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Lessons Learned From Options Backdating

Strong internal controls and the right “tone at the top” will help companies avoid future scandals.
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From left, Jonathan Cohen, Steven Stanton, Ted Allen, and Andrew Karron.

n the past year, more than 200 companies have announced internal or reg-

ulatory probes into their stock option practices. The options backdating

scandal provides a good starting point to discuss what steps companies
and their attorneys should take to address corporate governance risk in general.
We asked three distinguished panelists to discuss the lessons that can be drawn
from options backdating and how companies can avoid future governance problems.
They are: Jonathan M. Cohen, a partner with Gilbert Randolph who represents
companies in insurance coverage disputes, Andrew T. Karron, a partner in
Arnold & Porter’s securities litigation enforcement group; and Steven Stanton,
a managing director with Navigant Consulting who specializes in forensic
accounting investigations. This abridged transcript is from a live panel discus-
sion conducted March 6, 2007, at the Hilton McLean Tysons Corner in McLean,
Virginia, and was presented by Legal Times and the Washington Metropolitan
Chapter of the Association of Corporate Counsel. The panel was moderated by
Charles” Ted” Allen, director of publications at Ingtitutional Shareholder Services.

Ted Allen, moberator: wel
start with opening comments from the
panelists.

Jonathan Cohen, cisert
RANDOLPH: The last chapter in backdat-
ing hasn't yet been written. On the insur-
ance side, it is not entirely clear to me that
we've even gotten much further than the
preface. Many companies haven't yet
turned to their insurance in a serious way,
and there are no public cases that have
dealt with backdating with respect to
insurance coverage.

The good news for people in companies
that may be experiencing these types of
governance dlegations is that there general-
ly is insurance coverage that most compa-
nieswill have that cover many directors and
officers. Those types of policies generally
cover claims for losses arising out of

alleged wrongful acts taken by directors or
officers in their official capacities. Unlike
other types of insurance coverage, directors
and officers policies tend to have quite a bit
of variation in their policy terms, which can
have agreat ded of significance.

First, it is important to understand that
from an insurance perspective the decisions
that you make very early in the process can
have very profound consequences. Before
the problems arise, it isimportant during the
underwriting process to mesh your business
strategy to your policy terms because there
are substantial variationsin the way policies
are written. For example, directors and offi-
cers' policies typically cover claims for
losses arising out of alleged wrongful acts
of directors and officers. Each of those
terms has potential variations that can play
out in backdating and other corporate gov-
ernance areas. By way of example, the term
“claim” can mean a lawsuit. Typicaly, it

means something that’s actually been
brought, but language in these policies also
can cover things like a forma investigation
by an administrative agency or an informal
investigation taken by aboard.

Similarly, the term “wrongful act” typi-
cally is defined broadly, but in some
instances it can be defined much more
broadly or, in other instances, much less
broadly. And that may mean that things
like allegations of negligence may be cov-
ered under one policy, but may not be
covered under another.

When you are evaluating your risk,
you need to understand that it is the
amount of risk that you are willing to
take that may be reflected more or less
precisely in an insurance policy. And so
when a company is looking at the under-
writing side, it is very important that the
company have these issues in mind and
try to negotiate the kind of language that
it deems most helpful if and when a
claim actually arises.

The second place where early decisions
can play a very significant role is once a
clam is made, and this is where the rubber
redly hits the road for a lot of companies.
The first thing that companies need to focus
on is when and how to give notice to their
insurance company. Most insurance policies
and certainly most D& O policies require
prompt notice, and some only cover claims
that are noticed in a particular claims-
reporting period. You also need to be very
careful that when you write your notice you
are doing it in a way that plays correctly
with your defense.

Another concern is that these policies
contain exclusions that insurance companies
often will rely on in an effort to limit or
eliminate coverage for directors and officers
on a company’s claim. It is important to
understand that some of the things that you
do in defense of your claim can inadvertent-
ly have ramifications on some of the things
that you are trying to do on insurance, and
vice versa. Just by way of example, there's
an exclusion which essentially applies to
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intentional wrongdoing of the director or
officer. During the backdating scandal,
insurers have made alot of statementsin the
press that they think that exclusion likely
applies. The kicker on this exclusion for the
policyholder’s perspective is that this exclu-
sion generally doesn’'t apply until a court,
through afina order, decides that the under-
lying conduct was intentional. So while you
are defending your claim, you have to be
cognizant of the fact that if you settle and
you don’'t admit ligbility or you don’t admit
that it was intentional, that can have very
significant ramifications in terms of what
insurance coverage and terms apply.

