WHAT I8 INCOME FOR PURPOSES OF SUPPORT
By: Lizanne J. Ceconl, Esg.’ '

Almest B0 years ago, the New Jersey courts determined that we look o a

person’s Income fo determine support. See.Bonanne v. Benanno, 4 N.J. 268

(1850), In addition fo a person’s income, the court gulded us to considsr the
property, capital assets, eaming capacity and prospective eamings of the payor,

Id. at 276, Potential enhanced earning potential is ancther factor to be

—considered I determining SUpport. Mehoney v Wehonegy, &1 N =4886506——————

(1982). Therais nocasefaw in New Jarsey that establishes current earnings as

tﬁe sole criterion for support. Lynn v, Lynn, 165 N.J. Super, 328, 341 {App. Div.

1979}, certif. den. 81 N.J, 52 (1978).

Determining the amount of a person's [ncorne. fs crucial in establishing a
fair amount of alimony andfor child support, In most Instances, the amount
established as income will be used for alimeny and child support allke. The
axcaption to this rule is that the income derlved from a distribuled share of &

retirement benefit for purposes of equitable distribution cannot be considered for

purposes of alimony. See Innes v, Innes, 117 N.J. 496, 505 (1980) and N.J.SA.
2A:34-23(h). It can, howaver, be considered for child support if the income of the

parties s Insufficient to mest the children's needs. Johns v. Johns, 208 N.J.

Subper. 733 (Ch. Div. 1885).
Our statute provides that in determining child support, we must consider

with each parent ail sources of income and assets, earning abllity, educational

1 7he authot wishes to acknowledge and publicly thank Beather Keith, Hsq. of Cecont & Cheifetz, LLC for
her rescarch asdstance, amazing orgenizaticnal skills and greet sense of humor In suffering throngh this
taskl




background, fraining, employment skills, work experience, custodial

responsibiliies and costs of child care, among other factors. N.J,S.A. 2A132-23

@EX3)4). In determining alimony, we muﬂ consider the actual need and abllity to
pay, earning capacities, educational levels, vocation:al ekills, employability, the
oppolrtunity for future acquisition of capital assets and income and income
avaifable fo either pardy through investment of any assets held by that party,
among ofher factors. N.J.8.A 2A:34-23(b).

This érﬁcle sefs out to defermine what ihcome Qhouicf be for purposes of
suppott. it will review the definitions of income for suppart as well as the case
law that has developed as a resulf of these definitions. It will not address the
lssue of imputation of mcome since the topls ls far too extensive for foday's tesk.?
Particular focus will be directed to the difference beiween taxable income and
available income or cash fiow.

As a resuit of the case of Crews v. Crews, 164 N.J, 11 (2000), we are

instructed fo establish each party's income as a bassline in the event of future
support modification applicaiions.

Practical Tip #1: Be very thoughtful in the amounts you are looking fo
ascribe to’each party’s Income. if you Quccessfutly argue that the payor's
income [s higher than reported, you may be hurting your client in
subsequent reviews of support because the income may never be
duplicated. Likewiss, if the economically disadvantaged spouse is imputed

with a high Income, it may be unlikely that those income levels are ever

? pAftached is an article first printed in Janmery 2005 for the Pamily Law Symposiom, It has been updated to
inchede published case law since that time regarding imputation of Income.
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realized warraniing a modification. Review the Child Support Guidelines
to estihate the difference in support with the higher and lower income
numbers. Once a payot's net weekly income exgeeds $1,000, the increase
in support for one child is approximately $45 for sach $500 of increased
income.

CHILD SUPPORY GUIDELINES

in 1986, New Jersey adopted Child Support Guidelines. Sse R. 5:6A.

This was in reaction -to a federal mandate that conditioned federal funding for
famities and children on ihe adoption of guidé]ines, in 1888, the federal
government mandated that all states in this country were required to adopt
guidelines for child support no later than 1994. Included within all of the
guidelines are definiions of income for purposes of support. While the definitions
of income may vary by state, fedsral regulations require that the child suppost
guidelines take into consideration all earnings and icome of the non-custodial
parent, be based upon specific descriptive and numerlc criteria fo allow for a
computation, and must provide for children’s health care needs.
Practical Tip #2: Read and re-read the Child Support Guidelines frequently. |
They coniain & wealth of Information including detailed descriptions of
income and how to calculate support.

The defintions regarding income i the New Jersey Child Suppott
Guidelines are attachad. They include defining incoms, gross income, sources
of income, Income from self-employment, sporadic income, milltary pay, in-kind

income and fypes of income excluded from gross income. When the Child




Support Guidelines Ware adopted in New Jersey, many attorneys believed that
they would end the ability to advocate for our clients regarding support. A revisw
of &l of these definitions makes clear that thers is plenty of fodder for effective
advocacy, k
Netincome

The Court Rules and child support worksheets make clear that child

support is based upon nef income. Netf income Is defined as gross income less

taxes and other expenses, New .Jerssy Court Rules,; Appendix IX-H provides a
combined fax withholding table for use with the guidelines. Many of the
computer generated support caleulations are based upon these tables. The
comments to Appendix IX-H make clear that these charts are basaed on
withholding rates and do not consider year-end tax obligalions. I elther of the
parties historically received tax refunds, the amount of withhelding on a present
paystub may be irelevant and the refund should be considered as available
ihcome. The withholding table is inapproptiate for ai.fmeny income since neither |
FICA nor Medicare taxes apply. Cars should be given that non-taxabie income s
not lumped with taxable income. Furthermore, in the case of a self-employed
person, the withholdings should bs sxamined in conjunction with prior years' tax
refurns to establish the effective tax rate of the individual,

Practical Tip #3: Make sure the withholding faxes on the child support
guldelines worksheet are consisfent with the parfies’ actual tax liabilities
rather than the computer generated charl, The difference in nei available

income can be significant in determining support.



