, in Kay v. Kay,”® the Court
held that the payor’s capital and
other assets could be used to pay
alimony and child support, and
would not be exempt because he
knowingly maintained them in a
form that limited the amount of
income they produced. The Court
of Appeals of Indiana, in Gardner v.
Yrttima,” relied upon the decisions
of sister states, including the New
Jersey decision in Connell, supra,
holding that interest, dividends and
other return on investments from
inherited assets of the payor, there-
in the mother, was income for pur-
poses of calculating child support.
That court further held that if the
inherited assets were invested in
such a way that they failed to pro-
duce income, the court could con-
sider whether it was equitable and
appropriate, in a particular case, to
impute income to those assets.*

The California Court of Appeals
held that the imputation of income
to investments was appropriate in
the context of a child support cal-
culation, even where the payor’s
assets had historically been non-
income producing. The court fur-
ther held that although the history
of non-income production was a
factor to be considered by the
court, it did not prohibit the court
from exercising its discretion in
imputing income.*'

A number of states have
addressed the issue, as it relates to
child support, by including, within
their child support guidelines or
applicable statutes, a definition of
income that specifically provides
for the imputation of income to
investment assets or other non-
income producing assets. For exam-
ple, New York’s Child Support Stan-
dards Act** grants express discretion
to the family court to “attribute or
impute income from non-income

producing assets to a parent
charged with the support of his or
her children”* In Vermont, child
support is based on the parent’s
gross income. That state’s statute
defines gross income as the “actual
gross income of the parent” includ-
ing “income from any source,
including, but not limited to, ... trust
income” and further provides that
“income at the current rate for
long-term United States Treasury
Bills** shall be imputed to non-
income producing assets with an
aggregate fair market value of
$10,000.00 or more”?

THE AFTERMATH - HOW HAS MILLER
CHANGED THE PRACTICE

Not including the claims by Mrs.
Nolan-Miller, the decision in Miller
raised many questions for practi-
tioners and judges alike, including,
but certainly not limited to, those
raised in an intriguing article by
John P. Paone Jr., which was pub-
lished shortly after the Miller deci-
sion. Mr. Paone raised the following
questions:

e Should income imputation of
investment assets be applied in
all cases, or is this analysis
fact/case specific? (The authors
propose that it should be applied
in all cases where it is equitable
to do so. In other words, a rea-
sonable rate of return should be
imputed against non-income
producing assets, except to the
extent non-income producing
assets should exist to meet the
marital lifestyle. For instance, if
the parties lived in a $300,000
home during the marriage and
now one spouse uses $600,000
of his or her assets to buy a new
home, $300,000 should be
imputed with a reasonable rate
of return. Also, a threshold
amount may be considered,
which must exist before imputa-
tion is performed. For instance,
the Vermont Legislature chose
$10,000 in that state’s definition
of gross income.)

e Does this imputation of income
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also apply to the supported
spouse’s investments? (The
authors say yes, except as other-
wise specifically agreed by the
parties, as in Miller.)

* Will the court apply this same
bright-line rule to initial alimony
awards, or does it apply only in
the context of a modification
application? (The authors pro-
pose, and believe the law now
provides, that it should be
applied equitably at the time of
an initial award and upon
review for modification.)

e If child support is also an issue,
are two different income figures
utilized since the definition of
income used in Miller is more
expansive than that set forth in
our Child Support Guidelines?*
(The authors propose that one
standard should be used for
each party’s income. The Miller
standard should be used and the
Child Support Guidelines appro-
priately modified.)

The decision in Miller has been
cited in only a few cases, and even
then only with general reference to
a change of circumstances applica-
tion.”” It was also cited in the recent
unpublished case of William Van
Stuck v. Christine H. Van Stuck,*®
decided by the Appellate Division
on March 11, 2002.

In that case, the appellant-hus-
band contended, inter alia, that the
trial court had failed to apply Miller
when calculating the parties’
respective incomes for alimony pur-
poses, and the cross-appellant wife
contended, among other things,
that the trial court erred in not
imputing income to the husband’s
real property. The court responded
as follows:

With regard to the wife’s asser-
tion, the court held that Miller did
not apply to the husband’s real
property since the facts in this case
were distinguishable from those in
Stifler, where income-producing
assets were used to purchase non-
income producing assets. Moreover,
the court recognized that the trial

court did take into consideration
the rental income from the proper-
ty, as well as the potential sale pro-
ceeds from the properties as
required by N.JS.A. 2A:34-
23(b)(A D).

The appellate court rejected the
husband’s contention that the trial
court should have used a lower rate
of return than that which was actu-
ally received on his investments for
the alimony calculus. The court
properly recognized that the trial
court was not faced with the prob-
lem of imputing income to an
investment or asset, which is earn-
ing only negligible income as in
Miller. The husband’s portfolio was
realizing a healthy rate of return
above the 7+ percent suggested in
Miller.

There is nothing in Miller that
would require a judge to utilize a
lesser rate of return than what was
actually earned.”®

The court in the Connecticut
case of Leidner v. Leidner® cited
Miller specifically with reference to
the imputation of income to an
inherited asset. However, that case
is neither instructive nor enlighten-
ing, as the court merely imputed an
interest, at the rate of six percent, to
an inheritance that was deposited
in a Fleet money market account.
This imputation occurred only
because the litigant failed to
address the issue of what interest
rate was being paid, and does not
provide any guidance on the com-
plex tasks suggested in Miller.

