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TAKING THE STAND

The Options Uproar:
Fraud Goes Dating

The latest corporate scandal hyped by the media involves the
backdating of options issued by companies to their corporate
executives and board members. Fueled by public cries of greed
and excess over executive compensation, federal authorities
have initiated fraud investigations across the nation. By Febru-
ary 2007 the Securities and Exchange Commission (SEC) had
opened some 130 investigations,' and criminal authorities were
returning indictments and obtaining guilty pleas. But in the rush
to investigate and charge, one cannot lose sight that the modifi-
cation of option dates is not always fraud—and it may even be
perfectly legal.

The groundswell began with a front-page Wall Street Journal
article in March 2006 questioning the timing of options awarded
to executives at several large corporations.? The article reported
on an analysis it conducted, which found that the executives
fortuitously received option grants on dates coinciding with the
company’s lowest trading prices of the year. The journal’s statis-
tical analysis concluded that the odds for this to occur randomly
were about one in 300 billion.> Compared to the odds of winning
the multistate Powerball lottery with a $1 ticket—one in 146
million* —the coincidence was so remarkable that the SEC soon
instituted numerous investigations, and many other companies
initiated their own internal investigations, to determine whether
improper modification of options had occurred.

Stock options are popular with companies of all sizes
because of their flexibility and relatively low cost to create and
administer. They are a valuable form of employee compensation
that preserves the company’s cash, provides employees with an
opportunity to gain an equity stake in the company, and permits
the company to take certain tax advantages.
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Stock options are popular with companies
of all sizes bhecause of their flexibility
and relatively low cost to create and

administer.

Although option plans have existed since the 1920s, they pro-
liferated with a vengeance during the stock market boom of the
1990s, stimulated in significant part by cash-poor technology
companies seeking to hire and retain creative employees. Tax
law changes in 1993 also encouraged their resurgence.’

The stock option gives the holder the right to buy stock in
the future at a price fixed on an earlier date. The lower the fixed
price, the greater the opportunity for the holder to make a profit
if the price goes up, or to minimize losses should it go down. As
aresult, it is beneficial to the holder to have the pricing date set
for a time when the stock is trading at or near its low point.

In permitting the use of stock options, a company’s board
of directors typically authorizes a detailed procedure for their
award and exercise.® These plans, which are approved by share-
holders and publicly available to analysts, set the parameters for
awarding options and establishing exercise dates. Nevertheless,
for at least the past 10 years it appears to have been common
practice in public companies small and large to modify option
dates. Auditors and regulators paid scant attention to this prac-
tice, and option dating simply became “business as usual.”

Manipulating Options

The modification of option dates to obtain the lowest possible
price has taken many forms. The most publicized is the backdat-
ing of options, so that the price fixed coincides not with the date
that options were actually awarded, but rather with earlier days
on which the company’s stock was trading at its lowest price.

Other forms of option modification are referred to as spring
loading, bullet dodging, and repricing, to name a few. Execu-
tives spring-load options by granting them just before the public
disclosure of favorable corporate information that will likely
increase the stock price.” The opposite of spring loading is bullet
dodging, which occurs when executives wait to issue the options
until after the release of negative information, in order to fix a
lower exercise price.® Options are repriced simply by lowering
the original exercise price on existing options because the mar-
ket price has fallen since the initial award, and the options are no
longer “in the money.””

Modification may also include delayed pricing, or taking
advantage of price differences between the date that the compa-
ny’s compensation committee approved the grant and the date
that management actually allocated the options to employees.
Start date pricing occurs by changing employment start dates to
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coincide with the dates at which the stock price is near its lowest
point.

The modification of options may also have accounting and
tax implications. When options are granted “in the money,”
and the holder has an immediate paper gain, the company must
report them as compensation expenses.'” But backdated options
that reduce or cancel the gains also have the effect of minimiz-
ing or avoiding the expenses. This, in turn, causes other financial
items, such as profits or retained earnings, to be overstated when
disclosed in public filings, and it could lead to claims of improp-
er disclosures requiring restatements.