Grogs Income

The definifion of gross income includes buzz words like "earned and
unearned income”, “recurring” and “available.” These words carry significance
hecause it makes clear that the income reflected on one's tax refurn is not 1.;13
defining amount of income fo be .considered by the ccurts for purposes of

support. Whether income Is recurring or available for suppeit are fact sensitive

issues, The definition specifically Includes the followlng language: “the gourt

should consider if it Jthe funds] would have been available fo pay expenses
related to the child” New Jersey Court Rules, Appsndix IX-E'... Avallability of
funds is often dictated by who has control over the funds. These.issues become
particulardy prevalent when addressing income from seif-employment and
sxecutive compensation, which will be discusssd in more detall below,

Sporadic Income

Appendix [X-B provides a detailed definiion of sporgdic income. The
guidelines also define a sporadic Income as oneé that fluctuates from yearto-year
and includes seasonal work, dividends, bonuses, royaliies and commissions.
Wa are Instivcted fo average the income over thivty-six (36) months unless its
first ocourrence is more recent. The court is permitted to ignore sporadic income

if the party can prove that it will not be recurring in the future,

in Lanza v. lanza, 268 N.J. Super. 603 (Ch. Div. 1893}, the court
insfructed that child support be determined by income averaging becauss of the
fluctuation In payor's income. The court opined thal averaging of income is

particularly significant in circumstances of self-employment where income




fluctuates. in the matter of Plait v. Platt, 384 N.J. Super. 418 {App. Div. 2008),
the court averaged the payor's income over five (5) years rather thah three (3)
years {:)ased on the circumstances of the case. The court was mindful of the
three (3) year perled in the guldelines, but dstermined that the circumsiances
warranted deviation to create a more expansive and representalive time frame,
Mt Lanza 'reducad his income from sslf-employment post-divorce cormplaint, yet

there appearad to be an upward trend of the business aftér suffering from a loss

from several years prior. The court reliad upon the fotality of the circumstances
inctuding the Tecent upward trend of the business to rely upon five (8} years
rather than {3).
Practical Tip #4: When looking to the income of a self-employad payor, the
issue of income averaging should always be explored. Factors fo be
considered include the number of years of operation of the business, any
aconomic frends relating to the nature of the business, any reasons for a
sudden rise or fall in business revenuss, changes in persoﬁnei, logation,
recent capital expenditures, and any other factors that impact thle business
operations. Successiully arguing how many years should be used for the
average income can bs significant in the amount of support to hs
establistied. |

Courts have also pro-rated income when #s disfribution is perlodic. In

Cleveland y. Cleveland, 249 N.J. Super, 96 (App. Div. 1981), the former husband

received lump sum distibutions every five (8) years from a personal injury




settlement. The court allocated the sum as if it were recelved monthly until the
next distribution.

In-Kind Incems

New Jersay Court Rules, Appendix 1X-B dafines in-kind Income as goods,
services or benefits received in fieu of wages if they reduce personal living
expenges, Expense reimbursements are nof cohsidered Ihcome. Examples are

cars, car insurance, free housing, meals, benefits selected under a cafeteria

plan, memberships and vacations. The amount of.th& ncome s to be based
upon fthe fair-market value.

Practical Tip #4:; Befors embarking on a campalgn to include additional
Income representing in-kind income, calculate the support with and without
your highest estimates of these items. Be sure it is cost-effective to make
the argument,

EXECUTIVE COMPENSATION

Despite the present economic recession, many highly paid executi-ves
recetve vatious forms of income making up thelr entire compensation paeckage.
Some of these ltems are tax deferred to allow the employee to realize the income
upon retirement when taxable income will be lower, resuliing in lower tax rates.
in some circumstances, employees recelve a modest base salary and are pald a
bonus apnually based upon individual performance, company peﬁorﬁanca or a
combination of both. Employees are granied stock options and restricted stock

as a way of retalning employess, tying thelr income with company and/or




individual - performance and making thelr employses fee! “invested” in the
company.

How these various forms of execufive compensalion are treated for
purposes of equitable distribution or support depends in farge patt on the
purpose of the benefit, the frequency of the benefils, the employee’s abifity to

elect participation and the conditions attiibuigble to the reward of the benefit,

among other factors,

Cash Bonuses, Rovallies and Commissions

Bonuses, royalies and commissions are all named as sources of income
under the Child Support Guidslines. The amount of the cash bonuses and tha
cash flow of the partles shouid determine how best to Include this Income for
purposes of support. For an employee who has consistently earned the same
honus from year to year, setling support based on the base and cash bonus on
an annual basis may be best for all paries involved. The fiming of the bonus
also raises issues whether fo consider it as an asset or Include it in income iﬁ
order to establish a present support obligation.

Oftentimes, & bonus is pald in Jahuary for setvices performed the previous
year, If the compiaint for divorce is filed during that previeus year, the non-
employee spouse may argue that the bonus & an asset acquired during the
marriage and may seek a lump sum distribution of the funds when recelved
based on when the complaint for divorce was filed. Obviously, if there s no
suppori obfigation in the case, this is the smartest approach for the non-

employee spousa, If the non-emplovee spouse is seeking support from those




funds, it needs to be determined whether he or she is in a better position o take
a percentage as equitable disiribution or have all of it considered for purposes of
support.  Clearly, it cannot be counted fwice,

Practical Tip #5: In cases }nvoimﬁng bonuses' and other forms of executive
compensation, discuss with your client the impact of the timing of a

complaint for divoree. Waiting untii the end of a calendar year may be the

mast efficlent and beneficial decision for your slient.