Relying in part on the decision in
Miller, the Supreme Court of Ver-
mont clarified the definition of
gross income for the purpose of cal-
culating child support. The Court
held that “income at the current
rate for long-term United States
Treasury Bills shall be imputed to
non-income producing assets with
an aggregate fair market value of
$10,000.00 or more

CONCLUSION

Based upon the instruction pro-
vided by Miller, the matrimonial
practitioner is now given at least

two guideposts in calculating a rea-
sonable rate of return for invest-
ment assets. We propose that the
law should clearly require this
imputation to apply equally to sup-
porting and supported spouses.The
Miller guideposts are:

Moody’s Composite Index on A-
rated Corporate Bonds (now result-
ing in 7.44 percent);* and

Lehmann Brother’s Five-Year
Average on TBonds Index. Since
this indicator could not be found
for this article, we used the
Salomon Smith Barney Term U.S.
Treasury Bond Index (now result-
ing in 6.04 percent).

Other courts have suggested
other rates (e.g., Barrett v. Barrelt,
963 S.W.2d 454 (Mo. Ct.App. 1998)
suggesting a five to six percent
rate). Another example of other
rates is the Vermont statute that
requires imputation at the current
rate for long-term United States
Treasury Bills. This law requires that
income shall be “imputed to non-
income producing assets with an
aggregate fair market value of
$10,000.00 or more*

There are still other indicators of
reasonable rates of return such as
the change in the Dow Jones Indus-
trial Average and the change in the
Standard and Poor’s 500 Index. An
advocate could ask a court to con-
sider the average of the four above-
referenced indicators, (which is
4.33 percent), for the past five
years, as follows:

Note Problem When Using His-
torical Indexes: Beware that the
above-stated bond rates may
include a combination of dividend
plus/minus appreciation or loss of
the bond (which doesn’t always
result in direct income to the bond-
holder). Therefore, the bond may
not actually throw off that much
income.*

However, whether one follows
the strict ruling of Miller, an aver-
age of various indicators or some
other reasonable rate of return dic-
tated by the facts and equity, one
thing is very clear — liquid assets
(and non-liquid assets which reflect
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Yield of Moody’s Composite Bond
Index Of A Rated Corporate Bonds

Yield of Salomon Smith Barney
Long Term US Treasury Bond Index

Change in Dow Jones Industrial
Average

Change in Standard And Poor’s 500
Index

Average of Four Indicators

1998 1999 2000
6.87% 7.45% 7.98%
5.86% 6.37% 6.38%
16.10% 25.22% -6.17%
26.67% 19.53% -10.14%

The figures reported for 2002 are through July 31.

2001 2002*  Average
7.49% 7.39% 7.44%
5.77% 5.80% 6.04%
-7.11% -12.21%  3.17%
-13.04%  -19.52%  0.70%
4.33%

an above marital lifestyle standard
of living — See Stiffler) are subject
to the fair imputation of income.

The full impact of Miller has yet
to be seen in New Jersey. The
Supreme Court left it to the bench,
bar and Legislature to fine tune the
rather complex task of imputing
income to assets distributed inci-
dent to divorce and to answer, per-
haps on a case by case basis, some
of the questions posed in this and
other articles on the subject.” Since
the Miller decision was rendered,
the issue was at least partially
addressed by the Legislature with
the addition of N.J.S.A. 2A:34-
23(b)(11), which provides that “the
income available to either party
through investment of any assets
held by that party,” must be consid-
ered in the alimony calculus.

What is clear is that the practi-
tioner must be mindful of the pos-
sibility of the imputation of income
as prescribed by Miller; and make
zealous inquiry from the very first
consultation with a matrimonial
client as to the nature of each and
every one of the assets held by each
party and how those assets will be
situated after a divorce. If these
issues are explored from the very
start of the litigation, we will be in
the best possible position to cre-
atively and artfully address the issue
of imputing income to assets in the
appropriate case and assist the

court as to the manner in which the
imputation should be undertaken.
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Before and After the Vows:
From Pre-Nups to Post-Nups

by Toby Solomon

nforceability of agreements
procured fairly has been part
of our jurisprudence. How-
ever, courts have always
treated marital agreements with
greater scrutiny. Marital agreements
differ from other contracts as they
are to be performed in the future,
and are made in the context of a
relationship which may continue
for many years after the agreement
is executed, and before it is
enforced. Consequently, the possi-
bility that subsequent events or the
nature of the parties’ relationship
may render it unfair or uncon-
scionable to enforce is greater than
in the case of ordinary contracts.

PREMARITAL AGREEMENTS

In the last 20 years, however,
New Jersey has increasingly recog-
nized the benefits of premarital
agreements, and accordingly the
courts have enforced such agree-
ments. Initially, our courts were
reluctant to enforce premarital
agreements, holding that it was con-
trary to public policy to enforce
contracts that might facilitate
divorce. However, in Marschall v.
Marschall,! a trial court reversed
that trend with its holding that “any
possibility that New Jersey might
regard antenuptial agreements fix-
ing post-divorce rights and obliga-
tions as generally void or unen-
forceable, or that the courts of this
State will grant them only grudging
acceptance, should be discarded.”

In Marschall, supra, the plain-
tiff/wife and defendant/husband
were married when they were 60
and 65 years of age, respectively.? It
was the second marriage for each

of the parties, and each had adult
children from prior marriages.® Six
weeks prior to their marriage, the
parties entered into an antenuptial
agreement, each seeking to pre-
serve his or her respective estate
for their children of prior relation-
ships.” Each party was represented
by independent counsel, although
the plaintiff later claimed that no
discovery was conducted prior to
the execution of the antenuptial
agreement, and that she did not
know that the defendant was worth
at least $5,000,000.° Nonetheless,
the parties entered into the agree-
ment, each waiving any claim to the
other’s estate, with the exception
that the plaintiff was to receive
$100,000 if the parties divorced or
if the defendant predeceased her.
Approximately four years later, the
parties separated, at which time the
plaintiff contested the validity of
the antenuptial agreement.’

