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Backdating and Directors Incentives: Greed or Reputation?

Abstract

This paper investigates how directors'incentives play a rée in the occurrences of rms'backdating
employee stock options. Particularly, we examine directos'option compensation, independence
of the audit and compensation committees, board size and bad independence. Stock options
granted to directors are supposed to provide incentives to glectors to guard the rm from en-
gaging in shareholder value destroying activities. Howewue \greed"might drive directors with
more wealth tied up in stock options to pursue activities that enhance their personal wealth.
Backdating is one of the practices that was recently discoweed to be used by many rms. We
document a positive association between directors'optiorcompensation and the likelihood that

rms backdate their employee stock options.



1 Introduction

Director compensation has been the subject of heated debat®r more than two decades. In 1980s,
corporate reformers and some large institutional investos argued that options would help motivate
directors to focus on shareholder returns by giving them owership incentives. Until recently, this
idea has continued to gain popularity. According to Executive Compensation Reports, a newsletter
that covered executive pay, about 1.6% of the 1,000 largest $. companies gave directors some
kind of stock in 1983. By 1994, nearly one in ve used options & compensate directors. The usage

has continued to grow into the early 2000s.

Director options are widely adopted by companies as a vital vol for rewarding board members
and aligning their interests with those of shareholders. Hwaever, due to the recent scandals as
well as accounting and legal changes, director options arealling out of favor. December 20th
2006, IBM announced that they stopped granting outside diretor options and instead would pay
directors cash or stock ownership. Other companies that haw dropped this practice are retailer
Gap Inc., recruiter Heidrick & Struggles International Inc. and Tyson Foods Inc! This recent
aversion to directors's options by some companies raises ¢hquestion whether director options
e ectively motivate the directors or do options distort the incentives leading to the misalignment

of incentives, and potentially fraud such as backdating?

In this study, we examine the association between directorampensation and option backdating.
We are interested in the role of director compensation in trggering the backdating behavior. Back-
dating is the practice of using hindsight to select a past daé, when the stock price was particularly
low, to be the option grant date. In general, stock options ae granted at the money, i.e. where
the exercise price is equal to the market price of the stock omthe grant date. Backdating helps the
recipients of the options to obtain in-the-money options, thus enhancing the value of their option
grants. Since last year, more than 140 companies are undervastigation for possible backdating
activity 2. This popular phenomenon raises concerns about the e ectieness of corporate governance
in setting the executive pay. Options are designed and grargd by the board of directors to better
align the incentives of the management with those of sharehders. Backdating is the unethical way
to boost the pro t of the option recipient. It is interesting to examine what role the board plays in
backdating options, and whether directors obtain personalgains at the same time. We especially

examine the association between outside directors'stockation grants and the probability of option

YIn 2001, as the stock-market boom of the 1990s crested, neas eight in 10 big companies were giving their
directors options, according to a proxy analysis of 350 major companies conducted for The Wall Street Journal by
Mercer Human Resource Consulting in New York. By last year, t he gure was down to 53%.

2Wall Street Journal publishes the option scorecard listing the companies under investigation for possible option
backdating.



backdating.

Extensive research focuses on investigating unethical ofmin grant practices. Yermack (1997)
attributes the abnormal stock returns after the stock option grants to good timing by the manage-
ment. Aboody and Kasznik (2000) nd similar patterns. Lie (2 005) provides even stronger and
more comprehensive evidence on management timing the optiogrants. More recently, Heron and
Lie (2006) and Narayanan and Seyhun (2006) provide evidencef rms backdating their options,
and nd this phenomenon is particularly popular before the implementation of Sarbanes-Oxley
act. Bizjak, Lemmon and Whitby (2006) nd that interlocking boards play a signi cant role in the
usage of backdating. A rm tends to backdate options when they have a board member who serves
on the board of another backdating rm. Collins, Gong and Li (2006) link the backdating prob-
lems with the weak corporate governance proxied by CEO's inuence over board and compensation
committee. Bebchuk, Grinstein, and Peyer (2006) not only da@uments the extent of the practice
in executive option backdating, but also reports a link between the lack of board independence or
CEO in uence and the executives option backdating. Another paper by Bebchuk, Grinstein, and
Peyer (2006) shows in addition to executive gains from optia backdating, directors also receive

substantial amount of lucky grants.

Our paper di ers from existing research in that we focus on hav director compensation, partic-
ularly option compensation might play a role in the likelihood that rms engage in option backdat-
ing scandals. Bebchuk, Grinstein, and Peyer (2006) examin@ow much the directors gained from
\lucky"grants. We are most interested in examining whether compensating directors with stock
options results in poor incentives to the directors thus lealing to unethical behaviors, particularly
the practice of option backdating. We do not focus on whetherdirector options are backdated.
Instead, we investigate how directors'compensation mighthelp explain why certain rms are more
likely to backdate options. Under the optimal contracting t heory, an important role of the board
and compensation committee is to design and execute execud compensation contracts to solve
the agency con icts between managers and shareholders to manize shareholder value. Manage-
ment themselves cannot change their compensation contracivithout the approval of the board.
The board of directors is responsible for setting the optioncompensation, including the amount
of options granted, who receives options, the exercise dateand exercise price (Yermack, 2004).
Therefore, we cannot omit the role of directors in explainirg the option backdating behavior. In
this study, we examine on both the amount of the option grantsto the directors and the sensitivity
of these directors'option grants to stock prices changes. fie sensitivity of directors'option grants
to stock prices captures the ex-ante incentives that might n uence the directors'decision to allow

the option backdating activities to occur.