Given today’s economic climate, It is net unreasonable fo presume that
boﬁuses in the next few years may vary significantly from previous years,
Nowadays, people are happy to have a job rather than expecting substantial
bonuses. If there is a basis to believa that the benuses will d%asticai_ly change,
the best approach may be to agree upen a percentage of a cash bonus upon
recelpt® This wil hopefully save any modification applications over the next few
years while volatility in the market Is expscted. These recommendations require
cominuing eﬁchange of financial information between parlies post resolution.
While this may not be preferred by the pariies, it certainly is less inirusive than
thefinanciaﬁ exchange required in a modlfication application.

Practical Tip #6: If an agreement is reached regarding a percentage of
bonus or other income, decide on a number based upon gross income hot
iet income. The calculation Is much easler and leaves no gquestions open
about tax deduciions, confribufions to deferred compensation plans or

other deductions eleclted by the smployee.

® There are oaveais Involved in agreeing 1o & peroertage of the supporting spovss’s income that will be
discussed in more detail beiow.




Royalties may be considersd an asset subject fo distribution rather than a
component of income. Again, it cannot be counted twice. Commissions are
generally income. The frequency _ﬁand consistency of commissions should
determine how support is sef and whether it should be based on income
averaging.

Deferred Compensation/Refirament Plans

New Jersey Court Rules, Appendix IX-B allows for the exclusion from

income mandatory refirement confribufions, However, voluntary payments to
deferred annutty plans or other forms of deferred compensation plans are fo be
Inciuded In a party’s adjusted gross Income for purposes of calculating child

support, Schwarz v. Schwarz, 328 N.J, Super, 275 (App. Div, 2000). Employsr

contributions to 4071(k) plans, such as the amounts from company matching
programs, are not to be considered in gross income in calculating child suppeort.

Forrestall v. Forrestall, 388 N.J, Super. 7 (App. Div. 2006). In Forrestall, the

court reasoned that these funds were noi available fo the payor without
substantial penalties and taxes. The incoms producad on fhis ascount was not
ordinarily accessible and it was not expected that an Intact family have ufllized
these funds.

Stock Options and Restricted Stock

Many highly compensated exeouilves recalve stock aptions andfor
‘restricted stock as part of their compensation package, Stock options grant an
employee the right'to purchase a specified number of shares of stock at & fixed

price, over specified periods of fime. The intrinsic value of the option is the
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increass in the market value of the siock over the strike price or fixed price
established at the time of the grant. [f the market value s less than the strike
price, the oplions are considered fo be “upder water’ and are incapable of
producing earnaed income for the employee. Vesting of the stock option afiords
the employee the right to exetcise the oplion. it is not untll the exercise of a

stock option that the “profit’ Is treated as earned income for income tax purposes.

A grant of resiricted stock to an employee provides a fixed number of

shares of stock where ownership in the stock is not complete until the specifiad
vesting perfod has ended. Upon vesting, the stock -aulomatically grants
ownership to the employee. The market value of the stock at the time of vesting
is treated as earned income to fhe employee and will be includsd in the W-2
wages.

Our New Jersey Supreme Court defermined in Pascale v, Pascals, 140

N.J. 583 (1095) that stock options are assets and therefore, eligible for equitable

distribution. The stock options In Pascale were granted & few days after the filing

of the complaint for divorea and were includsd as asseis for purposes of
equitable distribution based on the finding that they were earned during the
matrriage.

The feading case in New Jersey regarding the freatment of post-diverce
stock options for purposes of support is Heller-Loren v. Apuzzio, 371 N.J. Supsr,
518 {App. Div. 2004).% There, the court concluded that the exercise of stock

oplions could not be deemed part of “gross Income” for purposes of child support

*The author wishes to express pratinds to Jacqueline M. Printz, Esc., the attomey of record for the
prevailing party, for sharing her insight and materials relyted o this case,
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based on the specific language defining income contained in the paitles’ property
settlement agreement. id. ai 535, The decision went on {o say, however, that
“the aciual exercise of the oplions may give rise o ncome if thete is &
demonstrated falr market value of the stock above the option price.” |d, at 533.
The Heller-Loren court concluded that the sbility to exercise options (Le, vesting)
doses not by itself give rise to “incoma” for purposes of support, Id,

- The trial court in Heller-Loren inquired whether the stock oplions were

"consistent, recurring and a substantial patt of defendant's regular ihcome”
consistent with the definition of “gross income" contained within Appendix 1X-B of
the Child Support Guidelines. Id. at 527. The trial court also opined that *[tihe
specific phrase "stock options’ did not appear within the definition of Income,” 1d.
The appellate court then stated, “our child support guidelines expressly exclude
stocks and bends from income unless the court finds that they were purchased
with an ihisnt to avoid the payment of child support™ [d, af 532 [quoting

Pressler, Current N.J. Court Rules, App. IX-B at 2434-35 (2004)).

This last reference to the exclusion of stocks and bonds from income
gives practiioners an argument to be made against inclusion of income related to
stock options. However, this quote is mispiaced in the opinion and falls to
distingulsh between stocks and slock options. Generally, when a parson buys
stock, the stock Is intended for savings and investments, When a person
raceives stock options, this generally rep.resents a form of cﬁmpensaﬁon for

gfforts expended in employment.
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The better argument to excluds the exercise of optlons from incoms is that
i may not fall within the definition of "gross income® if the exercise is not
recutring or will not necessarily increase the income to the racipieni over an
exiended period of time, E
Practical Tip #7: The holding in Heller-Loren is fact sensitive and based

upon the specific language In the property seftlsment agreement. In

drafting a property settlement agreement where executive compensation is

- Involved, make sure income is defined to include or exclude stock options,
rastricfed stack or other forms of executive compensation, I the income
will be included for purposes of support, make sure it is clear that any of
the employee benefits that have been distributed by way of squitable
distribution are not to be considered for support so as to aveid the.“double
dip.”