Andrew Karron, arnoip
& PORTER: | want to talk about the things
companies can do once a problemis discov-
ered. That's affected by the regulatory cli-
mate but aso by the fact that you're likely
also to face securities class-action litigation
and derivative litigation. You may be fight-
ing a war on many fronts, and you really
need to come up with a coordinated plan.

The bottom line these days is that the reg-
ulatory climate really is one of zero toler-
ance, and it's zero tolerance of violations in
the first instance, but also of failure to
respond appropriately. The notion isthat both
the Securities and Exchange Commission
and the Department of Justice and, to some
extent, the listing agencies, all expect that
when a company identifies potential prob-
lems or is on natice of potential problems, it
will self-detect, it will investigate, it will
report, and it will remediate. Companies
have the duty to take action. That's reflected
in the SEC's Seaboard report and the DOJs
Thompson memorandum, which has been
superseded by the McNulty memorandum.

So what does this mean as a practical
matter? Once you've identified this prob-
lem, you need to investigate thoroughly. A
lot of times, you wind up doing alot of work
at the front end to figure out how big a prob-
lem it is. It is important to redlize the past
actions are what they are. You can’t change
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them when you discover what those are, but
your future conduct is something that can
be, and will be, evaluated.

In addition, your auditors will have con-
cerns about whether thereis a potential mis-
take in the financia statements. Company
executives will be concerned about that,
because they won’t want to be in a position
of signing what turn out to be false or erro-
neous financial statements. In the options
cases, almost all of the companies have
delayed issuing their periodic financial
reports. That has led to issues with the
exchanges, which have rules that require the
timely filing of periodic reports. While one
can request additional time, those
exchanges will want a plan of how you're
going to become compliant.

Probably the most important thing that
you can do is to preserve and collect al of
the documents that would be relevant to
government investigations and any share-
holder litigation. The government and pri-
vate plaintiffs are extremely sophisticated
regarding document preservation issues,
including electronic documents and meta-
data. Frequently in this case, you want to
engage document management profession-
als. They can work with your IT people to
identify potential sources of electronic doc-
uments and to make sure that any copies are
made forensically. That may be very rele-
vant; in a lot of the options-related cases,
the evidence of backdating has been based
on metadata that, according to the allega
tions, show that certain documents were
created or last edited after the date on which
they were reportedly created. So you will
need to have people working with you who
understand metadata and understand how to
preserve it accurately.

If you are investigating on behaf of the
company, you want to make clear who the
client is. The client is the company. When
you do interviews, you need to make sure
that you give Upjohn warnings to company
employees. That warning clarifies the situa-
tion: You are not the lawyer of the individ-
ual person. Information that they provide
will be turned over to the company. The
privilege, to the extent that it exists, is the

company’s privilege, not the individual’s
privilege, and people have to understand
that the company may at some future date
waive the privilege and turn over informa
tion to government agencies.

You want to look, obvioudly, at the key
documents. You go in quickly, and you try
to figure out what are key things to look at
and what are things that will give a sense of
whether there really is a problem. If you
see, for instance, atotally random pattern or
that you don’t see any grants on any low
price dates, that suggests that there's proba-
bly not anything intentional going on, and
maybe that there is no problem at al.

You want to take a look at the docu-
mentation underlying board or compensa-
tion committee minutes. And again it is
useful to look at the metadata and see if
you appear to have any situations where
the metadata seems inconsistent with the
document. That’s not conclusive, but it
will raise questions and you can then do
further investigation.

You want to take alook at the grants and
see if they comply with the requirements of
the company’s equity plan. Thisis redly a
corporate law matter, but you can have situ-
aions where there is inadequate delegation
of authority. You want to make sure that the
amounts are correct. You want to make
sure that there are sufficient shares in the
plan. These are al technical issues and you
can have situations where inadvertent mis-
takes are made, but you want to make sure
these are lawful grants.

Another thing that you want to do
upfront is to engage a forensic accountant.
In many cases, these firms are involved in
multiple different cases, and they’ll just
have some perspective about what they’ve
seen at other companies and know what to
look for.

When you deal with the regulators, prob-
ably the most important thing is to set the
right tone. You want your tone to be one of
cooperation. You want to get them the
information that they’re entitled to and do it
in a cooperative and efficient way. You
want to show that you presented informa-
tion that isreliable and accurate.