Ryan and Wiggins (2004)examine the determinants of directos'compensation and nds that the
structure of the directors'compensation is determined by he bargaining powers between CEOs and
the outside directors. In their paper, rms with more outsid e directors or less entrenched CEOs are
more likely to award equity compensation to the directors. Reputation is a key determinant of the
market value for corporate directors. Consistent with Harford (2003), the penalty to independent
outside directors of losing a board seat appears to create gentives for e ective monitoring of
the rm. The trade-o then becomes personal gains versus reptation retention. Backdating
practice is likely to take place when directors'personal gms dominate loss of reputation. To
understand why some directors decide to participate in backating activities, it is important to
understand how these directors benet from the activity. We would expect to observe a link
between directors'compensation, especially option grargt, and the tendency to backdate. Directors
with more option grants have the most potential gains from backdating. Following Heron and Lie
(2006) and Narayanan and Seyhun (2006), we nd about 1,475 aside board members received
guestionable option grants, which is consistent with Bebcluk, Grinstein, and Peyer (2006). This
suggests that directors are likely to be blamed for the fraudrather than or together with executives,
giving us another reason to focus on the examination of dirdors'incentive in committing the option
backdating fraud. The task of this study is to test whether the structure of directors'compensation

enhances the likelihood of executive option backdating.

Instead of focusing on the sample of potential option backddng rms, we focus on a unique
sample of 146 rms that are being investigated for possible hckdating employee options. We
compare this sample of rms with those rms that are neither t he backdaters under investigation
nor the potential backdaters, as identi ed by other studies (e.g. Heron and Lei, 2006; Narayanan
and Seyhun, 2006; Bizjak, Lemmon and Whitby, 2006; and Collhs, Gong and Li, 2006, Bebchuck,
Grinstein, Peyer, 2006,¥. We nd that directors of the backdating rms are compensated with more
options and the option values are more sensitive to stock pdes compared to the benchmark rms
( rms that are neither the backdaters nor the potential back daters). Directors'option compensation
is positively related to the likelihood of rms being investigated for backdating. The positive and
signi cant relation is even stronger between the probabilty of backdating option grants and the
sensitivity of the value of directors'option compensationto the changes in stock prices. Directors
who have higher option pay-performance-sensitivity are mee likely to backdate option grants.

The result is stronger for older directors, as older directos have less opportunity costs associated

3For example, in Bizjak, et al (2006), rms are identi ed as ba ckdating option grants when the market adjusted
stock price decline is at least 10% in the 20 trading days prior to the grant and increased at least 10% in the 20
trading days after the grant. Collins, Gong, and Li (2006) cl assify rms as backdaters if the grant date stock prices
is in the lowest decile of the stock price distribution over t he 240-day window.



with loss of reputation. We also nd that rms with more indep endent compensation and audit
committees, as well as rms with smaller board size and moreridependent directors are less likely
to backdate options. Backdaters in general experience negjge stock market reactions around the
news announcement. Higher CEOs'option holdings and highedirectors'pay performance sensitivity

lead to more negative announcement day returns for backdates.

Our paper makes signi cant contribution to the current lite rature. Existing papers on the timing
of option grants or backdating fraud do not focus on the role & director compensation. Little
prior work addresses the issue of director compensation. Weomplement these existing studies
and question the e ectiveness of equity compensation grardd to outside directors, particularly
stock options in aligning directors'interests with sharetolders. The results of this paper question
the e ectiveness of option grants provided to the directors Since director option grants are so
signi cantly related to the backdating events, it is questionable as to whether rms should provide
options to the directors at all. Implications of our study help explain the widespread reduction or

drop in the option grants to the directors.

Section 2 covers literature review and hypotheses developemt. Section 3 discusses sample and

data. Section 4 provides empirical design and analyses. S@&m 5 concludes the paper.

2 Literature Review and Hypotheses Development

2.1 Literature Review

Most of the existing studies focus on the structure of the boed of directors and how it relates to
a rm's investment decision and performance (e.g. Hermalinand Weisbach, 1998; Yermack, 1996).
Few papers examine director compensation directly. Yermak (2004) suggests that directors have
two motivations to monitor well: their reputation and their compensation. Ryan and Wiggins
(2004) empirically examine how director compensation is deermined by the relative bargaining
power between CEOs and the board. Equity-based compensatiphas been documented to align
the interests of shareholders with those of management andidkctors (e.g. Morck, Shleifer, and
Vishny, 1988; McConnell and Servaes, 1990; Jensen and Murphl990; Kroumova, Kruse and Blasi,
2000; Hall and Murphy, 2001). Typically, employee stock optons are granted at-the-money, where

the exercise price of the option is set at the market price of he grant date. Price appreciation
following a grant increases the value of the options, and tts gives the incentives for management
to try and time the granting of these awards. Good timing helps management prot from their
option compensation. Aboody and Kasznik (2000), and Yermak (1997), show that on average,

stock options are awarded prior to increases in stock pricesuggesting managerial manipulation of
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the timing of stock option grants. Chauvin and Shenoy (2001)suggest that stock prices decrease
prior to stock option grants, again suggesting rms releasing poor news prior to stock grants to

lower the grant strike price.