Because the ruling in Heller-Loren is fact sensitive to the property
setflement agreement, we look to out of state rulings to provide us with factors to
be considered In datemining post-divores inclusion of stock options, In Depley

v. Denley, 869 A.2d 628 {Conn. App. Ct. 1995), the husband was awarded his

stock opllons as maritat property at the time of the diverce. The frial court
improperly considered the profit on the exercise of the options for purposes of
support. The appeliate court held, “fhe mere exchange of an asset awarded as
property in a dissolution decree, for cash, the liquid form of the asset, does nof

transform the property into income.” Jd. at 631 {citing Simms v. Simms, 593 A.2d

161, cettif. denied, 597 A.2d 335 (Conn. 1991)).
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In Seither v. Seither, 779 So. 2d 331 (Fla. Dist. Ct. App. 2000}, the court

affirmed the trial court's decision that considered vested options as income for
support. The court noted, however, that if a trial court determine§ the stock
option to be an asset, then it cannot conslder the same options as income for the
purpose of caloulating alimony. Id. at 334 (refewing to Diffenderfor v.

Diffenderfer, 481 So. 2d 265 (Fla. 1986)). Interastingly, the court specifically left

open the issue whether the Income from a distributed stock option could be

considered for calculating child support. The Seither court recognized that stock
options have the characteristics of both income and assets, The oplnion also
acknowledged fhat stock options are further complicated by whicther they are
granted based on past, present or future services. The court stated:

[TIhe cases discussing stock aptlons universally recognize that the
circurnstances under which options are granied and the nature of
the options themselves can vary so greatly that no single formula or
set of factors can effectlvely deal with them. See. Dadesus v.
Dedesus, 665 N.Y.S.2d 36 (N.Y. App. Div. 1987); In re Marmiage of
Hug, 154 Cal. App. 3d 780 (Cal, Ct App. 1984). Id.

Kenton v. Kenton, 571 A2d 778 (Del, 1990) recognized that profils

realized from the exercise of stock options can be income In calculating support,
7 The court analogized it to a bonus and therefore, found it fit within the definition
of income under Delaware law, However, in Kenton the obligor exerclsed his
stock options by purchasing the stock rather than liquidating the stock with the
exercise of the option, as in a same day sale. The cour, therefore, did not
consider the income in calculatihg support because the stock provided the
obligor with no addiﬂonai monies. “in those cases whore a support obligor is

employed and earning ample wages from which adeguate chiid support can be
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paid, this court cusiomarily dees not require that the obligor liquidate his or her

assets for the purpese of paylng even more support.” |d, at 783.

In the case of Murray v. Murray, 718 N.E.2d 288 {Ohio Ct. App. 1999), the
court ruled that stock options were included within the definition of gross incosjﬁes
for purposas of suppori, regardless of whether they were exercised, Essentiaily,
the court Imputed income as a result of the annual grant of sfock options to

determine gross Income. In Muiray, the obligor was a Proctor and Gamble

employee who recelved options annually. Testimony from the Director of Glaba}
Compensation established that stock oplions were an integral part of the
obligot's annual comipensation. The court concluded that stock options n this
matter fell within the definition of "gross income” because they were recurring
and a sustainable source of income, The obligor tied to argue that the obﬂms
should not be considered since they were not income until exetcised. The court
rejected this argumant because the employee makes an investment choice. The
investmert choice allows for the value of the options {o be imputed as part of the
gross income, Ths court stated that if income only included the exercise of
options,
an employee recelving such opfions would be able to shield a
significant portion of his income from the courds, and deprive his
children of the standard of living they would otherwiss enjoy. This
would be in direct contradiction of the very purpose of the child

support statu_te, the child’s best interest,

Id. at 284 (referring to Marker v. Grimm, 601 N.E.2d 496, 497-499 (Chio 1992)).

¥ 'The Chio and New Jersey definitions of “gross income™ in their respective child support statutes are
nearly identical,
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The Murray court also relected the argument for incluslon of income only
upon exerclse of the options because it could then constitute "non-recurring
income” that would be exciuded from the definition of "gross income.” In Yost v,

Upanue, 671 N.E.2d 1374 (Ohio Ct. App. 1898), the court held that exerclsed

stock options were excluded from “gross Income” as “nhon-recurring incomse”.
The Murray court distinguished the two cases because, In Yost, all of the options

~ were exsroised in one year and the paities fallsd fo account for the exercise of

options in their divorce decres,

In light of Heller-Loren, & there an argument in New Jerssy for the
imputation of inoom.e associated with the vesting of stock cptions rather than
waiting for the exercise of the option? First, all of fhe discussion in Heller-Loren
ragarding stocck opfions is essentially dicla since the court made ifs rufings based
on the fact sensitive dafinition of income in the pmperﬁy selilement agreement.
Since the court referenced the child support guidelines” excluslon from income
any stocks and bonds unless they were purchased with an intent "o avold the
payment of chid suppor,” an argument can be made that an employes’s
unwillingness to exercise proﬁtabie optlons is being made with the intention of
avoid a support obligation. Factors to be considerad would include the past
history of treatment of options by the parlies, the amount of support being paid
and whether it is sufficlent to meset fifeslyle and the all encompassing factor in
fixing support Is what "the clreumstances of the partles and the nature of tha case

shall render fit, reasonable and just” N.JLS.A, 2A:34-23.
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Support Based upon a Percentage Share

Stock options, restricted stock and cash bonuses are expected to vary
greatly from year to year as we go through this economic crisis. Steck options
and restricied.r stock values are ditectly tied to the value of the company's stock.
The value of stock options and restricted stock are almost exclusively related to
the value of stock in a publicly traded business. They are often granted to

employses as a means of refaining them in the business, Given the volatility of

the stock market and the dwindling cash reserves of many large companies,
there Is a fremendous amount of uncertainty regarding the future value of these
benefits.

