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We investigate whether there are differences in the corporate governance of 
firms that backdate stock options and a group of control firms. We argue that 
backdating of stock options is less likely to occur in firms having strong corpo-
rate governance. We examine our hypothesis using a comprehensive set of 
governance variables including effectiveness of board of directors and com-
pensation committee, the power and influence of CEO, and the effectiveness of 
external governance mechanisms and internal controls. We find that there is a 
greater likelihood of backdating of stock options in firms with weak govern-
ance. Our results underscore the importance of having a strong board of 
directors that monitors management and oversees the quality of the financial 
reporting process. Our results showing that firms with effective internal con-
trols are less likely to backdate stock options support the argument that 
Section 404 of Sarbanes Oxley can help prevent fraudulent financial reporting. 

Introduction 
Stock options are intended to align the interests of managers with those of 

shareholders. For most option awards, the exercise price of the option is set equal to 
the closing price of the stock on the date of the grant. Backdating refers to the act of 
retrospectively and intentionally changing the original grant date of an option award 
to a date when the stock price of the firm was particularly low.1 By opportunistically 
changing the option’s grant date, management reduces the exercise price of the 

                                                           
1Bebchuk et al. (2009) estimate that, during 1996-2005, about 12 percent of their sample firms 
were engaged in backdating. Heron and Lie (2009) estimate that 13.6 percent of options 
granted to top executives during 1996-2005 were backdated.  
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option, often to the lowest possible stock price of the year, and thus maximizes its 
compensation.  

Studying the issue of backdating of options is important for several reasons. 
Executive compensation is always a topic of great interest to investors and 
regulators. Management compensation is perhaps the most important contracting 
device used by firms (Anderson and Bizjak, 2003). Pay packages that are established 
optimally can help avoid or reduce agency costs by aligning management’s incen-
tives with those of shareholders. Many institutional investors view top management 
compensation policy as a window to the overall quality of a company’s corporate 
governance practices (Wood, 2004). Opportunistic managerial behavior with regard 
to compensation, for example the backdating of options, raises suspicions about 
management’s integrity and the quality of the overall financial statements. 

Our primary interest is in studying whether weak corporate governance systems 
facilitate opportunistic and potentially illegal backdating of stock options by man-
agement. Specifically, we identify backdating firms which are under investigation by 
the Securities and Exchange Commission and/or the Department of Justice and 
examine whether there are differences in the corporate governance mechanisms of 
the backdating firms and a group of control firms. Measuring the effectiveness of a 
firm’s governance system is a difficult task. Our measures attempt to capture multi-
ple dimensions of a corporate governance system including the effectiveness of a 
company’s board of directors and its compensation committee, the quality of a 
firm’s internal and external governance mechanisms, and the influence and power of 
the CEO.  

Our study differs in several ways from prior studies. First, unlike prior studies, 
we investigate the role of compensation committees in option backdating. Compen-
sation committees are responsible for the approval of option grants. The role of this 
committee in backdating has not been fully examined in the literature.2 Second, we 
cover a more comprehensive set of board and CEO variables. Unlike prior studies 
that use corporate governance data from Investor Responsibility Research Center’s 
(IRRC) databases (e.g., Collins et al., 2009), we hand collect data from proxy state-
ments for our main tests. This enables us to include small backdating firms that are 
not covered by IRRC and also include variables not covered by IRRC, such as the 
number of board meetings and the presence of a CEO-founder.3 Finally, we include 

                                                           
2An exception is Bebchuk et al. (2009) who include a dummy variable to identify whether a 
compensation committee is independent. In contrast to Bebchuk et al. (2009), we include a 
continuous variable for compensation committee independence and proxies for the number of 
meetings and the size of the compensation committee. 
3For example, Broadcom, one firm in our backdating sample, restated its financial results and 
reported an additional $2.22 billion in compensation expenses in January 2008—the largest 
restatement arising from stock option backdating. The CEO of the firm (who is also a 
founder) determined all option grants (SEC, 2008).  
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proxies for the quality of internal controls based on the expectation that backdating 
will be associated with weak internal controls.  

Consistent with our hypothesis, our results show that firms with weak boards 
are more likely to backdate stock options. We do not find, however, that compensa-
tion (or audit) committees play a significant role in preventing option backdating. 
Our results show that the probability of backdating increases for firms having CEOs 
who are young, are founders, have long tenure, and own smaller amounts of com-
pany stock. Finally, we find that there is a smaller likelihood of backdating when 
internal controls and external governance mechanisms are effective.4  

Option Backdating 
Stock option backdating practices have come under scrutiny following research 

showing that there were discrepancies between stated and actual grant dates of stock 
option grants made during the 1990s and early 2000s (McConnell et al., 2006).5 The 
Securities and Exchange Commission (SEC) and/or the Department of Justice (DOJ) 
launched investigations against companies that allegedly, intentionally, and retroac-
tively set exercise prices of their stock options to correspond with the market prices 
on dates when the prices were particularly low.6  

These investigations have focused on several forms of backdating. The practices 
challenged include cases where management allegedly used a grant date that was 
earlier than the date of the compensation committee meeting, and/or the dates of the 
compensation committee meeting, or the award notification, or the board resolution 
were altered. In some firms, those being investigated include not just the CEO or 
CFO, but also the general counsel, the chief human resources officer, and the com-
pensation committee members.  

