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y now, the investing public is well aware of the extent to which corporate  
executives backdated stock options as a means to inflate their compensation  
and that of their employees. More than 220 companies have been the focus  

of internal or governmental investigations, at least 100 companies have restated earnings  
in the amount of $12.7 billion, sixteen executives have been indicted, and more than  
ninety executives and directors have been dismissed. But a lesser-known, and perhaps 
more disturbing, aspect of the options backdating scandal is the extent to which  
companies’ general counsel — the “sentries of the marketplace”—  were involved in actively 
perpetrating the underlying fraud. Four general counsels have been criminally indicted, 
eight have been named by the SEC in complaints or formal investigations, fourteen  
have been fired or resigned, and forty have been named as defendants in shareholder 
lawsuits. Instead of emboldening general counsels to report options backdating up 
the ladder to their boards of directors, the Sarbanes-Oxley Act of 2002 did nothing to 
prevent or expose this fraud. Voices calling for the roll back of Sarbanes-Oxley need to be 
reminded of how widespread the options backdating fraud is and how general counsels 
could have and should have prevented and exposed the misconduct.
	 Stock options give employees the right to buy a company’s stock at a preset “strike 
price,” typically the market price on the date of grant. The process of backdating involves 
setting the strike price with the benefit of hindsight, for example granting options on March 
1 but using the stock price of February 1 as the strike price. If the February 1 price is lower 
than the March 1 price — as is invariably the case with backdated stock options—those 
options are “in the money” and inherently worth more, on paper, to the recipient. Under 
applicable accounting rules, the amount by which a stock option is in the money at the time 
of grant must be recorded as compensation expense. A company that fails to record, as 
a compensation expense, the difference between the price of its stock on the date of the 
actual grant and the “backdated” exercise price of the options improperly understates its 
compensation expense and overstates its net income and earnings per share.

	 Unlike the typical securities fraud 
scenario, options backdating places the 
general counsels at the center of the 
fraudulent conduct. The usual allegations 
of fraud are levied against the executives 
and employees with control over the 
financial or operational aspects of the 
business. The in-house legal department 
generally is not involved in the activities 
at the heart of the alleged wrongdoing. 
Actions against in-house counsel typically 
involve allegations of insider trading or 
that the general counsels assisted their 
companies in covering up evidence of 
fraud. Stock options backdating is differ-
ent, however, in that the general counsel 
plays an integral role in the conduct at 
issue. The general counsel is essential to 
the creation of the stock options award 
plan; explains the rules of the plan to 
management; prepares stock option grant 
documents, such as unanimous written 
consents (“UWCs”), which directors use to 
formally approve option grants; files Forms 
4 with the SEC acknowledging the grants; 
and signs proxy statements which gener-
ally state that options are granted at the 
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fair market value of the stock on the date of 
grant. It is difficult to imagine the perpetra-
tion of a backdating scheme without the 
complicity—or at the very least dereliction 
of fiduciary duty—of a company’s general 
counsel. In addition to manipulating the 
documentation of stock option grants (the 
sine qua non of backdating), these general 
counsels often directly profited from the 
fraud through their own receipt of back-
dated options. 
	 The backdating schemes which have 
implicated general counsels involved each 
of these core functions. The former general 
counsel at Comverse Technology, William 
Sorin, pled guilty to criminal charges of 
securities fraud. Comverse’s CEO and CFO 
are alleged to have chosen dates when 
the company’s shares closed at prices well 
below the then-current price of the stock. 
Sorin then allegedly drafted UWC forms for 
execution by the compensation committee, 
which neither provided for, nor reflected, 
the dates when the consent forms were 
actually signed, i.e., the date the approval 
was actally granted. Rather, the UWCs 
contained “as of” dates, i.e., the favorable 
dates chosen by the CEO or CFO which 
were weeks or months earlier. Sorin reaped 
$1.9 million in excess stock option profits 
due to backdating. He is currently serving a 
prison sentence of one year and one day.
	 Myron Olesnyckyj, former general 
counsel at Monster Worldwide, pled guilty 
to criminal charges of federal securities 
fraud and conspiracy to commit securities 
fraud. Olesnyckyj admitted that after 
Monster went public in 1996, he and others 