Similarly, Lie (2005), Heron and Lie (2006) and Narayanan anl Seyhun (2006) nd poor stock-
price performance prior to the option grant and a reversal instock price performance after the grant.
This pattern of share price reversal for stock option grantssuggests that rms set the grant date
retroactively in order to lower the strike price of the option, called backdating. Collins, Gong and
Li (2005) nd opportunistic timing of option grants around n ews announcements, and management

of information ows around xed grant dates. Since the publi c exposure of rms'backdating in the

Wall Street Journal in 2006, several papers have tried to adtess why this wide-spread scandal takes
place and what are the economic e ects of this behavior. Colhs, Gong and Li (2006) document an
association between weak corporate governance and the imignce of backdating events. Similarly,
Bizjiak, Lemmon and Whitby (2006) nd that interlocking boa rds play a signi cant role in the
spread of backdating. Firms are more likely to engage in badkating behavior when they have
outside directors linked to the rms that also backdate the option grants. Bebchuk, Grinstein, and
Peyer (2006,a,b) provide ample evidence on substantial gas that CEOs as well as directors might

have received from timing the stock option grant dates.

2.2 Hypotheses Development

In our study, we focus on how director compensation might crate incentives for directors to engage
in backdating. Option grants are mechanisms adopted by the rms to provide proper incentives to
top management and directors. Most of the options are grantd at-the-money. Any price appre-
ciation following a grant increases the value of the options Pro t-pursuing option recipients have

incentives to try and time the granting of these awards eithe following poor stock performance to
lower the exercise price, or prior to good stock performancéo obtain the price increases following

the grant. In Ryan and Wiggins (2004), 63 percent of the rms award options to directors. Most

of the existing literature on option backdating (e.g. Bizjiak, Lemmon and Whitby, 2006; Collins,
Gong and Li, 2006) ignores the role of director compensatiom backdating activities. Directors are
supposed to monitor management and prevent rms from commiting fraud. Backdating bene ts

both top management and directors who receive options (Beldwk, Grinstein, and Peyer, 2006).
Purely focusing on the structure of corporate boards cannotprovide a complete picture of direc-
tors'incentives which lead to this practice. An independen compensation committee, presumably,
should be more e cient in designing and executing the execuive compensation contracts. There-

fore, it is expected to be associated with less backdating &iwity. However, this association may be



voided if directors also have large amounts of option grants Management and directors might have
common interests in pursuing the gains from backdating, regrdless of the directors'independence.
Examining director compensation may explain why 45% of the drectors involved in backdating
scandal lost their directorship®. It also corroborates the fact that many well-known companies
have begun to drop, decrease or alter the equity based compsation granted to directors. Option
grants might not be an e ective tool to motivate directors to e ciently monitor executives. We

test the following hypotheses:

Hypothesis 1: Firms are more likely to backdate option grans when the board of directors
has a higher level of stock options. When option grants are teB major component of director
compensation, there is an increased likelihood of backdati, controlling for other factors such as

executive options grants, structure of the board and other gvernance mechanisms.

The value of option grants varies with stock price changes. &me grants are more sensitive to
changes in stock price and some grants are less sensitive. &lpotential gains from backdating
options are larger if the value of stock option is more sensive to the changes in stock price.

Therefore, in addition to considering the level or percentge of director option grants, we also test:

Hypothesis 2: Directors'incentives to backdate option grants increases when their stock options
have higher pay-performance-sensitivity (PPS). There shald be a positive relationship between

option PPS and the likelihood of rms'backdating.

In addition to examining directors'incentives to backdate options, we also investigate share-
holder loss after the release of backdating scandals. New$aut backdating scandals is associated
with management unethical behavior. When directors are inwlved, especially given directors also
have a large amount of option grants, backdating signals thadirectors fail to deliver their duties.

Therefore,

Hypothesis 3: Backdating events lead to negative stock manit reactions. The more option
grants that directors or management hold, the lower the abnemal returns around the backdating

scandal announcements.

3 Sample and Data

We construct two samples to test our hypotheses. Our primarysample consists of the 146 back-

dating rms that are listed in the Wall Street Journal as of De cember 12, 2006. These rms were

“we check the news release for all 146 rms that are under option backdating investigation. 45% of these rms
have directors directly involved in the scandals



under investigation for possible backdating by the SEC, theFBI, the Department of Justice (DOJ),

or by the companies'own boards. Executive and board of direor compensation data are obtained
from Execucomp. Board structure and board size data are fromRRC Directors Database. We
manually collect the exercise price of directors'option gant each year from proxy statements. Any
other missing data are hand-collected from proxy statemers. We require that these rms have
both board data, as well as compensation data from 1995-200%vhich gives us 1,375 rm years.

We call this sample as the backdater sample.

Our second sample includes the benchmark rms. Benchmark ms are de ned as those rms
that are neither the backdaters in the primary sample nor the likely backdaters as classi ed by
existing literature. We started with the universe of Compustat rms. Following Collins, Gong,
and Lee (2006), we classify a rm as potentially engaging in lckdating if the stock price of the
grant date for CEO options falls within the lowest decile ova 120 trading days before and after
the grant date. We call them potential backdaters. We excluce all the potential backdaters and
those rms in our primary sample. The remaining rms become the pool of benchmark sample.
We collect executive and director compensation data as welas other governance variables from
Thompson Financial Insider Trading, Execucomp and IRRC database. Financial data is obtained
from Compustat and stock return data is from CRSP. In total 3133 rm year data formed our
benchmark sample, i.e. the non-backdaters. (I forgot, did v get exercise price of director options

from execucomp or proxy statement?)

Table | provides primary sample descriptions. Surprisingy, 77 rms are investigated for back-
dating activities after Sarbanes Oxley was passed. Most ofite rms are under internal investigation
(124), and SEC investigation (77). Only 19 are being investjated by the FBI, and 56 by the DOJ.
Since most of the backdating scandals have just been annoued, there are still fallouts being
reported. To date, only 1.19 derivative shareholders lawsitis are outstanding. Additionally, the

executives have yet to feel much of a repercussion due to theandals.