In order to avoid annual modification applications, parties may agree to
support based upon a percentage interest in the benefit or bonus received. Ina

recent New Jersey unpublished appellate decisioh, Schwartz v. Schwartz,

Docket No, A-2560-0772, declded January 13, 2009,° the motion judge accepted
the plaintiffs argument that the modified support amount was based on a
parcentage of eamings and sst support based on a pemehtage of the income
established, Defendant disputed that there was an agteament of support based
upon a percentage of his Income and appealed the trial courl’s decision, The
appellate division held, “the implementation of a formula parcentage {0 determing
child support ar alimony, although atiractive_in its simplicity of application, ignores
the clear requirements of the law and shirks the responsibilities of the court” Id.
at 8. The opinion did not address whether a negotiated agreemsnt between

litigants that provides for a perceniage of income for support would be

§ A copy ofthe.decision Is attached,
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enforceable. There are no other known cases in New Jersey that specifically

address that issue.

In California, the frial court in Kerr v. Kerr, 91 Cal.Rptr.2d 374 (Cal, Ct,

App. 1999) awarded the wife additional chid suppott and alimony based in part
on a percentage of the post-dissoluilon stock option income from the husband’s
employment, The husband appeajed. The appellate court ruled that It was

proper to award additional support based on the stock option Income because it

was recelved annuzlly, produced substantial income, was part of the husband's
compensation and the parties ulifized the income fo enhance thelr standard of
living. it is significant fo tote that at the fime the order was sef, the value of the
stock was $39 per share, At the fime of the appeal, the value of the siock
exceeded $780 per share. Relying on those facts, the Kerr court stated:

Generally, the use of percentages fo determine support will
heneficially remove the nsed for further itigation with its aftepdant
costs, and oftenfimes, emotional upheaval. (See, e.g., In_re
-Marriage of QOsiler & Smith, [272 Cal.Rptr, 580 (Cal. Gt App.
1880)). Here, howsver, the court was not presenied with the
typical range of stock astivity that would generate some additional
income. Rather, due to the endrmous increase in value of
Qualcomm stock and consequently [the husband’s] stock options,
the court's percenfage support order will far exceed the parties’
standard of living, even consldsiing their investment and
rainvestment history, during or ai the end of their martiage.

Id. at 379. The court remanded the matter io datermine an amount of additionel
support that Is “just and equitable.” This Is consistent with New Jersey statute
that requires support to be “fit, reasonable and just” The California court
concluded that onece the marital standard of living was established, & percentage

support award would be permissible as long as the court set a maximum amount
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proportionate to its findings. ld. Since the child’s right to a standard of living is
measured by the parent’s current station in life and not the marital standard, the
maxdmum award would not necessarlly be the same for an award of child
support. Id, at 380, Neverihelless. the amount ¢annot exceed the child's neads,
id. at 381, o

Since the courts encouraée litigants o resolve their disputes cutside the

courtroom, a negotiated agreement that bases support on a percentage of

income would probably be enforceabls in New Jersey sc long as the court
determined it was “fit, reasonable and just” Given the backlog of cases In most
family courts in this state combinad with the anficipated deluge of modification
applications, it may make sense to negoliate suppori awards based upon a
percentage of earnings.
Practical Tip #8: If you are going fo negotiate an award of support hased
upon a percentage of Income, make sure there is a floor and ceiling.
Support should never be less than a fixed amount or, if it is, then it should
trigger a modification application. If there is ne cap placed on the amounts
to be awarded, then language should be included in the agreement that it
was specifically negotiated between the parties taking into consideration
all possible scenarios.

It seems lkely that couris would be more inclined o enforce these
agrsements as they relate to alimony than child support, The courts have a
parens patlria obligation to children lo ensure the armounts of support are

reasonable fo meet their needs. [f there appears fo be amounts that may exceed
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the children's needs that would be awarded based on a percentage interest,
negoliate that the overage be deposiled info a college fund or trust fund for the
kenefit of the child.

Practical Tip #9: Oftentimas the highly compsensated executfive has various
componenis of compensation, inciuding base, cash bonus, stock and

forms of defarred compensation. Be sure and establish the average

breakdown of these components so that in the event the employment

changes or the compensation structure is modified, it can serve as a bagis
to re-visit support. i you negotiate for a percentage of stock options as
part of supporf and the company eliminates this benefif; you want to be
able to modify the agreement fo restructurs the support.

INCOME FROM SELF-EMPLOYMENT OR OPERATION OF A BUSINESS

Perhaps the most difficult task In establishing incomie for support is when
one or both of the parties are self-employed or operate their own business., Crce
again, the Child Support Guidelines are instructive on how to delerming income
In these matlers. New Jersey Court Rules, Appendix IX-B specifically states that;

{Glross ncome is gross receipts minus ordinarty and necessary

gxpenses required for selFemployment or business operation.

Personal income from the operation of a business includes all

income sotrces listed above and potential cash flow resulting from
loans taken from the business, :

Most significant is the language in the Guidelines that declares: “In mos{ cases,
this amount will differ from the defermination of business income for tax
purposes.” [d. (emphasis added). Cash flow is defined as the nef of cash

recaipts and cash disbursements relaling to a particular business during a
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specified accounting period. In other words, what kind of funds can the business
generate and distribute without financially jeopardizing the business entity?

Fractical Tip #10: Whensver you are handling a support matter invelving a
self-employed person or business ownet, }nake sure you point out to the
court the cash flow of the business rather than the tax returns. Cite the
guidelines and include the above quote. Create a separate schedule fo the

Case Information Statement and maks sure you add {0 the income the

items specified in the guidelines, such as depreciation expenses, home
offices, entertainment, certain fravel, car expenses, voluntary contributions
to pension plans in excess of 7% of gross income and any other business
expenses that appear inappropriate or excessive. Include a list of the
parsonal expenses the business may be paying on behalf of the parties. In
cases where ¢ash flow Is less than faxable income, demonstrate the draws
or distributions made by the business for a fixed period.