The court in Marschall acknowl-
edged that until that time, courts
favored antenuptial agreements
which defined each parties’ rights
at the time of death, but disfavored
agreements which specified the
parties’ rights in the event of
divorce.® Courts had been unwilling
to enforce agreements fixing the
parties’ rights at the time of divorce
because it was perceived that such
agreements were against public
policy, which favored preserving
marriages.” The Marschall court
concluded that this traditional
approach was no longer practical in
light of the number of marriages
which end in divorce, and held that
“antenuptial agreements fixing
post-divorce rights and obligations

should be held valid and enforce-
able” as long as there is full disclo-
sure prior to the execution of the
agreement, and the agreement is
not unconscionable."

The court was adamant that full
disclosure of one’s assets, income
and any other relevant information
was absolutely necessary, observing
that at the time antenuptial agree-
ments are executed, the parties are
at their closest, and most likely to
trust the other party." However, the
court concluded that as long as
both parties had fully disclosed all
relevant information, the agreement
should be enforced unless the
agreement was unconscionable. For
example, if the agreement would
result in one spouse becoming a
public charge, or being forced to
live at a standard of living which
was considerably below that which
he or she enjoyed prior to and dur-
ing the marriage.'

The court’s holding in Marschall
was codified as N.J.S.A. 37:2-31, et.
seq. (the Uniform Premarital Agree-
ment Act). The act sets forth that
parties may contract with respect
to the rights and obligations of each
with regard to any property, spousal
support, death benefits, wills,
choice of law, and matters concern-
ing their personal rights and obliga-
tions. The burden of proof to set
aside such an agreement is on the
party alleging the agreement to be
unenforceable. A party must prove
by clear and convincing evidence
that the party either executed the
agreement involuntarily, that it was
unconscionable at the time enforce-
ment was sought, that there was
not full disclosure of all financial
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information, or that he or she did
not have independent legal coun-
sel.

The issue of unconscionability
must be determined by the court as
a matter of law. The act defines an
unconscionable premarital agree-
ment as one which, either due to a
lack of property or unemployabili-
ty: 1) renders a spouse without a
means of reasonable support; 2)
makes a spouse a public charge; or
3) provides a standard of living far
below that which was enjoyed
before the marriage."

RECONCILIATION AGREEMENTS

Recognition and enforcement of
premarital agreements led at least
one New Jersey court to recognize
a reconciliation agreement. The
enforceability of reconciliation
agreements was examined in
Nicholson v. Nicholson."* The
Nicholson agreement was entered
into when the parties were on the
brink of divorce. In Nicholson, the
husband agreed to deed the marital
home to the wife while the two
were separated, in exchange for the
wife’s assurance that he could
return to the marital home and that
they would attempt to reconcile.”
The execution of the agreement
was the basis for the parties’ recon-
ciliation.They remained married for
an additional 12 vyears, during
which time the husband never
asked to have his name returned to
the deed of the marital home.At the
time of divorce, however, the hus-
band asserted a claim against the
marital home.

The Nicholson court stated that
the reconciliation agreement could
not be treated as a premarital agree-
ment, nor could it be treated as a
separation agreement entered into
as part of a divorce proceeding.'
Although the court recognized that
it could not enforce every promise
made during a marriage, it held that
when “the marital relationship has
deteriorated at least to the brink of
an indefinite separation or a suit for
divorce, a spousal promise that
induces a reconciliation will be

»17

enforced if it is fair and equitable.

The court further held that
before such an agreement could be
enforced, courts must determine
whether there was a substantial rift
between the parties at the time the
promise was made, that the agree-
ment was fair and equitable when
made, and that the parties are act-
ing in good faith and changed cir-
cumstances must not have ren-
dered literal enforcement
inequitable.” If both of these condi-
tions were met, the court held that
such agreements should be
enforced, as public policy favors
preserving marriages, and reconcili-
ation agreements are, by definition,
increasing the duration of an other-
wise doomed marriage."”

MID-MARRIAGE AGREEMENTS

It is against this background that
the New Jersey Appellate Division
addressed the issue of mid-marriage
agreements in Pacelli v. Pacelli.* In
Pacelli, the wife challenged the
validity of a mid-marriage agree-
ment which resolved all issues of
equitable distribution and alimony
in the event of a divorce.* At the
time the parties were married, the
husband, who was 24 years older
than the wife, was worth at least $3
million dollars. The husband was
the sole source of support during
the marriage, and the parties lived
an affluent lifestyle. Ten years into
the marriage, when the parties had
two children, the husband told the
wife that he would divorce her if
she did not agree to sign a mid-mar-
riage agreement encompassing the
financial terms he set forth. To
demonstrate that he was serious,
the husband moved into an apart-
ment above the garage during this
time.