We believe our primary sample has the advantage over the lagy sample of potential backdaters
by other existing papers, since this sample is a focused grpwf rms that are currently investigated
for backdating practice. We avoid the possible identi cation error in forming a sample of only
potential backdaters by examining exercise price and stoclprices. Another advantage is that we
are able to track down the market reaction to the announcemenof rms'backdating investigation.

This helps us explore the value impact from the backdating pactice.



4 Empirical Design and Analyses

4.1 Empirical design

We rst carry out univariate comparison between backdaters and the benchmark sample in their
rm characteristics, governance mechanisms, compensatig and especially directors'compensation.
We then address the question of whether directors'stock opbns play a major role in triggering

backdating practice. We use a logit model and estimate the ftbowing equation:
P(Backdater) = ;+ ,Controls; + ;BoardCharacteristics ; + ,ExecutiveCompensation;

+ gDirectorsCompensation; + g¢DirectorsCharacteristics ; + j; D

where board characteristics include the board size (BSIZE )and the percent of independent
directors (Pct Indep). Independent directors are directors who are neither employee from the rm
nor have any personal or business relations with the rm. We nclude executive compensation
measures such as the level of CEO salary, CEO option compernsan as a percentage of total
compensation, pay-performance-sensitivity (PPS) of CEOS total equity based compensation, and
option compensation (Option PPS). Measures of Directors'ompensation include the outside direc-
tors'option grants as a percentage of total director compesation, pay-performance-sensitivity of
directors'equity compensation (Director PPS), and option compensation (Director Option PPS).
Following Core and Guay (1999), PPS measures the change in eify-based compensation (or
value of the option grants in thousands) given one percent chnge in stock price. We use the
pay-performance sensitivity (PPS) to approximate how wellthe CEO and directors'incentives are
aligned with the incentives of shareholders. In our calculdon of the pay-performance-sensitivity,
we include all the existing option holdings including previously granted and newly granted. There-
fore, we are measuring the overall wealth e ect rather than the marginal e ect of option grants due

to the newly awarded equity and options.

Director characteristics include the average tenure (Indg Tenure), age of the outside directors
on the board (Indep Age), and a dummy for whether they have anyinterlocking board relationships
(Interlock). We control for Assets, LNMV, volatility, ROA, MK _BK, and the debt ratio. Assets are
the log of book value of total assets, LNMV is the log of the maket value of the rm measured as
the book value of debt plus the market value of equity, Volatility is standard deviation of the stock
returns over the scal year prior to backdating occurrences ROA is the return on assets, MK_.BK
is the market to book ratio, and Debt Ratio is the rm's total d ebt over total assets. All of these

variables are lagged one year. The above rm characteristis help explain whether certain type of



rms are prone to backdating practice.

Additionally, we examine the resultant market e ects of the backdating activity. We calculate
the abnormal returns for the backdating companies at the time of their announcement. We run

the following regression:

AR = ;+ ,Controls; + 3;BoardCharacteristics ; + ,ExecutiveCompensation;+

sDirectorsCompensation ; + gDirectorscharacteristics ; + i; (2)

Abnormal returns are estimated based on market model. This egression analysis helps us
understand whether market reacts di erently to the backdating scandals given certain types of

characteristics.

4.2 Empirical Results

First we compare backdaters and non-backdaters' rm charateristics. Backdaters are the 146 back-
dating rms listed in the Wall Street Journal that are under i nvestigation. Non-backdaters are
those rms that are neither backdaters nor the potential backdaters as classi ed by Collins, Gong
and Li (2006). Table Il reports the univariate comparison results. We compare each component
of the CEO and director compensation, pay-performance-sesitivity (PPS) for both total equity
based compensation and stock options of both CEOs and direots, board characteristics, and
rm characteristics. Overall, backdaters'CEOs and directors have signi cantly higher equity-based
compensation, including both stock grants and option grans as compared to non-backdaters. We
also examine the PPS of both directors'and CEOs'equity compnsation and option grants. Inter-
estingly, there is no signi cant di erence in stock PPS for either the stock compensation of CEOs
or the stock compensation of the directors. However, when wenly compare the sensitivity of the
option grant value to the stock price (option PPS), we nd that both the mean and median PPS
are signi cantly higher for backdaters than for non-backdaters. This is true for both CEOs and
directors. It suggests that option holdings and option payperformance-sensitivity are potential
factors that explain why rms engage in backdating behavior. Table Il also shows that compared
with non-backdaters, backdaters have larger boards, feweindependent boards of directors, fewer
independent compensation committees, and fewer independeaudit committees. This is consistent
with Collins, Gong and Li (2006). Also, the independent directors tend to be older for backdating
rms than those of non-backdating rms. This might imply tha t older directors might care less
about their reputation. In terms of rm characteristics, ba ckdaters tend to be smaller and have

higher growth options measured by market-to-book ratios aml greater stock return volatility. (in



table Il, we need to clean up some of the variables stock or optn grants should be scaled by
total compensation, i.e. they will be percentage of comperstion that is stock based or option
based. Lets us MV instead of LNMV, we can use log form in the regession but nonlog form in
the univariate; MK _BK is too high, there might be outliers, we might want to winsorize the data
at 99% 1% or 97.5%, 2.5%; we need a better explanation of all thvariables in table Il, such as
director fee, in what units, then we should use the scaled vaables for compensation in the logit

models)