Generally, thete are fﬁur (4) types of closely-held businesses that we
encounter in our daiiylpraotices, The first is the sole proptistorship. In a sole
proprieforship, the business owner files a Sciwedule C to the tex refum. The
business owner is iaxed on all the income generated from the business after
caloulafing gross recelpls less deductible expenses, Some of those expenses
may reduce the personal expenses of the family while still being legitimate
business expenses.

The second ftype of closely-held business is a partnership. The

partnership can be two or more individuals that share In the net profit of the
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business based on thek regpective share of the business. Many limited liability
cormpanies elect to file taxes as a parnership. A partnership tax return Is filed
and the taxable income is allocated based upon the pgrcen{age ownership of the
business, A partnership retum Is flled, yet there are no faxes owed by the
partnership. A K-1 tax form Is Issued for each pariner setting forth the taxable
income atfributable to the pariner and the distributions made fo the partner during

the taxable vear. In some cases, the balance of the pariner's capital account is

listed on the K-1. A capital account is established for those funds which have
bean invested by the pariner in the business.andlor earned but not distributed.
In & partnership return, a paitner can be ascribed income that is never realized
by that person, Cerfain expanses of tha business may not be tax dsductible, in
those cases, the partner is paying taxes on income that was never distributed.
The third type of ¢losely-hald business is a Subchapler 8 corporation. All
of the net income of the business is passed through fo the Individual
shareholders based on their percentage Interest in the business, Generally, the
corporation does not pay corporats {axes since the income is all taxed at the
individual rates, There is a comporate refurn filed and the individual shareholders
recelve a K-1 tax form. There are ceriain [limitations on Subchapter §
corporations, including the number of shareholdars, so they are generally smali
business corporations. NJL.S.A, 14A7-14.1 imposes limitations on distributions
to shareholders. The corporation may not make a shareholder distribution if,
after giving effect to its distribution, the business would be unable to pay its debis

as they become due In the usual course of business or the fotal assets of the
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business would be less than its total liabiliies. Rarely in a2 Subchapter S
corporation does the shareholder’s taxable income equal distribuiions made by
the business., In some silualions, the business makes distributions to
shareholders fo cover the cost of the tax liabilily created by the ownership
interest even though the business has made no distributions of profit to the
shareholder, In other situations, the business relains its earnings. The

acceunting term for this is the accumulated adjustments account ("AAA™). This

AAA generally measures the corporation’s gross income, iess expensss with the
undistributed balance.

The fourth type of closely-held business is a C corporation. The C
corporation is iaxed fwice. A corporate income tax Is imposed on its nel
eamings. After the earnings are distribuied to shareholders as dividends, sach
shareholder must pay taxes separaiely or his or her share of dividends, A
corporation can reduce its federal Income tax Eabliity by distributing its income as
salary to shareholder-employess who aclually work in the business, The C
corporation files a corporate tax return, The shareholder-employees receive
W-2g for their salary and other wages, [f sharehoiders receive dividends from
the corporation, they will receive a Form 1089-DIV,

Practical Tip #11: In order to properly determine income from a closely-
held business, you will need copies of all of the tax returns that are
required to be fited by the type of entity invelved. Get at least three (3)
years of these tax documents fo compare income, distributions andior

shareholder {oans.
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- Shareholder Loans

The Child Support Guidelines specifically define one income source &s the
cash flow resuiting from loans taken from the business. If a sharehoelder borrows
meney from his or her business, those funds will not be fexable to the
shareholder upen distiibution. The question afises whelher those loans are
actually incoms fo the sharsholder. Oftentimes, shareholder loans are really an

advence agalnst a bonus or salary, These loana will he reflected on the

corporate hooks as asseis of the company. [f usually, however, represents past
compensation that was not expensed by the business.

The Internal Revenue Service holds that the shareholder has constructive
receipt of iIncome unless the shareholder can show proofs that it truly represents
a loan.

Practical Tip #12: If an issue arises regarding shareholder loans and
whether it actually represents past compensationh, discovery should he
sought to determine how the distribution should he treated. The discovery
inguiries should include, but not be limited fo, a written note, a reasonable
interest rate on the loan, whether any repayments have been made, the
history of shareholder loans, the resources available to the business and
whether there was a bona fide business purpose for the loan., 1If the
distribution is treated as income, the value of the husiness will have to
- reduce ifs assets by the asset reflecied on the corporate books. In
addition, if the distribution is acknowledged as income, the parties need fo

address the tax Hability associated with the distribution.
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Shareholder [nans are easier to examlnz when the sharehclder owns
100% of the business. When 'a shareholder loan exists for a less than 100%
ownership interest in the business, an examination of the corporate records is
necessary to see whether all the owners have lcans and are the lcans
proportionaie to thelr respectiva ownership Inferests. If they are, the loans are

most likely compensation. If not, it may be an asset of the corporation or there

may be an improper classification of the ownership interests. See Kalman A.

Barson, |nvestigafive Accounting in Divorce 98-103 (John Wiley & Sons, Inc.

1998).

Retained Earnings

Retained eamings are most often seen in a Subchapter § coporation. In
the other forms of closely-held businesses, there are instances whare funds are
maintained by the business even though the owners and/or partners have paid
taxes on the profils of the business eniity. Retgined earnings represent
accumulaied profits of the business, usualfly over a period of time. |t s not
always in the form of cash, bul may represent inventory and/or fixed assets that
could not be expensed by the business and have not been fully depreciated,
There is no case law in New Jersey that addressas whather retained eamings
should be included in the "gross income” of a party for purposes of caleulating
supportl.