Steven Stanton, NaviGant
CONSULTING: One thing that I'll re-
emphasize is the importance of preserving
documents, particularly electronic docu-
ments. Amazingly, we till encounter Situa-
tions where companies are not doing every-
thing that they really should to preserve those
documents. For those of you who are in-
house counsel, make sure you also talk to
your IT department to have them cease their
usua back-up processes because most com-
panies when they back-up their e-mail
sarvers, they will overwrite an older tape with
data for the current month and that destroys
whatever was out there from months ago.

| am going to comment on some of the
common problems that we' ve been seeing in
the options investigations and the restate-
ments that those companies are doing. Most
of the problems occurred prior to 2002 when
the Sarbanes-Oxley regulations started
requiring companies to report options within
two days of when they were awarded. Since
then, companies seem to have improved their
processes. Before then, there were a lot of
situations of poor procedures or poor docu-
mentation. Often, it was a result of ineffec-
tive communication within the company.

There have also been situations where
there has been alack of adherence to the pro-
visions of the options plans. Often, a compa-
ny’s plans have been modified over time, and
the actual administrative processes that the
companies have been following haven't nec-
essarily kept pace with those plans.

Backdating and favorable pricing often
results in in-the-money options or options
that are priced below their fair market vaue
on the date of the award. Some plans dlow
for that, and it's perfectly appropriate for
companiesto grant those. Other plans do not.

Another problem has been a lack of
oversight by boards, and particularly by
compensation committees. In many of
these situations, you' ve got companies that
are giving awards to a broad spectrum of
employees. While press accounts have
focused on cases where corporate officers
have personally benefited, the situations
where you see the biggest accounting
restatements are those companies that gave

Jonathan Cohen

awards to a wide range, if not all, employ-
ees of the company. Because of the practi-
cal aspects of administering that volume of
awards, most compensation committees
delegated that authority to members of
management but didn’'t pay close enough
attention to help management with execut-
ing that authority.

Many of the affected companies are
smaller, start-up companies where options
were a valuable tool for compensation.
Many of those companies, because of
their start-up nature or their size, didn’t
build the infrastructure in the human
resources departments, legal departments,
and accounting departments to have the
good internal control processes they
would have liked to have.

Most of the accounting rules that affect
backdating issues were promulgated in
1975 and were till in effect up until about
two years ago. And under those rules, if
you issued options where the award price
was the same as the stock price on the
date of the award, you didn’t have to
record an expense in your financia state-
ments. However, if they had a price lower
than the current market value of the stock,
then that would create an accounting con-
sequence. The difference between the
award price and the current market value
should be reported as an expense over the
vested period of that option. That's the
part that most companies didn’t do. If they
inadvertently or even intentionally priced
those options favorably, they didn’t reflect
that expense in their financial statements.

The other situation where you can have
some accounting consequences is if you
modify an award. If you made an award nine
months ago that was at the money, but then
you modify it today when it is at a lower
price, then that would create an accounting
consequence as well. Often, those modifica
tions were not reflected in financial state-
ments, and that's why companies are going
back and making restatements.

Allen: wha issues should corporate
counsel be considering as they prepare for
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and, hopefully, prevent the next corporate
governance or financial reporting crisis?

Cohen: Therearea couple of
things a company can do right out of the
gate. On the underwriting side, a company
ought to be evauating its risk in a meaning-
ful way and making sure it is acquiring the
types of insurance coverage and the scope of
coverage that will be useful if one of these
problems arises.

There are a couple of other things that
create some issues on the insurance side.
Insurance companies look at waiver of attor-
ney-client privilege from a dightly different
perspective than the way that the govern-
ment does. The insurers often will look to a
provision in their policies called the cooper-
ation clause that purportsto say that the poli-
cyholder is supposed to do everything that
they’re supposed to do in defending the
claim in order to maintain the coverage. And
insurers can point to waivers of attorney-
client privilege in an effort to try and argue
that the cooperation clause has been some-
how violated or otherwise undercut cover-
age. Before making the decision to waive
attorney-client privilege, it is important to
evaluate what the reaction may be from your
insurance companies, and what counter-
arguments you may have.

Another important point is that most of
these cases have arisen from behavior that is
pretty old and dated. That can have insur-
ance conseguences because insurance poli-
cies often will have retroactive dates or prior
act exclusions that basically say that if the
issues that give rise to coverage happen at or
before a certain date, then they won't be
covered. If you argue that each grant of
stock options is a separate event, that may
mean that some older grants won't be cov-
ered. By contragt, if the grants are part of a
single, continuing event, you would have an
argument that the entire claim is covered.