Results in Table Il suggest that option compensation and boad characteristics are important
determinants of backdating events. In table Ill, we run a set of logit regressions using equation
(1), where the dependent variable equals one if the rm is a bakdater, zero if the rm is a non-
backdater. Backdaters and non-backdaters are described ave. Independent variables are de ned
in section 4.1. Consistent with univariate analysis, Diredors'option grants and directors option pay-
performance sensitivity are positively related to the probability of rms'backdating option grants
(at ve percent signi cance). This is consistent with our hy pothesis that directors'option compen-
sation plays an important role in explaining the backdating events. This brings up the guestion of
whether directors'option compensation is e ective in motivating directors to monitor the manage-
ment and protect shareholders'welfare. Similarly, CEO opion grants are also positively related to
the likelihood of rms'backdating. The coe cients of board size are positive and signi cant in all
regressions; implying larger boards tend to allow backdatig. Firms with more independent direc-
tors are less likely to be involved in backdating scandals. Dector tenure and age are positively
and signi cantly related to backdating occurrences. This auggests that older directors or directors
with longer tenure care less about their reputation. Older drectors have much less potential loss in
their labor market compared with younger directors whose r@utation carries more weight in their

career. The two interaction terms recon rm this implicatio n.

To further examine how directors'option compensation impacts the likelihood of backdating
occurrences, we show in table IV the sensitivity of becominga backdater by examining di erent
levels of option compensation. Using the coe cients from the above estimations, we hold all
variables constant at their mean levels, except for the compnsation variables. We test how the
probability of backdating changes by altering the value of these compensation variables. By setting
the compensation variables at 25 and 75 percent level, as wehs one standard deviation below
the mean and one standard deviation above the mean,we examénhow the changes in PPS a ect
the probability of backdating occurring. Moving from the 25 percentile to the 75 percentile in
total PPS and directors total PPS, the probability of backdating increases from 15% to 22% (a

47%relative change), and moving from one standard deviatin below the mean to one standard
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deviation above the mean in total PPS increases the backdatig probability from 13% to 30%
(a 136% relative change). The results are even more dramatiwhen only looking at option PPS.
Moving one standard deviation above the mean to one standardleviation below the mean in option
PPS leads to a 241% relative change in the backdating probabity. We see similar results when

analyzing the number of options.

To understand why greed drives directors to eschew reputatin concerns, we examine the value
added to options by backdating. Using the Black Scholes modewe calculate the value of options
with the backdated exercise price versus possible actuallgxercise price. To estimate the possible
exercise price, we use the average quarterly price each yelle rm engaged in backdating activity.
By doing so, we have a possible estimate each quarter. We uséd actual vesting period of the
options, as reported in the proxy, for the time of the options. We use the average price per quarter
for each rm as the stock price that quarter. We hand collect the exercise price for directors'option
grant each year from proxy statements. As Table V shows, baadating adds substantial value to
the options. For each quarter, the backdated option value issubstantially higher than the non
backdated value. This suggests that executives and directs can both gain substantial potential

wealth bene ts from backdating.

We further examine the e ects of backdating on shareholders Table VI reports the univariate
analyses of the abnormal stock returns around the announceents of backdatings. Again, we use
146 rms as backdaters, and the benchmark are those non-badlaters or non-potential backdaters.
We compute abnormal returns using the market model. We show he abnormal returns around 4
windows: the day of the announcement ARJ[0], one day prior to ae day after the announcement
CARJ-1,1], two days prior to two days after the announcement CAR[-2,2], and three days prior
to three days after the announcement CAR[-3,3]. We show the rean, median, maximum, and
minimum returns. In addition, we show the t-test and p-value which test whether the abnormal
returns are signi cantly di erent than 0. Overall the negat ive and signi cant stock market return
is around event windows [-1, 1] and [-2, +2]. It is interestirng to note the wide dispersion in returns
though, from -20.87 to 20.76 percent over the three day winde. This dispersion suggests that
shareholders react extremely negatively to some backdatim announcements, and are not bothered
by other companies backdating announcements. To examine wdiher the director compensation

helps explain the dispersion, we examine the multivariate aalysis of the stock returns.

We run a set of regressions in which the dependent variable isumulative abnormal returns
around the announcement date of the backdating events. The esults of the regression results are
reported in Table VII. The independent variables are the sane as in Table Ill. Our goal is to examine

whether certain rm characteristics, such as director compensation, is related to how market reacts
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to the announcement of backdating behavior. The number of diector option grants is not related to
how stock prices change due to the announcement. However,rdictor options'PPS is signi cantly

and negatively related to announcement returns. Older out&de directors and interlock boards are
also likely to lead to more negative shareholder returns. Tle more negative returns might indicate

that severity of the backdating problems for those rms with weak governance structure.

Our results show that director compensation plays an impor@nt role in triggering backdating
events. Firms award directors with stock options to help align their interests with shareholders
interests. However, the possibility of greater gain throudh option backdating lead to distorted

director incentives.

5 Conclusions

This paper examines the role of director compensation in thesvent of backdating option grants.
Based on a sample of 146 rms that are being investigated for pssible backdating activity, we
nd that backdating rms grant more options, with higher pay -performance sensitivity to the di-

rectors as compared to the benchmark rms (rms that neither the backdaters nor the potential
backdaters). Firms with higher director option compensation are more likely to engage in back-
dating behavior. Likewise, rms with higher director pay-p erformance-sensitivity are more likely
to engage in backdating behavior. Consistent with existingpapers, we also nd that rms with

more independent compensation and audit committees and rns with smaller board size and more
independent directors are less likely to backdate options.We also examine the extent to which
backdating enhances wealth, and nd that backdated optionsare signi cantly more valuable than

non backdated options.