Both parties retained indepen-
dent counsel, and entered into an
agreement whereby the wife would
receive $500,000 for equitable dis-
tribution and alimony if the parties
were to divorce in the future.”? The
wife and her attorney both testified
that the wife was willing to sign
anything to save her marriage. The

husband told his attorney that he
wanted to limit his financial liability
in the event of a divorce.” There
were no negotiations, and the wife
was told that either she sign the
agreement as is, or the husband
would file for divorce.** The wife
signed the agreement. When the
husband filed for divorce almost
nine years later, his net worth was
more than $11 million dollars and
he had an annual income of about
$500,000. After a 20-year marriage,
the wife received only $500,000,
half the equity in a vacation home
and a contribution by her husband
toward her legal fees. She received
no alimony.

Whether the mid-marriage agree-
ment should be enforced was an
issue of first impression in New Jer-
sey.While the trial court upheld the
mid-marriage agreement, the appel-
late court reversed, finding that the
agreement was so inherently coer-
cive and unfair that it should not be
enforced.The appellate court’s deci-
sion was a welcome step at the
time in addressing mid-marriage
agreements. The court held that
judges must more closely scrutinize
mid-marriage agreements than pre-
marital agreements.

The court began its analysis by
finding that mid-marriage agree-
ments could neither be compared
to premarital agreements, nor sepa-
ration agreements, made at the con-
clusion of a marriage.” The court
distinguished mid-marriage agree-
ments from premarital agreements,
because one party can always walk
away from an impending marriage
if the other party proposes unrea-
sonable terms, whereas in the
Pacelli case, the wife was married
for 11 years with two children and
was desperate to save her mar-
riage.*

Similarly, the court distinguished
separation agreements, when par-
ties are adversarial, and each party
is attempting to preserve his or her
economic future.” The court relied
in part upon the holding in Nichol-
son, supra. Specifically, the court
found two factors particularly rele-
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vant: (1) that the marital relation-
ship be on the brink of divorce at
the time of the agreement; and (2)
that the agreement be fair and equi-
table at the time it is executed, and
at the time enforcement is sought.*
This is a significant difference from
the enforceability of premarital
agreements which need to be
found unconscionable rather than
fair and equitable, and must be
found to be so only at the time
enforcement is sought. The Pacelli
court stated that mid-marriage
agreements “are pregnant with the
opportunity for one party to use
the threat of dissolution ‘to bargain
themselves into positions of advan-
tage.”® Nonetheless, the court held
that “[w]e need not decide whether
such agreements are so inherently
and unduly coercive that they
should not be enforced, though we
conclude that, at the very least, they
must be closely scrutinized and
carefully evaluated.”*

This holding leaves parties with
a vast gray area, and a great deal of
latitude in determining what is fair
and equitable, which presents a
dilemma for both attorneys and par-
ties contemplating a mid-marriage
agreement. For couples who do
want such an agreement, the ques-
tion becomes how should they pro-
ceed. Presently, the answer is —
with extreme caution.

Although other jurisdictions
have addressed the issue of mid-
marriage agreements, there is little
instruction. Typically, these cases
involve agreements entered into by
the parties in an attempt to pre-
serve their estates for children born
of prior relationships. These cases
have not addressed the rights of
each party upon the dissolution of
the marriage, but rather upon the
death of one party, and therefore
courts have been willing to uphold
such agreements. Courts have
expressed a reluctance to enforce
agreements, however, where the
parties have contemplated the dis-
solution of the marriage.

In Rockwell v. Estate of Leon
Rockwell,*' the court upheld a mid-

marriage agreement where each
party waived his or her interest in
the other’s estate so that children
from their prior marriages would
inherit upon their death. The court
held that a spouse could waive his
or her interest in the other’s
spouse’s property as long as the
decision was fair, and voluntarily
made.*” The Rockwell court stated
that, “Post-nuptial agreements made
during an exiting separation are
thought to further judicial policy
favoring settlement of controver-
sies over litigation.” However, the
court noted that “objections are
validly raised to post-nuptial agree-
ments where those agreements
seek to effectuate a separation or
contemplate a future separation.”*

In re the Marriage of: Florence
S. Button,* the Supreme Court of
Wisconsin considered whether a
postnuptial agreement should be
binding upon the parties. Although
the statute provided that a “written
agreement for property distribution
shall be binding upon the Court”
and that “the Court shall presume
any agreement to be equitable as to
both parties,” the court unequivo-
cally stated that “No written agree-
ment shall be binding, however,
where the terms of the agreement
are inequitable as to either party”®
The court held that the require-
ments were assessed at the time of
the execution of the agreement, but
if circumstances significantly
changed since the agreement, they
should also be assessed at the time
of divorce.*

The Button Court stated:

Marriage is not simply a contract
between two parties. Marriage is a
legal status in which the state has a
special interest. Certain rights and
obligations dictated by the state flow
from marriage, and the legislation
requires the divorce court to scrutinize
an agreement between the spouses
carefully. The parties are free to con-
tract, but they contract in the shadow
of the court’s obligation to review the
agreement on divorce to protect the
spouses' financial interests on divorce.”