Karron: with respect to waivers,
this is a matter of some real controversy.
Companies have been resistant to waivers

because of concern over securities and
derivative litigation. Once you waived with
respect to the government, even if you try to
negotiate a confidentiality arrangement,
there is a lot of authority that says that a
waiver is a waiver and you run the risk of
waiving for all purposes. The McNulty
memo in December 2006 makes some
changes in the waiver area. Prosecutors can
still request a waiver, but there is more of a
process that they have to go through.
Senator [Arlen] Specter (R-PA) has intro-
duced a hill that would address protecting
the attorney-client and work-product privi-
lege. The American Bar Association has sent
a letter to the SEC suggesting that there
ought to be revisions to the Seaboard report.

With respect to what to do going forward,
there are a few things for companies and
boards to consider. One generd areato think
about isthe tone at the top of the company. In
alot of cases where government investiga-
tions have led to actions against the compa
ny, one of the things that the government has
looked at has been poor tone a the top. If
the company redly has a tone at the top of
integrity, accuracy in financia reporting, and
compliance with procedures, that sets the
right tone and people will do the right thing.

Secondly, under Sarbanes-Oxley, there is
a complete emphasis on interna controls,
and if those kinds of reviews are being done
and they’re taken seriously, those reviews
should help companies identify potential
aress of wesknessthat can be remedied.

Finally, it is useful to look at academic lit-
erature and, to some extent, the criticism of
standard industry practices. The options
matters really are the culmination of what's
been going on for decades. Government
authorities look at this sort of literature and
consider whether it identifies issues that are
worthy of investigation. This literature can
be an early warning system of issues that
you may want to be aware of.

Allen: what should companies be
doing from arisk assessment standpoint, and
should they go on beyond their internal and
externa auditsto look at other practices?

SPONSORED CONTENT

Stanton: The two most important
things are to have a very effective internal
control structure within the company, and
you need to have a very strong, engaged,
and knowledgeable board. If you look back
at the underlying cause of some of these
options problems, you will find a lack of
communication between company depart-
ments, a lack of adequate systems, and in
some cases, a tone from the top that discour-
aged employees from questioning things.

From a corporate counsel’s standpoint,
you can play a role in helping the board
members be knowledgeable about not only
what is going on in the company, but also
the risks and issues that are facing the indus-
try. Hopefully, they bring some baseline
knowledge, but it is aso up to members of
management to keep them knowledgeable.

Allen: what should companies do
from an internal compliance standpoint?
Are there any other steps that should be
taken with their internal compliance pro-
gramsto help prepare for the next crisis?

Karron: | would echo Steve's point
that you really want to have your internal
controls be taken serioudy. Companies have
been doing interna control reviews and you
want to detail those findings for the audit
committee, redly to make sure they under-
stand what’s going on and how those
processes work. You need to have a reason-
ably open system so that employees will fed
comfortable raising issues and know that
those issues will be appropriately explored.

Stanton: | recommend keeping your
eyes open and your earsto the ground to deter-
mine the issues that are affecting other compa-
nies. Certainly, the backdating issue was well
publicized back in March of last year. When
you are reading those kinds of articles in The
Wall Street Journal, that is an issue that you
ought to look at. | do afair number of investi-
gations in the healthcare industry, and one
thing that's very helpful isthat the HHS Office

Steven Stanton

of Ingpector Genera publishes every yesr its
work plan of issuesto focus on. In other indus-
tries, you should try to find those early signals
of where regulators are looking and then do a
quick diagnostic check interndly to see if you
have some more issues.

Allen: what we can expect to see
from the SEC and the government? There
have been a handful of indictments so far, but
there's an expectation that there will be more.

Stanton: well, it isredly early. |
think now there are six cases — the red ques
tion is where the government agencies are
going to draw the line. So far, the proceedings
that I'm aware of have primarily been with
respect to individuas. The question will be
what happens to companies. It is more likely
for the government to bring options cases over
things such as intentiona backdating, lying,
document destruction, fictitious employees,
and other classic fraud situations. | think the
agencies have been careful not to stake out a
final position on some optionsissues asthisis
something that they will obvioudy have to
evduae. They will be able to look at the full
spectrum of what they find as aresult of their
investigation and make judgments.