Backdaters in general experience negative stock market refions around the news announce-
ment, although there is wide dispersion in the abnormal retuns. The pay-performance-sensitivity of
the directors'options helps to explain some of the dispersin. Companies with higher directors'PPS
experience lower abnormal returns. Likewise, older outsid directors and interlocked boards lead

to lower abnormal returns.

Existing papers on the timing of option grants or backdating fraud do not focus on the role
of director stock option holding. Our paper is one of the few @pers that examine director com-
pensation. Given the wide spread phenomenon of backdatingption grants, director incentives
play a signi cant role in triggering such action. Backdatin g directly bene ts the option recipients.
Directors with more option grants are more likely to favor the backdating behavior. The results of

this paper question the e ectiveness of option grants proviled to directors. Since director option

12



grants are so signi cantly related to the backdating event, the question is: should rms provide
options to the directors at all? Directors who are greedy andcare less for their reputation are more
likely to be involved in shareholder value destroying behaior, such as backdating. Implications of

our study also help explain the widespread reduction or dropin the option grants to the directors.
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7 Tables

Table I Summary of Backdating Firms

This table provides the summary statistics of rms that are currently under investigation as potential
backdaters. The list is from WSJ. We split the sample into o enders that stopped the backdating activity
before SOX, and that continued after SOX. We show the number 6 backdaters, and divide the sample into
whom is investigating the rms. We look at rms under SEC, FBI , the Department of Justice, and internal
investigation. We also show the mean number of shareholderaivsuits, the number of rms delisted by
NASDAQ, as well as the average number of directors, and o ces that have been forced to leave. We count
the number of CEOs, and CFOs that have been forced our do to théackdating scandal. We also count the
number of rms that have to restate nancial statements due t o the backdating. Due to the nature of the

scandal, this data is up to date as of December 12, 2006.

Total Pre Sox Post Sox

Number of backdaters 146 69 77
SEC investigated 98 49 49
DOJ investigation 56 27 29
FBI investigation 19 7 12
Internal investigation 124 56 68
Nasdaq delisting 9 2 7
Average number of SH Lawsuits 1.19 1.38 1.03
Average number of Directors’/Emp Leave 0.6 0.65 0.54
Average number of o cers that leave 0.16 0.13 0.15
Average number of directors that leave 0.45 0.52 0.4
CFO resigns 23 12 11
CEO resigns 34 17 17
Restatement 78 30 48
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Table 1l Univariate Comparison of Backdaters versus Non-Ba ckdaters

This table reports mean summary statistics for our WSJ sampé as well as the benchmarks. Backdaters
are those rms that have been listed in the WSJ and have publidy claimed issues with possible backdating
problems. We identify non-backdating rms using the methodology from Collins, Gong, and Lee (2006).
Using the Execucomp database from 1995-2005, we classify amnpany as a backdater if the grant date stock
price falls in the lowest stock price distribution over a 240day window surrounding the grant date. The
non backdating rms are used as the benchmark for our sample Assets are the log of total assets, LNMV
is the log of the market value, Volatility is the return volat ility over the scal year, Debt Ratio is the rms
debt ratio, and ROA is the return on assets, and MK_BK is the market to book ratio. All of these variables
are lagged one year. PPS, Director PPS, Option PPS, and Dirdor PPS are the total pay-performance-
sensitivities, and the option incentive pay-performancesensitivity for both CEOs and independent directors
respectively. We calculate PPS using the Core and Guay (1999methodology. Salary, CEO Options, and
Director Options are compensation data from Execucomp. BSIE and Pct Indep are the size of the board,
and the percent of outside directors on the board, respectiely. Indep Tenure, and Indep Age are the average
tenure and age of the independent directors on the board. Irgrlock is a dummy variable that is one if there

is an interlocking relationship.
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MEAN MEDIAN
Benchmark Backdater T-test Benchmark Backdater T -test

Salary 544.82 539.21 0.52 486.12 419.96 4.40
Bonus 595.53 658.30 -1.31 250.00 210.36 2.50
Stock Grant 177.27 1232.87 -5.55 0.00 0.00 -3.42
Option Grant 89.99 456.75 -23.87 0.00 170.00 -40.66
Pct Shares Held 7.67 3.77 9.29 2.50 1.60 9.34
Director Option Grant 3.39 9.63 -26.70 0.50 7.50 -25.63
Annual Director Fee 20.54 17.96 5.76 20.00 16.00 5.78
Meeting Fee 1.07 1.11 -1.72 1.00 1.00 -2.31
Director Stock Grant 0.50 0.26 1.60 0.00 0.00 10.20
Option PPS 428.73 595.59 -3.80 175.27 268.58 -6.15
PPS 964.33 1018.95 -2.38 303.68 388.46 -4.08
Stock PPS 528.07 416.63 1.06 100.19 52.64 7.39
Directors Option PPS 119.32 229.27 -2.84 49.05 52.27 -2.99
Directors PPS 180.49 153.79 1.55 59.94 58.84 0.69
Directors Stock PPS 60.53 24.28 3.03 0.00 0.00 10.86
Total Assets 8,944.40 3156.48 4.54 1298.62 1188.10 4.91
Debt Ratio 0.57 0.42 17.82 0.58 0.38 21.25
MK _BK 25.15 9.52 2.78 16.86 24.77 -9.59
Volatility 0.13 0.18 -22.18 0.11 0.17 -26.15
ROA 2.79 1.73 1.49 4.15 6.60 -7.25
LNMV 7.19 7.83 -13.09 7.08 7.82 -13.77
LT Debt Ratio 0.20 0.12 12.96 0.17 0.03 17.31
Board Size 9.68 13.82 -28.66 9.00 13.00 -20.17
Pct Indep 0.61 0.37 30.46 0.63 0.33 27.46
Indep Chair 0.04 0.04 0.37 0.00 0.00 0.27
Indep Comp. Committee Chair 0.37 0.34 1.65 0.00 0.00 1.64
Indep Comp Comm Members 0.40 0.31 4.33 0.00 0.00 4.32
Indep Audit Comm Chair 2.31 2.24 0.98 2.00 3.00 0.53
Indep Audit Comm Members 2.43 2.21 3.10 3.00 2.00 3.10
Indep Tenure 15.08 6.29 2.52 13.50 11.00 5.47
Indep Age 54.00 57.00 10.92 52.00 56.00 4.32
Interlock 0.11 0.12 1.91 0.00 0.00 1.1
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Table 11l Logit Estimate of Backdating