agreed to choose the dates of stock option grants after looking at the historical records of 
the company’s stock price movements. Olesnyckyj then concealed the backdating from the 
company’s financial records, resulting in the company’s failure to increase its compensation 
expenses and reduce its earnings accordingly in its financial records. “I understood the 
company’s books and records… were inaccurate and misleading,” he said. Prosecutors 
said Olesnyckyj concealed this practice from Monster’s auditors, telling an employee in 
Monster’s Human Resources department by e-mail, “No written document should ever state 
lowest price over next 30 days! The auditor(s) will view that as backdating options and we’ll 
have a charge to earning… .” Olesnyckyj’s sentencing was scheduled for February 15, 2008.
	 Take-Two Interactive Software’s former general counsel Kenneth Selterman pled guilty 
to a criminal charge of Falsifying Business Records in the Second Degree. Selterman’s 
plea related to a letter submitted to the Nasdaq National Market falsely characterizing the 
types of stock options that had been issued to executive officers at Take-Two. Under his 
plea agreement, Selterman will pay a $50,000 fine and he will be permanently barred from 
holding “control management positions” in publicly traded companies. In addition, he has 
agreed, should the SEC require it, to a lifetime bar from practicing before the SEC as an 
attorney. He is currently serving a three-year prison sentence.
	 Susan Skaer, former general counsel at Mercury Interactive, is alleged to have received 
backdated stock options under six separate grants while at Mercury and sold shares for illicit 
proceeds of over $3.5 million. Skaer also attended, and took minutes for, substantially all of 
the board meetings wherein options were backdated, and was involved in falsifying internal 
documents in an attempt to cover up backdated stock option grants. Skaer, or someone 
acting according to her instructions, altered backdated UWCs by whiting out the fax dates at 
the top of the forms the compensation committee members sent to her. One of the commit-
tee members, however, unintentionally pulled the curtain from Skaer’s knowing and inten-
tional deception when he apparently faxed one of the UWCs to Skaer upside down, so that 
the actual fax date appeared at the bottom of the document, an error Skaer overlooked and 
therefore failed to cover up. The SEC has filed charges against Skaer, which she is contesting.
	 HCC Insurance Holdings announced that its former general counsel Christopher Martin 
“was aware that options were being retroactively priced in a manner inconsistent with  
applicable plan terms and the procedures memoranda that he had prepared, that granting 
in-the-money options had accounting implications, and that he did not properly docu-
ment [the] Compensation Committee’s informal delegation of authority to [the CEO].” 
The company also announced that Martin “resigned,” effective immediately, and that it 
disgorged from both Martin and the CEO the improper proceeds associated with their 
receipt of backdated stock options. A senior HCC officer specifically blamed Martin for the 
company’s stock option problems, stating that it was Martin’s job to protect the company 
and its shareholders. 

	 Most recently, Labaton Sucharow secured  
a $117.5 million settlement in In re Mercury  
		  Interactive Securities Litigation, which is 
	currently  the largest settlement agreement  

	 to date in an options backdating case.



spring 2008  l e a d c ou nse ll a b at o n  s u c h a r o w  l l p

	 Instead of being the legal gatekeepers that Sarbanes-Oxley envisioned, some general 
counsels succumbed to the pressure of management and went along with or blessed  
options backdating. Stephen Cutler, then-Director of Enforcement at the SEC, commented 
in 2004 that: “We have seen too many examples of lawyers who twisted themselves into 
pretzels to accommodate the wishes of company management, and failed in their respon-
sibility to insist that the company comply with the law.” Indeed, after implicated general 
counsel Lisa Berry left KLA-Tencor, the new general counsel, Stuart Nichols, apparently 
tried to stop that company’s backdating practice in 2001. After getting an e-mail early that 
year from the company’s outside counsel stating that failure to record backdated options as 
an expense was improper, Nichols forwarded that information to then-CEO Ken Schroeder. 
In its complaint against Schroeder, the SEC said he responded with an e-mail saying “Help 
me, don’t just tell me how to follow a strict interpretation of the rules,” and adding that he 
wanted a “‘wartime counselor,’ not someone who can recite page and verse.” 

	 One of the primary legislative respons-
es to the corporate wrongdoing of the  
last decade outlined in the Sarbanes-
Oxley Act was placing accountability on 
corporate gatekeepers—especially general 
counsels—to maintain the fairness and 
honesty of the capital markets. Section 307 
of the Act requires counsel to immediately 
investigate and “report up the ladder” 
any alleged or suspected internal criminal 
activity, fraud, or breach of fiduciary duty 
to senior management and, if necessary, 
the board of directors. Sarbanes-Oxley 

		  Labaton Sucharow has been appointed  

			as    lead or co-lead counsel in 29 percent of all  

		  options backdating cases.  
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				    American Tower, HCC Insurance Holdings,  

					     Mercury Interactive, Monster Worldwide,  

			   SafeNet, Semtech and Sonic Solutions.  

			   The Firm is also prosecuting a derivative lawsuit  

					against      officers and directors  

				of     Home Depot.
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also required that Forms 4 (evidencing stock option grant dates) be filed with the SEC 
within two days of the grant, instead of as long as 45 days after the end of the fiscal year, 
largely closing the loophole through which to backdate options. In one sense, Sarbanes-
Oxley heralded the end of backdating. But although the actual backdating of stock options 
may have largely ceased by the end of 2002, the fraudulent accounting implications of 
backdating continued to have ripple effects until as late as 2006, since most companies’ 
stock option plans provide that option grants vest over a given period, usually four or five 
years. That means that a company which granted in-the-money options in 2002 that vested 
over a four year period would need to record compensation expense from the first year 
of vesting (2003) until the last year (2006). General counsels whose companies ceased 
backdating because of the new Sarbanes-Oxley Form 4 requirement were undoubtedly on 
notice that their companies’ financial statements continued to understate compensation 
expense and overstate net income and earnings per share until the last backdated options 
vested. The defense that a general counsel had no finance or accounting experience and 
was unaware of the accounting implications concerning the granting of stock options is 
likely to ring hollow, as general counsels are generally in charge of establishing the stock 
option plans and explaining the rules of the plans to management. 

	 These cases of general counsels 
misconduct underscore that Sarbanes-
Oxley needs to be strengthened and 
enforced, not watered down like some 
voices in government and business are 
advocating. The general counsels were 
central to stock options backdating, and 
post-Sarbanes-Oxley these problems, 
which the implicated general counsels 
were fully aware of, should have been 
brought up the chain and dealt with by 
the companies themselves rather than 
uncovered by outside parties. Instead of 
emboldening general counsels as sentries 
of the marketplace to expose options 
backdating, Sarbanes-Oxley did little to 
encourage these lawyers to disclose the 
fraud perpetrated on their companies’ 
shareholders.  LS
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