With respect to shareholder litigation in
this area, those cases aso are just begin-
ning. There are a couple of recent decisions
from the Delaware Chancery Court, Ryan
vs. Gilford and In re: Tyson Foods, where
there were allegations of intentional back-
dating, contravention of the company’s
options plan, and deliberate fasification of
records. Not surprisingly, the court conclud-
ed that if you accepted those allegations as
true, they might state a claim, but the court
was also careful to caution that the plaintiffs
would have to prove those aleged facts in
order to recover.

Having had the opportunity in the last
few weeks to hear several SEC commis-
sioners, SEC enforcement staff,
Department of Justice people, and even a
high-ranking FBI official, it is pretty clear
that the regulators are looking very closely
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at al of these new issues. As Andy says,
the challenge is going to be differentiating
between those cases that were administra-
tive problems and those that were inten-
tional wrongdoing. There are about six
companies where there has been legal
action taken. Two of those are fairly dated,
but in recent weeks, four new ones have
surfaced, including a couple of people who
have pled guilty to criminal acts. | think we
will see more activity there. Hopefully, it
will be more directed at individuals and not
at the companies, but it is unclear.

Allen: Accordi ng to press reports,
there appears to be some division within the
SEC on whether to take action against com-
panies. Any thoughts on how the SEC might
come down on that issue?

Karron: | don't think | can predict
what the SEC will do, but | do think that one
can identify factors that may well be taken
into account. It is certainly the case that
companies act through their employees, and
employee conduct, which is really senior

management, can be attributed to a compa-
ny. The government may look at what you
do once you're in the process of an investi-
gation, and what you do going forward.
Does the company cooperate? Does it self-
investigate? Does it self-report? Does it
remediate? These are the kinds of issues that
historically the enforcement agents have
taken into account, and | would expect that
they would here aswell.

There is certainly an argument for some
companies that they are victims of all of
this conduct and should not be punished.
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The goal of the company, | would suggest,
in an investigation is to really show that
once it became aware of the problem, it did
essentialy the right thing and showed red
cooperation.

Stanton: | think it is exactly right
that the government will look at how com-
panies reacted. What corrective action did
you take with your processes and contrals,
but also what action did you take with
respect to who benefited from the alleged
backdating? In some ways, the onus will be
on the board, rather than the government, to
be the arbitrator of these issues. As a board
member or as a member of management,
you may be in a position of trying to deter-
mine: “Was thisamistake?’ and if so, “how
do | dedl with it?" Was it something that was
intentional and you should deal with that dif-
ferently? How do you determine what peo-
ple did? But those are the kinds of things
that the government’s going to look at, and
these are certainly the kind of questions the
government will be asking the internal
investigative team.

Cohen: From an insurance point of
view, there have been no cases filed yet.
Insurers are taking a sit-and-wait perspective
on this. Initidly, in the first few months of
the backdating crisis, starting last March
[2006], the insurers made a number of state-
ments describing backdating as a crisis, say-
ing that they thought there would be alot of
claims coming out of it. They’re now much
more silent about that. They've started to
say that this may be principaly a defense
cost issue. But we're still a an early point in
the process where it's not yet entirely clear
what happened on the underlying claim side,
soitisnot yet entirely clear how theinsurers
are going to make arguments about that.

On the underwriting side, there already
have been some ripples with respect to
backdating. | think a number of insurance
companies have proposed exclusions that
would apply to certain behaviors related to
stock options. Policyholders, by and large,
are trying to resist those exclusions, in
large part because those exclusions tend to
be written in a fairly ambiguous way,
which could lead to a much broader appli-
cation. From a pricing point of view, back-
dating hasn’t yet had an enormous signifi-
cance, although the insurers are at least
talking about the fact that they may differ-
entiate among companies based on how
serious the allegations are.

Karron: witn respect to remedia-
tion, one more thing that companies can do
is look at the policies and procedures that
were in place, and what steps could be taken
to change them. For example, if companies
used a variety of different grant dates, and
there was a lot of discretion setting dates,
that could have fecilitated some manipula
tion of dates. To the extent that companies
decide to go, for example, to fixed dates,
either an annual date or periodic date, that
policy change can address those issues. |If
there were paperwork and record-keeping
issues, and a company enhanced those pro-
cedures and made one person or area
responsible for collating and maintaining
relevant material, that can help address those
issues. While companies will benefit in
terms of risk mitigation, these concrete steps
can demonstrate good governance and help
in the audit process. [ |