Proving Fraud

The media coverage of option modification has driven much of
the public reaction. There already was great public dissatisfac-
tion with excessive executive compensation and perks. Chang-
ing option dates is seen as further evidence of corporate greed.
There are scorecards' and bloggers'? who keep track of every
complaint filed and every charge brought. The option scandal
has become notorious in part because of its direct link to well-
known people at the highest echelons of the corporate structure.

Among the best known of these executives is Steve Jobs, the
cofounder of Apple Computer, Inc. According to press reports,
Jobs received a grant of 7.5 million options at a special board
of directors meeting that, a later investigation determined, did
not actually occur.”® The company has asserted that Jobs was
unaware of the dating of his options and not familiar with the
accounting for them." The SEC recently charged the company’s
former general counsel and former chief financial officer with
fraud in connection with those options."

Notwithstanding the public outcry, the law still requires the
government to prove that the company and/or its officers, direc-
tors, and employees actually committed fraud. In a criminal
prosecution for securities fraud, guilt of a “willful” violation
must be proved beyond a reasonable doubt.'* The SEC, in civil
cases, must establish that the defendants acted with scien-
ter—they knowingly and willfully manipulated options, or they
acted with “reckless disregard.”"” And it must be proven that the
manipulation is “material” to the company’s overall situation,'®
and not the equivalent of a corporate “white lie.” The evidence
necessary to prove these charges is not always easy to obtain and
establish, as not every manipulation constitutes a legal violation.

Scienter can be very problematic in the option context. As



noted earlier, the modification of option dates was such a com-
mon practice that many corporate officials may have sincerely
believed that it was legitimate. Backdating itself is not per se
illegal. As long as it is permitted and described by the corporate
policy and carried out in accordance with that policy, it may be
perfectly legitimate.

If company policy clearly allowed some choice of dates, and
the policy was followed, it would be very difficult to establish
scienter as to the company or its executives. Notwithstanding the
policies, if the particular option modifications are publicly dis-
closed, scienter is minimized. Some of the officials responsible
for manipulating options may not have personally benefited from
the timing of the options, thus limiting their motive—greed—to
commit fraud. The changed dates may even result from sloppy
record keeping, lost documentation, or mistakes by corporate
clerical staff, rather than from a conscious scheme to manipulate
grant dates."”

It may likewise be difficult to demonstrate that the manipula-
tion of options was material to a company’s financial records.
The Supreme Court defines materiality as having “a substantial
likelihood that the disclosure of the omitted or misstated fact
would have assumed actual significance in the deliberations of
the reasonable shareholder.”?® In many large companies, the im-
pact of option date modification on the overall accounts may be
so negligible that investors and analysts are not concerned with
it. In any event, many analysts do not typically include stock-
based compensation expenses in valuing public companies.

Indeed, at some companies that disclosed option manipula-
tion, the stock price did not drop precipitously when the ma-
nipulation was revealed. For example, the stock price of KB
Home, Dean Foods, and Apple Computer increased the day
after public disclosures of their option problems; 90 days later
each of the companies was trading higher than it had prior to the
disclosure.” This is a strong signal that as long as the rest of the
company is sound, the investing public is not worried about the
possible abuse of stock option compensation.

Moreover, some of the most egregious manipulations appear
to have occurred prior to the enactment of the Sarbanes-Oxley
Act in July 2002.[22] As a result, many of these situations could
create timing problems for regulators and civil plaintiffs. The
usual statute of limitations for securities fraud is five years.
Options issued in or prior to 2001 may therefore be beyond easy
legal challenge.

One SEC commissioner, Paul Atkins, has publicly stated that
“some commentators . . . have failed to appreciate the nuances
of this issue.”** He expressed hope that “innocuous” behavior
would not be indiscriminately grouped with “nefarious” behav-
ior “to avoid some sort of mass stampede of restatements.”*
Unfortunately, that seems to be exactly what is happening.

The Government Response

Within months of the Wall Street Journal article, the SEC and
federal criminal authorities initiated aggressive enforcement
actions. Focusing on cases that had all the elements of classic
criminal fraud, the government put corporate America on notice
that stock option manipulation was on the front burner.