In Flansburg v. Flansburg,® the
court upheld a mid-marriage agree-
ment entered into by the parties
while they were separated and
attempting to reconcile. This agree-
ment, designated as a post-nuptial
agreement, was similar to the recon-
ciliation agreement addressed by
the New Jersey Appellate Division
in Nicholson, supra. The court in
Flansburg, supra, held that the
extension of the marriage was suffi-
cient consideration, and since there
was no evidence of fraud or misrep-
resentation, and both parties had
freely entered into the agreement,
the agreement was enforceable.®

In Dablin v. Dablin,” the court
upheld a post-nuptial agreement by
finding that it was actually a “prop-
erty status agreement.”*' In Dablin,
the parties divorced, subsequently
reconciled and eventually remar-
ried. Under the terms of their first
divorce, the wife was granted sole
ownership of the marital home.*
Ten months after the parties were
remarried, and four months prior to
their second separation, the parties
entered into a post-nuptial agree-
ment.? According to the terms of
the agreement, all of the parties’
property as of the date of execution
became community property,
including the wife’s home, and the
husband’s law practice.*

The court distinguished their
agreement from a prenuptial agree-
ment, concluding that the agree-
ment was simply a “property status
agreement,” rather than a “property
settlement agreement.” The court
based its decision upon the fact
that the parties’ agreement did not
set forth a resolution with regard to
the division of assets if the parties
were to subsequently divorce. The
agreement merely recharacterized
the parties’ separate property as
community property.*

The Kansas Supreme Court
upheld a parties’ mid-marriage
agreement because the parties
specifically incorporated Kansas’
statute regarding prenuptial agree-
ments, and the agreement complied
with the requirements of the
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statute.” The parties entered into
the mid-marriage agreement while
they were separated, and thereafter
reconciled. Approximately one year
later, the parties filed for divorce,
and the husband sought to enforce
the agreement.

The Court examined the Kansas
Uniform Premarital Agreement Act,
and concluded that the statute was
not intended to be applied to mid-
marriage agreements.” This conclu-
sion was based not only upon the
legislative history, which clearly
delineated that the statute was
intended for agreements entered
into in contemplation of marriage,
but also upon the recognition that
parties are in vastly different nego-
tiating positions when entering into
a mid-marriage agreement as
opposed to a prenuptial agree-
ment.” However, the court pro-
ceeded to hold that parties can vol-
untarily bind themselves to the
terms of an otherwise inapplicable
statute as long as to do so would
not violate public policy.”

The court found that public pol-
icy would not be violated by apply-
ing the state’s prenuptial statute to
the parties’ mid-marriage agree-
ment, and concluded that the mid-
marriage agreement complied with
the requirements of the prenuptial
statute, and was therefore enforce-
able.”' In so doing, the court was
explicit that this was only proper
because the parties had specifically
incorporated the prenuptial statute
into their mid-marriage agreement,
and that otherwise the prenuptial
statute would not apply.”

While there is little guidance on
this issue, a mid-marriage agree-
ment in certain instances may be an
ideal manner of resolving issues,
particularly financial ones, which
may arise between spouses. It
should be possible to properly craft
a mid-marriage agreement to define
the rights and responsibilities of
each party. Such agreements pro-
vide spouses with the opportunity
to ensure predictability, plan their
futures with more security and
decide their own destiny.

LEGISLATION

As premarital agreements became
more common, so did the litigation
regarding their enforceability. As a
result, the New Jersey Legislature
enacted a statute setting forth stan-
dards for such agreements. Similarly,
perhaps there should be a statute
addressing mid-marriage agree-
ments, to guide lawyers, clients and
courts. Although, as in premarital
agreements, each case will ultimate-
ly be decided on a case-by-case basis,
there should be a guidepost, and fac-
tors to consider when determining
whether such an agreement is
enforceable. The Legislature may
adopt a higher bar for enforcement,
as the Pacelli court did in determin-
ing that a mid-marriage agreement
has to be fair and equitable, and not
simply unconscionable, both at the
time it was entered into and at the
time of enforcement.

Determining what is fair, howev-
er, is a subjective standard, and
could actually encourage litigation
rather than avoid it. Courts are not
blind, nor should they be, to the fact
that parties may be in unequal bar-
gaining positions due to economics,
education and sophistication. How-
ever, voiding such agreements is not
the solution. Instead, the existing
legal principles relating to fraud,
duress, undue influence and uncon-
scionability as embodied in New Jer-
sey’s Uniform Premarital Act should
be applied. If safeguards are in
place, i.e, both parties are repre-
sented by counsel, there is full dis-
closure of all assets and income, and
no coercion, then parties can clarify
their rights and responsibilities. Just
as importantly, a party’s expecta-
tions can be determined and
defined at this time, and should the
parties subsequently divorce, costly
litigation should not be necessary.

Agreements made between
spouses should be valid and
enforceable, as long as they are pro-
cured fairly and are not uncon-
scionable. Presently, however, with-
out a statute to rely upon, a lawyer
must inform any party entering into
a mid-marriage agreement that the

provisions altering support rights
are particularly vulnerable to
review. It must be remembered
that, first and foremost, the family
court is a court of equity, and a dis-
tinction has always been drawn
between marital and other con-
tracts. In the special context of fam-
ily litigation, the New Jersey courts
have held that only settlement
agreements which are fair and equi-
table “...fall within the category of
contracts enforceable in equity”*

The law has allowed particular
lenience to agreements made in
the domestic relations arena and
provides judges with greater dis-
cretion when interpreting such
agreements.’* Such discretion lies
in the principle that even though
marital agreements are contractual
in nature,“contract principles have
little place in the law of domestic
relations.”” New Jersey has specifi-
cally recognized that a marital
agreement may be set aside if there
is overreaching by one party with
the power to take advantage of a
confidential relationship, or if it is
unconscionable.*

Waivers of spousal support in
premarital and mid-marriage agree-
ments, although not per se unen-
forceable, may be violative of public
policy, and will almost always be
analyzed on a case-by-case basis. A
potentially problematic aspect of
this particular issue is the interplay
between the time period for mea-
suring the unconscionability of an
agreement with regard to spousal
support. Due to the possibility of a
change of circumstances, although
both parties may be self-sufficient
in earning ability at the time the

agreement is entered into, the
agreement may later become
inequitable.