Backdating, unintentional or intentional, sends a negative signal about the qual-
ity of a firm’s internal controls and/or its corporate governance. The alleged 
practices raise issues regarding the procedures used by some boards which effec-
tively delegate the option awards to management with little oversight and the lack of 

                                                           
4Section 404 of SOX requires each issuer’s annual report to include an internal control report 
which contains an assessment of the effectiveness of the firm’s internal controls.  
5See, for example, Yermack (1997) and Chauvin and Shenoy (2001). In a recent study, Lie 
(2005) documents that the predicted returns are abnormally low before the option awards and 
abnormally high afterward, suggesting that at least some of the awards are timed retroactively, 
unless managers have extraordinary ability to predict the stock price. 
6Backdating by itself is not illegal, as long as it is duly authorized by the board, fully 
disclosed, and reporting and tax rules are followed (Narayanan et al., 2006). Backdating is to 
be contrasted with situations where managers attempt to set grant dates on days when they 
predict the stock price will be unusually low in the future. The latter practice is based on 
managers’ forecasts of future stock prices, while backdating does not require the ability to 
forecast future stock price movements. 
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strong internal controls on procedures for option grants and their accounting.7 If 
option backdating is unintentional (i.e., a clerical error), this raises concerns about 
the reliability of a company’s internal controls. If the backdating is intentional, this 
also calls into question the quality of a company’s corporate governance structure 
and the integrity of its management.  

There are significant adverse consequences to a company following the discov-
ery of option backdating (McConnell et al., 2006). Companies must restate their 
stock option expense on the financial statements and pay additional withholding 
taxes and penalties on the value of the in-the-money options deemed to be compen-
sation (Collins et al., 2009).8 Announcements of investigations of option backdating 
also often are followed by significant share price declines, stock downgrades, and 
financial statement restatements. In some companies, board members and senior 
executives have been fired (Collins et al., 2009) and/or have become subject of a 
number of actions, civil and criminal, brought by investors, the SEC, and/or the 
DOJ.9 Bernile and Jarrell (2009) also find that firms accused of backdating become 
takeover targets and that institutional investors tend to liquidate their holdings in 
those firms.  

Role of Corporate Governance   
Could effective corporate governance have prevented fraudulent option back-

dating? We hypothesize that opportunistic management compensation practices (for 
example, backdating of stock options) are more likely to occur in firms with weak 
governance. In support, Core et al. (1999) also find that CEOs earn more compensa-
tion when governance structures are not effective.10 Our hypothesis is also consistent 
with research (e.g., Farber, 2005; Beasley, 1996) showing that firms identified by 
                                                           
7Because compensation committees also must describe in SEC filings the compensation 
policy and its objectives, another issue is whether the disclosures were misleading because the 
practice of backdating options was not disclosed. 
8Retroactively dating options with a low exercise price is equivalent to issuing in-the-money 
options. (See Fleischer [2006] for a more detailed discussion.) 
9Collins et al. (2005) and Narayanan and Seyhun (2006) report evidence on opportunistic 
timing of option grants around news announcements (referred to as spring loading). Spring 
loading is generally viewed being less of a concern to investors when compared to backdating 
(Bebchuk et al., 2009). Backdating is more pervasive and represents a simple and easy way 
for executives to achieve a low exercise price for their option grants. 
10It has been argued that firms simply use backdating of options as a substitute vehicle for 
providing a tax-efficient form of compensation (Bebchuk et al., 2009). This view argues that 
backdating represents an attractive form of compensating management because (unreported) 
gains from the backdating are not subject to the $1 million ceiling for purposes of tax 
deductibility under section 162(m) of the Internal Revenue Code (Bebchuk et al., 2009). 
Under this hypothesis, backdating is not due to agency problems and governance failures, and, 
therefore, no empirical relation between governance and backdating is predicted. Our study 
empirically attempts to distinguish the two predictions. 
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the SEC as fraudulently manipulating their financial statements have poor govern-
ance structures. These prior studies argue that firms with weak governance structures 
face greater agency problems and, as a result, their management is more likely to 
behave opportunistically.  

Measuring the Effectiveness of Corporate Governance 
We argue that it is important to measure the effectiveness of a governance sys-

tem in a comprehensive way; an examination of a few characteristics in isolation 
ignores the fact that other characteristics not measured may serve as complements or 
substitutes (Core et al., 1999). Our comprehensive study of a firm’s corporate gov-
ernance includes examining the effectiveness of its board of directors and 
compensation committee, the power and influence of its CEO, and the effectiveness 
of its external governance mechanisms and internal controls.  