In July 2006 the first criminal complaint based upon op-
tion manipulation was filed against former officers of Brocade
Communications, Inc.?® The charges included a laundry list of
obviously criminal offenses, such as backdating committee min-

utes to make it appear that the committee had actually met and
granted stock options on days that the Brocade stock price was
relatively low, when in fact no such meetings occurred and the
options were not granted on those dates.”’” The Brocade execu-
tives were also charged with backdating employment offer letters
and other personnel records so that it appeared employees who
were awarded options upon hire received them when the price
was relatively low, although the employees were not actually
employed at that time.”® The government claimed that executives
took steps to cover up their actions and lied during an internal
investigation.”

Shortly after the criminal actions were filed against Brocade,
former officials of Comverse Technology, Inc. were hit with
similar charges.*® The Comverse executives were accused of a
scheme to backdate millions of stock options for themselves and
their employees to days when Comverse stock was trading at
periodic low points.*! It was alleged that from 1991 to 2003 one
of the executives exercised options and sold stock worth approxi-
mately $150 million; about $138 million resulted directly from
backdating the options.*? Additionally, the complaints alleged
that the executives used fictitious names to generate hundreds
of thousands of backdated options, which they then “parked” in
a secret slush fund and used when hiring new recruits. One of
the named option holders was “I. M. Fanton,”* apparently an
allusion to phantom, as in Phantom of the Opera. The former
general counsel for Comverse has since pled guilty to conspiracy
to commit securities fraud, mail fraud, and wire fraud,* as has
Comverse’s former chief financial officer.*

In the recent Apple Computer case, the SEC charged Apple’s
former general counsel with falsifying corporate option re-
cords.* It claimed that the general counsel “fabricated” minutes
for a nonexistent board meeting in order to conceal the backdat-
ing of a 7.5-million-share grant to Steve Jobs, the chief executive
officer.”” In addition, the SEC alleged that the chief financial of-
ficer knew of the backdating, but failed to disclose it to auditors
or the investing public.*® According to the SEC complaint, each
of these individuals personally benefited from backdating by
receiving several million dollars in unreported option exercise
compensation.¥

Guilty pleas in option cases have accelerated. The former
general counsel of Monster Worldwide, Inc., the parent com-
pany of one of the world’s largest online job search Web sites,
Monster.com, pled guilty to securities fraud and conspiracy in
connection with the backdating of stock option grants.* In addi-
tion, the former chief executive officer of Take-Two Interactive
Software, which produces popular computer video games, pled
guilty to falsifying business records.*!

The common theme in all of these cases is that the facts—at
least as alleged—fit neatly into the traditional elements of crimi-
nal fraud. In the cases so far, not only are the dates manipulated,
but the manipulation is coupled with the creation of false re-
cords, phony personnel, or nonexistent meetings, as well as with
significant personal benefits for the manipulating parties, who
may then try to cover up their actions. This clearly is an attempt
by the government to avoid arguments about clerical mistakes
and lack of scienter.
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Thus, it is unlikely that the SEC will bring charges in most
of the cases currently under investigation. Rather it will focus
on “how bad is the conduct and how good is the evidence,™ and
look to the most notorious cases that fit traditional fraud theo-
ries.

As recently outlined by the SEC’s associate director of
enforcement, the factors in selecting option cases for prosecu-
tion are the duration of the misconduct, the materiality of any
unrecorded compensation to the overall financial statements,
and the direct evidence of scienter by the participants, as well as
their general level of knowledge and sophistication.® Efforts to
conceal actions or to obstruct investigations will, as always, play
a significant role in such charging decisions. Similarly, the De-
partment of Justice announced that it would seek to prove fraud
by showing that corporate documents were falsified, that false
public disclosures resulted, and that there were efforts to conceal
misconduct.*

New Trend in Corporate Malfeasance

The plaintiff’s bar has an uncanny knack for sniffing out each
new trend in corporate malfeasance, and not surprisingly, option
modification has resulted in a plethora of shareholder lawsuits.
One of the earliest was a class action filed by the shareholders

of Vitesse Semiconductor Corporation alleging misuse of stock
option grants in violation of section 10(b) of the Securities Ex-
change Act of 1934.% The complaint alleged that manipulation of
options created gains for at least one executive in excess of $20
million.*

On the heels of the Vitesse suit, a similar suit was filed
against UnitedHealth Group, Inc., claiming that the company
and certain of its officers and directors issued a series of materi-
ally false statements about the backdating of stock options.*” The
suit also claimed that the options were backdated so that their
exercise price correlated to days that UnitedHealth’s stock hit its
low point for the year.