N.J.S.A. 2A:34-23(b), sets forth
factors to be considered in deter-
mining alimony, and although par-
ties may waive their rights, these fac-
tors can only be measured at the
time of dissolution. Accordingly, the
Pacelli court holding that a mid-mar-
riage agreement should be evaluat-
ed at the time it is entered into and
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at the time enforcement is sought
may be the better standard. It seems
apparently clear that courts will
have to find some means of deter-
mining the validity of spousal sup-
port waivers within the context of
mid-marriage agreements.
Jurisprudence clearly favors the
validity and enforcement of agree-
ments. Therefore, what is needed at
present is for our Legislature to
address the issue of mid-marriage
agreements. Courts have enforced
reconciliation agreements when
they could find that they help pro-
mote marriages. However, this fic-
tion should be dismissed, as the real-
ity is that many marriages do end in
divorce. With proper safeguards and
legislative involvement, mid-mar-
riage agreements should be enforce-
able just as premarital agreements
are now enforceable. The key to
ameliorating the impact of post-
agreement events is to try to address
them in the agreement to the extent
possible. However, until there is clar-
ity on this issue, family law practi-
tioners should be wary of drafting
mid-marriage agreements. B
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Recent Developments in Stock
Options: The Once-Popular
Compensation Plan at a Crossroads

by Charles EVuotto Jr. and Theodore P Brogowski

hen the heady days
of the technology
boom slipped away,
and the general pub-
lic began to hear frequent refer-
ences to men like Kenneth Lay and
Bernard Ebbers (CEOs of Enron and
WorldCom, respectively), it was
clear to most pundits, legislators,
and market analysts that stock
options could come under fire as
being responsible for a sizeable por-
tion of the losses that had recently
befallen investors. For example, in a
recent article in the Wall Street
Journal, Diya Gullapalli noted that
the distribution of stock options in
divorce now appears more akin to a
game of hot potato than a battle
over a coveted asset.'
Notwithstanding such
ments, it is clear that employee
stock options represent, for many
parties, an important component of
the marital estate. For every compa-
ny, like Lucent, that is trading in the
single digits,” there is another, like
Exxon-Mobil,’ that remains prof-
itable. Furthermore, options on a
depressed company’s stock may
have no or little value now, but may
very well have great value before
their expiration.As most companies
continue to provide stock options
as components of executive com-
pensation and incentive compensa-
tion packages, these assets will con-
tinue to be issues that affect prop-
erty distribution in divorce for the
foreseeable future.
Because stock options will
remain assets to be distributed in

com-

divorce, it is important to consider
the recent developments that have
changed the way options will be
addressed by the legal system after
the financial scandals that have
recently rocked the nation.This arti-
cle will address the current view on
stock options by a number of key
figures in the worlds of finance and
law, the recent corporate fraud law,
an IRS regulation addressing taxa-
tion issues related to transferred
options, and recent case law
addressing employee stock options.

OPTIONS TO BE EXPENSED BY
CORPORATIONS

Most commentators regard the
failure of major corporations, such
as Enron and WorldCom, to be
reflective of a widespread problem
regarding the accounting of execu-
tive compensation and pension
plans. One of the most well-
respected and successful corporate
officers, Warren Buffett, Chief Exec-
utive Officer of Berkshire Hath-
away, Inc..” stated that corporations
have erred in their treatment of
stock options by virtue of their fail-
ure to list these options as compen-
sation expenses in their financial
statements.® Mr. Buffett noted that
the failure to report stock option
grants on their financial statements
as expenses has been, at best, a fool-
ish accounting practice, and at
worst, dishonest.

Chief exeutives frequently claim that
options have no cost because their
issuance is cashless. But when they do

so, they ignore the fact that many
CEOs regularly include pension
income in their earnings, though this
item doesn't deliver a dime to their
companies. They also ignore another
reality: When corporations grant
restricted stock to their executives
these grants are routinely, and proper-
ly, expensed, even though no cash
changes hands.

When a company gives something of
value to its employees in return for
their services, it is clearly a compensa-
tion expense. And if earnings don't
belong in the earnings statement,
where in the world do they belong?’

A similar critique — that a major
flaw concerning corporate
accounting relates to the expensing
of executive compensation
(options in particular) — was made
by Jeffrey Garten, Dean of the Yale
School of Management.® As Garten
puts it, “[the] magnitude of stock
options — and the fact that they
were not treated as a company
expense — gave executives too
much incentive to cut corners to
pump up stock prices in the short
term.”” In response to the public’s
demand for reform of corporate
practices, primarily with relation to
accounting and executive compen-
sation (and therefore stock
options), the present administration
has endorsed the reform platform.
The chairman of the board of gov-
ernors of the Federal Reserve Bank
(FRB), Alan Greenspan, has also
urged that stock options be treated
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as expenses by corporations.'

Perhaps as an attempt to provide
some encouragement for those cor-
porations who have resisted
reform, the IRS has proposed a reg-
ulation that would require U.S. com-
panies to treat stock options as an
expense when involved in interna-
tional ventures."

The end result of this
groundswell of criticism of corpo-
rate accounting practices and the
Enron/WorldCom scandals has
been some changes in the federal
government’s treatment of corpo-
rate accounting practices and com-
pensation programs.Two in particu-
lar stand out: The Sarbanes-Oxley
Act of 2002 and IRS Revenue Ruling
2002-22.The first directly addresses
many of the accounting practices
now under fire. The second address-
es the taxation of stock options
incidental to divorce.