In reviewing the definitions of incomea in our statute, gross income is all
samed and uneamed income that is recurring or will increass the income over a

period of time, A considsration is whether the fincome sourcs Is avallable to pay
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expenses, Incomse from self-employment or operation of a business is defined as
gress receipts minus ordinary and necessary expenses required for sclf-
employment or business operation. Specifically excluded from ordinary and
nacess;:try expenses ale any bﬁsiness expenses that the court finds
inappropriate. Also exciuded from gross income are non-income producing
assets unjess the court finds that the intent of the vestment was to avoid

payment of child support. New Jersey Court Rules, Appendix IX-B (emphasis

added}. _

Reading all of these definitions together, Is it really the court's funclion to
tsll parties how to run their businesses, what expenses should ba Encurréd oh
behalf of the business and whether the court wanls tc make findings as the
propriety of certain business decisions?

if retainsd earnings legitimately stay with the business, the value of the
business will Increase. Obviously, If a person is nol sesking equitzble
distribution, the motivation will be to classily the refained eamings as income
avallabla for support, .

Cther states have tackied the issue of whether undistribuled pass-through
income retained by a Subchapter § corporation constitutes avallable Ingome for
purposes of determining alimony, child suppott and attorney’s fees. In Zold v.

Zold, 911 So. 2d 1222 {Fla. 2005), the Florlda Supreme Court held that

"undistributed pass-through Income that has been retained by & corporation for
corporate purposes does not constitute income” within the meaning of the Floilda

statute defining income for stpport. Id. at 1231, The Florida statute defining

26




income is comparable fo New Jersey's statute regarding sources of income and
the definiion of self-employed income, The Zold court also examined the
statitory Iimitaﬁions on distributions by a corporafion, which are almost identical
to New Jersey sfatute, such that financlal respensibiliies fo creditors and
employees must be safisfled before distributions to shareholders take place. The
Florida Supreme Court refused, howsver, to sstablish a bright line nile that pass-

through income could never constifule income for purposss of computing

support. Mindful of the ability of sharsholder's ability to manipulate the Income to
shield it from the reach of the other spouse, the Zold court stated: “[cjlearly,
income retalned for purposes of avoiding financlal obligations refated to
dissolution proceedings would not be Income retained for corporate purposes,”
Id. af 1232, -

Zold specifically placed the burden of proof on the shareholder-obligor fo
show that the undistibuted pass<hrough income was properly retained for
corporate purposes rather than avoid a support c.nbligaﬁon. Id. et 1233, in
reversing the appellate court on this speciﬁc jssue, the Zold court reasoned that
the burden éhﬂu[d be érs the person who has the ability to obtaln information to
establish the propristy of the corporatlen’s actions. Jd. This argument is

consistent with N.J.R.E. 101(b){1) “burden of persuasion” and 101(b}{2) “burden

of producing evidence” provisions where tha burden generally falls on the party

best able to satlsfy those burdens because of its experlise and access fo relevant

information. See comments o N.J.R.E. 101(b}(2) (citing J.E, on Behalf of G.E. v,

Stale, 131 N.J. 552, 568-70 (1293)).
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In Kansas, the court placed the burden of proof on the non-sharsholder to
demonstrate that the shareholder manipulated corporate assets, decreased the
amount of his salary to inclease refained earnings or acted in a way 1o shield

income. See In re Maniiage of Brand, 44 P.3d 321 (Kan. 2002). The Maryland

courts follow Zold and place the burden of proof on the parent seeking fo exclude

pass-through income. See Walker v. Grow, 907 A.2d 2585 {Md. Ct. Spec, App,

20086).

In Fenpsll v. Fennell, 763 A 2d 888 (Pa. Super. Gt 2000), the

Pennsylvanta court established a rule regarding the burden of proof;

If a shareholder does not have control over the distribution of
corporate Income, the non-shareholder party to the dissolution
proceading hears the burden of proving the corporation is being
used 1o shield income. However, if the shareholder has control
over the distribution, the shareholder has the burden of proving the
corporation is not being used {o shield assels,

Id. at 889. indiana courts adopted this rule in Tebbe v. Tebbe, 815 N.E.2d 180

(Ind. Ct. App. 2005) and Nowels v. Nowels, 838 N.E.2d 481 {Ind. Ct. App. 2005),

Once the burden of proof was established, the Zold court established the
following test;

n determining whether the shareholder-spouse has met his or her
burden of proving that undistributed “pass-through” income was
retained for comporate purposes, the #rial court should consider (1)
the exient io which a shereholdsr-spouse has access to ar cornirol
over "pass-through” income retained by ihe corporation, (2) the
fimitatons set forth in [state stefuie] governing coworate
distributions to shareholders, and (3) the purpose(s) for which the
passthrough® income has been retained by the corporation.

Zold, 911 So. 2d a2t 1233, The Florida Supreme Court also discussed the Impact

of the ownership inlerest of the corporation. The courf held that the percentage
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ownership interest should be considered, but is nof dispositive even where there
is accmss and control because of the statutory obligations regarding the
lirnitations on distributions. The Zold court considered the financlal responsibllity
to creditors, employees, wo:rking gapital, the purchase of fixed asseis,
maintenance of accounts recelvable and mainienance of inventory, all of which
can reduce available cash. “[Mjore important than the shareholder-spouse’s

ownership interest Is the purpose for which the undistributed "pass-through”

income has been retalhed by the corporation.” Id.