This table reports logit for the liklihood of a being involved in backdating. Backdaters are those rms
that have been listed in the WSJ and have publicly claimed isses with possible backdating problems.
We identify non-backdating rms using the methodology from Collins, Gong, and Lee (2006). Using the
Execucomp database from 1995-2005, we classify a companyabackdater if the grant date stock price falls
in the lowest stock price distribution over a 240 day window sirrounding the grant date. The non backdating
rms are used as the benchmark for our sample. Assets are theogj of total assets, LNMV is the log of the
market value, Volatility is the return volatility over the  scal year, Debt Ratio is the rms debt ratio, and
ROA is the return on assets, and MK BK is the market to book ratio. All of these variables are lagged one
year. Option PPS, and Director PPS are the total pay-performance-sensitivities, and the option incentive
pay-performance-sensitivity for both CEOS and independenhdirectors respectively. We calculate PPS using
the Core and Guay (1999) methodology. Salary, CEO Options, ad Director Options are compensation data
from Execucomp. BSIZE and Pct Indep are the size of the boardand the percent of outside directors on
the board, respectively. Indep Tenure, and Indep Age are theaverage tenure and age of the independent
directors on the board. Interlock is a dummy variable that is one if there is an interlocking relationship.
Interactl is the interaction between Directors age, and opton PPS. Interact? is the interaction between
directors age and directors option grants. The table showshe marginal e ects. We control for industry and
year e ects. Robust standard errors are shown in parenthes. * denotes signi cance at 10 percent, ** at

ve percent, and * at one percent.
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1) 2 3 (4) ®) (6)
Assets -0.546 -0.524 -0.281 -0.554 -0.526 -0.286
(0.075)***  (0.074)***  (0.034)***  (0.075)***  (0.074)*** ( 0.034)***
LNMV 0.268 0.310 0.118 0.266 0.312 0.121
(0.066)***  (0.065)***  (0.029)***  (0.067)***  (0.065)*** ( 0.029)***
Volatility 7.950 8.330 2.756 7.953 8.344 2.789
(1.152)***  (1.153)***  (0.483)***  (1.155)*** (1.153)*** ( 0.486)***
ROA -0.008 -0.007 0.003 -0.008 -0.007 0.003
(0.006) (0.006) (0.001)** (0.006) (0.006) (0.001)**
MK _BK 0.207 0.224 0.027 0.297 0.217 0.027
(0.404) (0.408) (0.163) (0.402) (0.408) (0.163)
Debt Ratio 3.187 3.137 1.025 3.241 3.147 1.041
(0.347)***  (0.345)***  (0.150)***  (0.349)***  (0.345)*** (  0.150)***
PPS 0.026 0.029
(0.018) (0.018)
Dir PPS 0.259 0.473
(0.123)** (0.217)**
Option PPS 0.130 0.121
(0.040)*** (0.038)***
Director Option PPS 0.221 0.421
(0.131)** (0.131)***
Salary 0.091 0.091
(0.025)*** (0.025)***
Director Options 0.012 0.023
(0.000)*** (0.000)***
CEO Options 0.023 0.021
(0.010)** (0.005)***
BSIZE 0.262 0.254 0.196 0.257
(0.077)*** (0.477) (0.478) (0.477)
Pct Indep -0.051 -0.053 -0.042 -0.048 -0.053 0.041
(0.020)***  (0.020)***  (0.008)***  (0.020)**  (0.020)*** (0O .008)***
Indep Tenure 0.222 0.217 0.048 0.250 0.218 0.051
(0.060)***  (0.060)*** (0.044) (0.060)***  (0.060)*** (0.0 44)
Indep Age 0.003 0.003 0.002 0.003 0.003 0.002
(0.001)***  (0.001)**  (0.000)***  (0.001)** (0.001)** (0.0 01)***
Interlock 0.576 0.595 0.162 0.576 0.598 -0.160
(0.137)***  (0.138)***  (0.059)**  (0.138)***  (0.139)*** (0 .056)**
Interactl 0.004
(0.001)***
Interact2 0.003
(0.001)***
Interact3 0.002
(0.000)**
Constant 2.879 2.451 -0.289 3.057 2.454 -0.339
(0.457)***  (0.445)*** (0.226) (0.467)***  (0.446)*** (0.2 27)
Obs. 4508 4508 4508 4508 4508 4508
PsuedoR? 0.09 0.09 0.10 0.10 0.08 0.08
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Table IV  Likelihood of Backdating and Pay-Performance-Sen sitivity Levels

This table shows the sensitivity analysis between di erentPPS Levels (Pay-Performance-Sensitivity) and
the probability of rms'option backdating. PPS, and OPPS ar e the total PPS, and option PPS for directors
and CEOs. Actual Option Grants are the log of the total option grants for directors and CEOs. We use the

25 percentile and 75 percentile values.