THE SARBANES-OXLEY ACT OF 2002

The Bush Administration and
Congress responded to the prob-
lems created by the recent account-
ing scandals through the non-parti-
san passage of the Sarbanes-Oxley
Act of 2002."> Much has been made
of this act,” but it remains to be
seen whether it has the teeth to
combat corporate malfeasance. Sar-
banes-Oxley was designed to
address the questionable account-
ing practices undertaken by
accounting firms, such as Arthur
Anderson, and corporations, such as
Enron, in the preparation of
required Securities and Exchange
Commission (SEC) financial state-
ments."

One of the biggest problems
with the accounting practices used
in the preparation of these state-
ments has been the issue of expens-
es, such as loans and non-salary
executive compensation. Corpora-
tions, as part of a combined incen-
tive and retention program, often
offer executives stock options and
enhanced performance pay.The key
issue, with regard to accounting
practices, has been how or if these
incentives are shown on annual and

quarterly financial statements.

The position of the IRS has been
that corporations should list these
plans (options in particular) as
expenses on their financial
reports.'”” While this would certainly
reduce the profit shown by some
corporations on their statements, it
is the position of many, including
the aforementioned CEO of Berk-
shire Hathaway, that this is the more
accurate profit figure for corpora-
tions.'

Sarbanes-Oxley only indirectly
addresses the problem of the inclu-
sion of executive compensation in
financial statements. Title I, Section
108 of the act requires audits to fol-
low generally accepted accounting
practices in the preparation of cor-
porate financial statements.'” In
order to enforce this requirement,
the act creates an oversight body
(the Public Company Accounting
Oversight Board, or PCAOB)" that
will determine which principles of
accounting are generally accept-
ed.” While creating this new board
to determine the appropriate
methodology for accountancy in
the preparation of financial reports,
the act makes no judgment as to the
treatment of options by corporate
auditors. Thus, the newly created
oversight board will be forced to
determine what standards are
acceptable in the treatment of
stock options.

The oversight board’s treatment
of these options will be determined
based on whether the board
approves of the accounting meth-
ods used by corporate auditors.*
Given the fact that there are oppos-
ing views on the treatment of
options,” it is conceivable that the
board will not require corporate
auditors to expense options. This
leaves open the same loopholes
that existed prior to Sarbanes-
Oxley.” Past shareholder derivative
cases have demonstrated that this
may be problematic, especially
when addressing executive com-
pensation, as shareholders will still
lack accurate information upon
which they can act to ensure

accountability in their boards of
directors.?

Sarbanes-Oxley also imposes
much stiffer penalties for account-
ing malfeasance than has been
imposed in the past.** The act
imposes longer terms of incarcera-
tion, fines, and fee awards against
those who violate the act or other
sections of the Securities Exchange
Act of 1934 (the underlying act for
all federal securities law).” While
the penalties are more severe, it is
unclear whether the increased
penalties enable greater discovery
and apprehension of those engaged
in accounting fraud.

While the same standards prob-
lem exists with regard to account-
ing practices, it is clear that the
board will be able to enforce what-
ever standards it does impose. How-
ever, the act’s relationship to equi-
table distribution may be limited to
the impact it has on corporations’
willingness to grant options if they
are required to expense them and
thereby reduce their bottom line.

REVENUE RULING 2002-22

On May 13,2002, the IRS released
Revenue Ruling 2002-22, in order to
address confusion concerning stock
options and taxation.* When stock
options are transferred incident to
divorce, two particular tax regula-
tions apply to that transfer: 26 C.ER.
1.1041-1T and 26 C.ER. 1.83-7.The
first specifically deals with the trans-
fer of property between spouses
during divorce.” Under this regula-
tion,

A taxpayer who transfers interests in
nonstatutory stock options and non-
qualified deferred compensation to
the taxpayer’s former spouse incident
to divorce is not required to include
an amount in gross income upon the
transfer. Rather, the former spouse
[receiving the options] is required to
include an amount in gross income
when the former spouse exercises the
stock options or when the deferred
compensation is paid or made avail-
able to the former spouse.?®
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The ruling only applies to the
transfer of stock options or non-
qualified deferred compensation
transferred in the context of a
divorce.”

Prior to Revenue Ruling 2002-
22, it was possible for the transferor
spouse to be taxed upon the trans-
fer of stock options to the transfer-
ee spouse.* Now, the transferor
spouse has non-recognition of the
transfer of the options as a taxable
event, and the transferee spouse
bears the tax burden for the
options.*!

The impact of this recent ruling
concerning stock options is the res-
olution of confusion concerning the
taxability of transferred non-qualify-
ing options after parties have dis-
tributed them during divorce.
Admittedly, this does not happen
often, since most plans do not per-
mit transfers of such assets. Howev-
er, where transfers are permitted,
the taxation has now been clarified.
The IRS has ensured that the parties
garnering the benefits of property
after equitable distribution will also
bear the taxation burdens associat-
ed with that property.*

HANSON V. HANSON AND THE
TREATMENT OF STOCK OPTIONS
Other than Callaban® and Pas-
cale* there are no reported cases
addressing employee stock options
in the context of a New Jersey
divorce. Until recently, the authors
were only aware of two unreported
decisions which addressed the intri-
cacies of option/restricted stock
distribution incident to divorce.*
The first, Allex v. Allex,”* addressed
the award of restricted stock and
options. In Allex the employed
spouse received the restricted
stock and options during the mar-
riage but was not able to exercise
them until after the date of com-
plaint.”” However, the inability to
exercise the options was not the
crux of the ruling to exclude them
from equitable distribution. The
Appellate Division affirmed the trial
court’s finding that the restricted
stock and options in question were

not subject to equitable distribu-
tion, because the Merrill Lynch
compensation plan was “designed
to reward continuous employ-
ment.”* Therefore, the court con-
cluded that the restricted stock and
options were not earned during the
marriage, and marital effort had not
been expended in their acquisition.