Dozens of other lawsuits alleging securities fraud with
regard to the manipulation of options have since been filed,
claiming a variety of improper actions by corporations and their
directors and officials.*®

Ironically, these class actions may not turn out to be gold at
the end of the rainbow for either the shareholders or their contin-
gency fee lawyers. As discussed above, not every change of date
violates the law, and so proving fraud is not assured. Moreover,
damages in securities fraud cases are typically measured by the
“90-day look-back provision” of the Private Securities Litigation
Reform Act.* This limits a plaintiff’s damages to the difference,
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if any, between his or her purchase or sale price and the stock’s
mean trading price for the 90 days following the public disclo-
sure. Although in some of these cases the differences between
these prices are substantial, in others there is little or no differ-
ence. In the Apple Computer case, for example, the price 90 days
after disclosure was $10 higher than it was the day before the
disclosure.™ Similar price recoveries appear to have occurred at
other option-hampered companies, including Barnes & Noble,
Clorox, Dean Foods, The Gap, and KB Home.*! Such results
severely limit possible damages and may discourage expensive
class actions.

Increasingly, potential plaintiffs have switched to an old legal
standby, the derivative suit. According to the New York Times,
at one point there actually were more derivative suits filed about
option manipulation than shareholder class actions.” In deriva-
tive cases a single shareholder sues on behalf of the corpora-
tion and any money recovered from executives who improperly
received option profits is paid to the company. Because fraud
is not a necessary element in a derivative suit, the issue may be
litigated without regard to scienter. The sudden popularity of
these suits may have another explanation: the corporation and/or
the defendant executives can be required to pay the plaintiff’s
attorney’s fees and costs, thus assuring counsel a reasonable
payday.

The use of derivative suits received an important boost from
the influential Delaware Court of Chancery in two separate cases
alleging option manipulation. The lawsuits alleged that the direc-
tors of two companies breached their fiduciary duties by approv-
ing backdated options. When the directors moved to dismiss the
cases, urging that the “business judgment rule” insulated them
from liability, the court denied both motions. It found that in
violating a shareholder-approved compensation plan, “backdat-
ing options qualifies as one of those rare cases [where] a transac-
tion may be so egregious on its face that board approval cannot
meet the test of business judgment. . . ”** These cases essentially
sidestep the problems with fraud claims and create alternative
bases for liability.

Transformation of Compensation Boards

In November 2006 the Securities and Exchange Commission
sought to remedy option modifications by transparency. Recog-
nizing that it needed to alert the regulated community to option
date modification issues, it set new disclosure rules for executive
compensation that require in public filings a separate compensa-
tion discussion and analysis (CD&A), with a strong emphasis on
option grant practices.



The new CD&A must discuss, in plain English, the prin-
ciples underlying executive compensation policies and decisions,
specifically explaining how option determinations are made, and
whether option grants are coordinated with releases of mate-
rial information. The rules also require that each option grant
to senior officers be reported by the grant date and, if that date
is not the date of approval by the compensation committee, by a
separate disclosure.

Needless to say, deviations from the publicly reported poli-
cies could form the basis for charges that the CD&A was false
and/or that particular option grants were made in violation of the
stated practice, but proper disclosures to shareholders will gener-
ally protect against allegations of fraud.

Just as the excesses at Enron and WorldCom led to the
increased importance of audit committees, the option uproar is
likely to transform board compensation committees. No longer
can they be management’s financial “rubber stamp.” They must
actually spend time and effort reviewing compensation deci-
sions—including option programs.

The committee should be composed solely of independent di-
rectors, and should have the authority to retain and seek indepen-
dent advice from compensation consultants, legal counsel, and
other advisers. The committee should oversee the corporation’s
disclosures with respect to executive compensation, and review
and discuss the CD&A and recommend that it be included in
proxy statements.

Although option date modification has had significant real-
world consequences for many companies and individual execu-
tives, it is unlikely that the flood of fraud charges trumpeted by
the media will materialize. The issues are just too nuanced, and
the evidence is often flimsy.
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