25Pct 75Pct Relative Mean-SD Mean+SD Relative

PPS 0.149 0.221 47% 0.129 0.295 136%
OPPS 0.131 0.189 44% 0.091 0.311 241%
Actual Options Grant 0.022 0.146 563% 0.021 0.181 761%
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Table V  Value of Backdating

This table reports mean summary statistics for our WSJ sampé. Backdaters are those rms that have
been listed in the WSJ and have publicly claimed issues with pssible backdating problems. Using the
Black Scholes methodology, we calculate the value of the ofiins from backdating versus if the rms did not
backdate. We use the average price per quarter for each rm ashe strike price under the non backdating
scenario. We use the average price per quarter as the stockipe for both values. We test whether there are

signi cant di erences the the average and median values of hese groupings.

Value if not Backdating Value if Backdating

quarter  Mean Median Mean Median t-value

1 15.71 12.72 19.47 13.49 -16.24
2 14.76 12.28 17.93 13.26 -16.08
3 14.87 11.81 17.60 12.17 -13.88
4 14.86 12.07 17.65 12.77 -14.07
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Table VI Univariate Statistics of Abnormal Returns around a nnouncement days of backdaters.

This table reports mean summary statistics for our WSJ sampé as well as the benchmarks. Backdaters
are those rms that have been listed in the WSJ and have publidy claimed issues with possible backdating
problems. We compute abnormal returns using the market mode We show the abnormal returns around
4 windows: the day of the announcement, one day prior to one daafter the announcement,two days prior
to two days after the announcement, and three days prior to three days after the announcement. We show

the mean, median, maximum, and minimum returns. In addition, we show thet-test and p-value which test

whether the abnormal returns are signi cantly di erent tha n 0.

Variable Obs Mean t-test Median p-value Max Min
ar0 127 0.02 0.23 0.27 0.42 -2.16 1.58
arll 119 -0.98 -2.28 -0.73 0.01 -13.89 17.64
ar22 119 -0.77 -2.50 -1.14 0.06 -18.34 14.52
ar33 119 -0.52 -0.88 -0.71 0.18 -20.87  20.76
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Table VIl Abnormal Return Backdating

This table reports the abnormal returns for backdaters. Bad&kdaters are those rms that have been
listed in the WSJ and have publicly claimed issues with posdile backdating problems. Assets are the log
of total assets, LNMV is the log of the market value, Volatility is the return volatility over the scal year,
Debt Ratio is the rms debt ratio, and ROA is the return on assets, and MK_BK is the market to book
ratio. All of these variables are lagged one year. PPS, Dirdor PPS, Option PPS, and Director PPS are
the total pay-performance-sensitivities, and the option incentive pay-performance-sensitivity for both CEOS
and independent directors respectively. We calculate PPS sing the Core and Guay (1999) methodology.
Salary, CEO Options, and Director Options are compensationdata from Execucomp. BSIZE and Pct Indep
are the size of the board, and the percent of outside directa on the board, respectively. Indep Tenure, and
Indep Age are the average tenure and age of the independent réictors on the board. Interlock is a dummy
variable that is one if there is an interlocking relationship. The table shows the marginal e ects. We control
for industry and year e ects. Robust standard errors are shavn in parenthesis. * denotes signi cance at 10

percent, ** at ve percent, and * at one percent.
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1) ) ®3) (4) ®) (6) ()
Assets 0.038 -0.008 0.006 -0.048 0.061 -0.027 0.096
(0.134) (0.163) (0.134) (0.177) (0.132) (0.175) (0.132)
LNMV -0.129 -0.168 -0.123 -0.158 -0.161 -0.182 -0.194
(0.122) (0.142) (0.121) (0.144) (0.118) (0.143) (0.119)
Volatility 0.060 0.047 0.107 0.071 0.085 0.072 0.064
(0.042) (0.047) (0.049)** (0.052) (0.044)* (0.052) (0.04y
ROA -0.000 -0.000 -0.000 -0.000 -0.001 -0.001 -0.001
(0.001) (0.002) (0.001) (0.002) (0.001) (0.002) (0.001)
MK _BK 0.000 0.001 0.000 0.001 0.001 0.001 0.001
(0.000) (0.000)** (0.000) (0.000)**  (0.000)*** (0.000) (0.000)**
Debt Ratio 0.088 0.046 0.005 0.008 0.019 -0.084 -0.051
(0.357) (0.452) (0.357) (0.451) (0.353) (0.458) (0.358)
Option PPS -0.349 -0.376 -0.370
(0.259) (0.258) (0.264)
Dir. Option PPS -2.050 -2.064 -1.324
(0.922)** (0.920)** (0.962)
Salary 0.001 0.001
(0.000) (0.000)
Director Options 0.009 0.006
(0.007) (0.007)
CEO Options -0.001 -0.001
(0.000)*** (0.000)**
BSIZE 0.054 0.047 0.030 0.064 0.038
(0.030)* (0.036) (0.022) (0.048) (0.022)*
Pct Indep 0.825 0.205 0.137
(0.650) (0.778) (1.355)
Indep Tenure -0.022 -0.001
(0.018) (0.000)
Indep Age -0.003 -0.002
(0.001)***  (0.000)***
Interlock -1.497 -0.632
(0.716)** (0.356)*
Constant 0.671 1.425 -0.083 0.981 0.302 0.852 0.246
(0.516) (0.648)** (0.680) (0.796) (0.567) (0.935) (0.590)
Obs. 109 71 109 71 109 71 109
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