In Klein v. Klein,” the Appellate
Division addressed the inclusion of
options in equitable distribution by
a trial court even though they vest-
ed after the date of complaint. The
Appellate Division ruled that the
inclusion of such options in equi-
table distribution was not an abuse
of discretion, as the options were
awarded for past labors by the
employee-spouse.®

Each of these decisions is consis-
tent with the seminal case, 7.e., Pas-
cale, but does not address the
thornier issue of how to properly,
fairly and uniformly determine the
marital and non-marital portions of
unvested options or restricted
stock.

No published New Jersey opin-
ion has addressed the core issue of
how to accurately distinguish
between the marital and non-mari-
tal portions of unvested stock
options. Although Pascale deals
with the issue by imposing a gener-
al obligation to distribute all assets
earned during the marriage, this
gives little practical guidance.
Throughout the nation, most states
adopt a coverture fraction or time-
rule formula when determining
which portion of unvested stock
options (or restricted stock for that
matter) is in the pool of assets sub-
ject to equitable distribution.*

A recent unpublished opinion by
the New Jersey Appellate Division,
issued in the matter of Hanson uv.
Hanson,* dealt with a trial court’s
inclusion of restricted stock (analo-
gous to unvested stock options) in
equitable distribution. The trial
court, in including the restricted
stock in equitable distribution,
applied the coverture fraction to
the division of this stock.® The
appellate court did not disturb this

portion of the trial court’s ruling,
implicitly affirming the trial court’s
use of the majority rule (i.e., the
coverture fraction) with restricted
stock (as set forth in the ground-
breaking California case of In re
Marriage of Hug*). This appears to
mark the first occasion where the
Appellate Division has sanctioned,
at least implicitly, the use of the
coverture fraction for an asset such
as restricted stock.” As for the actu-
al formula used in this case, the trial
court adopted a coverture fraction
covering the date of the initial
award of restricted stock (Un re
Marriage of Hug used the date of
employment as the start date) to
the date of trial as the numerator
and the date of the initial award to
the first date of allowable exercise
as the denominator.*

In Hanson, the Appellate Divi-
sion adjusted the fraction’s end date
based upon the trial court’s imposi-
tion of the principle of momentum
to justify including a post-complaint
period.” By momentum, the court
meant “the impressive consistent
upward trend in [the husband’s]
earnings over a period of several
years”*® Momentum is a principle
that has been applied only to alimo-
ny in the past, in Gugliotta v.
Gugliotia.

Where a family's expenditures and
income had been consistently
expanding, the dependent spouse
should not be confined to the precise
lifestyle enjoyed during the parties’
last year together. Defendant's
income picture should be viewed with
an eye toward the future, since it was
to this potential that both parties con-
tributed during the marriage. The then
existing earning potential of the
working spouse may be shared by the
spouse who kept the home, and that
standard of living should be imple-
mented through an adequate alimony
award.”

It appears that the difference
between the use of momentum in
Gugliotta and in Hanson is that in
Hanson, momentum was being
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applied by the trial court as to equi-
table distribution, not alimony. For
this reason, the Appellate Division
remanded the case, holding that
there was no basis for applying
momentum to the fixing of assets
for the purposes of equitable distri-
bution.*® However, what is critical,
is the appellate court’s adoption of
the coverture fraction for determin-
ing the marital portion of restricted
stock.

The adoption of the majority
rule continues across the nation, as
is evidenced by a recent case from
New Hampshire, In re Valence.’' In
Valence, the New Hampshire
Supreme Court reversed and
remanded the decision of a trial
court with instructions to distrib-
ute all vested and unvested stock
options earned by one of the spous-
es, regardless of whether these
assets were earned during the mar-
riage.>> The New Hampshire
Supreme Court stated that the trial
court should determine whether
the unvested stock options were
granted as incentives for future ser-
vices. If so, then, according to the
court, the trial court was instructed
to apply the coverture fraction in
order to determine which portion
of the assets were earned prior to
the dissolution of the marriage.”

It appears that the utilization of a
straightforward coverture fraction
to distribute restricted stock and
unvested options, as done by the
majority of states, remains the most
objective and fair formula, without
sole reliance on the often unclear
and contradictory evidence that
may be presented with regard to
why such assets were awarded.

CLOSING THOUGHTS

In the past two years, executive
compensation plans, including
those dealing with stock options, as
well as corporations in general,
have taken a great hit in public
approval. Because of the crash of
the stock market and the reported
conduct engaged in by Enron,
WorldCom and Arthur Anderson,
corporations have become a hot

item for regulators and legislators
alike.

Congress has responded to the
scandals by passing the Sarbanes-
Oxley Act, designed to reform the
enforcement wing of the SEC and
the practices used for corporate
statements by creating an oversight
body (the PCAOB). This board will
ensure that the reporting of corpo-
rate profits adheres to widely
accepted accounting practices. The
act will also introduce tougher
penalties for fraudulent reporting
regarding the financial state of cor-
porations. For corporations, this
may mean that they will have to be
more conservative in their execu-
tive compensation plans. In turn,
this may indicate a reduction in the
number of stock option-related
issues arising during divorce. H
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