In Kusterer v. Kustersr, 933 So. 2d 542 (Fla. Dist. Ct. App. 2008), the

court applied the decision in Zold and listed various factors o be considered by
the fact-finder when addressing the issue of refained sarnings. The factors o be
considered are a) fiduciary dufles o the other shareholders, b) statutory
restrictions, and ¢) the availability of, access fo, and control over income
personally for disiribution for non-corporate purposes, |d. at 548,

The Manvland court in Walker, supra, held that “disiributions from an S

comporation that are used {o fund ordinary and necessary husiness related
investmants are not required to be included in the computation of the parent's

acfual income™ Jd. at 270, The Walker court insiructed trial courls to take

special care to ensure that the retainad samings were not being manipulated to
avoid a support obligation.  The court listed as factors for consideration:
Retained sarnings and distribufions are truly ordinary and necessary expenses
required o produce income and hot income available to the parent; any amount

that is not actually recelved by the shareholder not used for expenses
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should be included in the calculation; the ownership interast, however, itis not
to be the determining factor in and of itself; nature of the business; governing
docurnents; and the business and non-business relafichship among
shareholders. [d. at 281-82 (emphasis added). This standard is much more
open to challenge than the one announced in Zold. The Zold standard implles
that a good faith reason for retaining earnings will be sufficient fo exclude It for

purposss of support, The Walker cowrt suggests that the shareholder must

demaonstrate there is an expense necessary for the busisss to require retantion
of eamings. The aspirations of growth of & business and potential acquisition of
future assets would probably be a successful argument in Florida, but not in
Maryland.

fn Nebfas_ka, the cours provided that “while ... building equity in &
corporation in lieu of taking a salary can be a wise businsss decision, the support

of one's children is a fundamental obligation that {akes precedence over almost

everything else.” Gangwish v. Ganqwish. 678 N.W.2d 503, 515 (Neb. 2004). In
Pickrel v. Pickrel, 717 NW.2d 479 (Neh, Ct. App. 2008}, the courd did not include

undistributed refained earnings In income hecause there Was no evidence fo
demonstrate that the retained earnings were excessive or inappropriats. In

Pickrel, the dsfinition for income in self-employment is identical io New Jersey's.

Sceme Subchapter S8 corporations make distrbutions to its minority
shareholders to off-set pass-through shareholder tax liability. In Tebbe, supra,
the court held that pass-through distributions that are disbursed to off-set

shareholder tax liability should not be included in gross income for purposes of
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support. Tebbe, 815 N.E.2d at 184. The Florida courts have also adopted this

position. See McHuah v. McHuah, 702 So. 2d 839, 842 (Fla. Gt. App. 1997).
The courts in South Dakota have taken the approach that the money from
refained earnings must be received by & minority shareholder in order for it to be

considered in the gross income. See Roberds v. Roberts, 668 NW.2d 477 {S.D.

2003). Even though the minority shareholder in Roberis received distributions

solely to cover his sharehelder tax liabliity, the court determined thét the income

must be included in the gross income of the shareholder. Tha Roberts court
instructed the frial court, on remand, to consider whether the tax distribution
would be an allowable deductlon under the statute governing income or provide
tbe basls for deviation of the guidefines. In New Jersey, the child support is
ultimately based upon the “net income” of the partles, so the shareholder tax
llability would reduce the party’s gross income. The structure of our New Jorsey
child support guldelines and the statutory factors for alimony would seem to
indicate that the additional tax liabllity would be considered in setfing support if
the income were to be included.

The South Dakola cases ac_idressing this issue focus oh conlrol and
receipt of the corporate distilbutions. “If a parent can control whether the
business Income is retained by the business or distributed to the parent, the
requirement that the parent receive the income is satisfied for purposes of [South
Dakota statute defining incomel, If the provisions ... are met, some or all of that

retained business Income may be considered In calculating the parent's gross
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income.” Id, at 483. Likewise, a minority sharehelder who has no controf over
distributions will only be required to include the income ifit is received. 1d,
Finally, In Wisconsin, the courts have established a two-prong test fo
determine the inclusion of retalned sarnings in iﬁcome for purposes of
establishing support. The first factor the court must consider is whether the
support obligor has the ability to individually conirol or access the undistributed

funds, Secondly, the court must determine whether there 1 a valid business

reason for the business’ decision o rstain the samings. Welss v. Weiss, 572

N.W.2d 123, 126 (Wis. Ct App. 1997). The Weiss cowt refused to include the

retained eamings of the partnership because the partner could not individusily
acoess the earnings.

While New Jorsey has not yet addressed this issue, a review of the above
cases certainly provides guidance. The general ruile is that the income is not
distributable until it Is recelved, unless the monies are being retained to avold a
support obiigation.  Since New Jersey clearly endorses income averaging,
particularly involving a self-amployed party, the history of compensation and the
business history of retenfion of eamings may become significant factors in
detemﬁning the treatment of retained sarnings.

Practical Tip #13: The difference in faxable ihcome versus available
income cap be significant and have a fremendous 'impact on amotpis
designated for alimony and child support. Make sure you have all the
financial data té datermine the cash flow of the parties before gstablishing

a support award. Review {ax returns, personal checking accounts, quicken

32




records and corporate financial statements hefore determining income for
purposes of support. The greater the amount of control a party has over a
business, the more financial detall you wiil require.
CONCLUSION |

From a review of all of our case law, both In and out of New Jersey, it Is
clear that income for purposes of supporl Involves far more than reviewing tax

returns and plugging in numbers. The first place we should all look Is to the

state’s child support guidelines to review the definitions of income available for
support. Courts are more Inclined {o enhance income if it for child support rather
than alimony; yet, thers is {ittle distinction In the considarations.

Practical Tip #14: Remember that discovery concerning income and cash
flow issties can be very expensive, If the case only involves child support,
review the guidelings and see what the maximum impact purported
increased income Wil have on the support. In most cases, a $500 net
increase in income under the guidelines, will only result in 2 minor increase
in support. For example, for one child, a payor's obligation i-n child support
will increase by $94 if the income Increases from $1500 net weekly ihcome

1o $2,500. Be smart in your arguments.
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