 Measuring Effectiveness of the Board of Directors 
Having a strong board of directors is key to having an effective corporate gov-

ernance system. Strong boards rein in opportunistic behavior of top management. 
Weak boards, in contrast, often are unwilling to take positions opposite to those 
taken by the CEO. In these firms, the board culture discourages conflict, and the 
CEO determines the agenda and information given to the board (Core et al., 1999; 
Jensen, 1993). We measure board strength using several attributes including board 
independence, diligence, and size. 

We expect independent boards to play a crucial role in monitoring manage-
ment’s opportunistic backdating of stock options. This is consistent with prior 
research which has found that boards composed mainly of outside directors are more 
effective monitors of management than boards with mostly inside directors (e.g., 
Rosenstein and Wyatt, 1990). Outside directors have greater incentives to guard 
their reputations and are more likely to prevent financial fraud. Further, CEOs have 
less influence over outside board members than inside board members (Core et al., 
1999). Following Farber (2005), we define an outside director (BDIND) as a director 
who is not a present or former employee of the firm and whose only formal connec-
tion to the firm is his/her position as a director.  

Prior studies suggest that board diligence is positively related to the monitoring 
of management. Boards of directors need to meet on a regular basis in order for them 
to be effective (Sommer, 1991). The number of times board members meet during a 
year indicates their willingness to perform their governance duties (Lee et al., 2004). 
We expect that as the number of board meetings (BDMEET) increases, the likeli-
hood of stock option backdating decreases.  

Board size (BDSIZE) also is expected to be positively associated with monitor-
ing. Large boards are willing and able to commit more resources for overseeing 
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management (Anderson et al., 2004). Therefore, we expect that the likelihood of 
backdating is lower in firms with large boards.  

Finally, we include a variable to identify whether a firm has interlocking board 
members (BDLOCK). An interlock occurs when an inside director of the firm serves 
on the board of an outside director’s firm. The independence of an interlocked out-
side director may be impaired because of the inside director’s influence over the 
outside director’s own board (Core et al., 1999). The discussion above leads to our 
first hypothesis stated in the alternative form: 

 
H1a:  Backdating is more likely to occur in firms with weak boards of 

directors. 

 Measuring Effectiveness of the Compensation Committee  
Although the board of directors must take ultimate responsibility for all corpo-

rate activity, boards assign compensation-related matters to compensation committee 
(Collins et al., 2009). Compensation committees are officially responsible for the 
administration of executive stock option plans, including determining the size, as 
well as the timing, of stock option grants. In firms with weak compensation 
committees, executives often propose the parameters of the stock option grant, with 
the compensation committees merely ratifying management’s proposals (Yermack, 
1997).11 In these firms the likelihood of occurrence of opportunistic managerial 
behavior with regard to compensation matters can be expected to be high. 

In recent years, compensation committees have come under attack by share-
holder groups for failing to prevent the backdating of stock options. For example, 
the American Federation of State, County and Municipal Employees has called for 
the addition of two more independent board members and replacement of compen-
sation committee members of Countrywide Financial Corporation in a response to 
the lavish compensation paid to the CEO and questionable stock option granting 
practices, including backdating.12 Despite the high interest, there has been little 
research on the role of compensation committees in backdating stock options. We 
examine whether the independence (CCIND), size (CCSIZE) and diligence 
(CCMEET) of the compensation committee are associated with the likelihood of 
backdating of stock options in the following hypothesis. 

 
H1b:  Backdating is more likely to occur in firms with weak 

compensation committees.   

                                                           
11Management also can influence the timing of the compensation committee meetings to 
coincide with the award dates (Chauvin and Shenoy, 2001). 
12See “Countrywide chairman’s ouster urged” in the Business Section, Los Angeles Times 
dated October 3, 2007, page C3. 
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 Measuring Influence, Power and Incentives of the CEO 
We expect that agency problems will be high (accompanied by a high likelihood 

of backdating) in firms where the CEO’s power and influence over company’s 
operations and the company’s board of directors are high. We include three variables 
to model CEO power and influence. We expect that when the CEO is also chair of 
the board (CEOCHAIR), the board’s effectiveness in monitoring management’s 
behavior will be reduced (e.g., Abbott et al., 2004). Similarly, CEOs who are also 
founders of the company (CEOFOUND) can be expected to have a strong influence 
over company operations and the board, including, for example, in the selection of 
the company’s founding directors. The risk of management override over controls is 
significantly higher when the founder of the firm is also its CEO. Last, CEOs with 
long tenure (CEOTEN) can be expected to exert a high level of influence on their 
boards, reducing the board’s effectiveness.  

We also model CEO incentives and opportunities for backdating options. Con-
sistent with prior research (Bizjak et al., 2009) we argue as stock ownership of the 
CEO increases, the CEO will have fewer incentives to backdate options (Collins et 
al., 2009). CEO ownership is measured as the percentage of outstanding shares 
owned by the CEO and his or her immediate family (CEOOWN). Firms with young 
CEOs tend to grant more options and with greater frequency which could increase 
CEO incentives for backdating (Bizjak et al., 2009). We, therefore, argue that young 
CEOs (CEOAGE) will be positively associated with backdating. Based on the dis-
cussion above, we state our next hypothesis in the alternative form: 

 
H1c:  Backdating is more likely to occur in firms whose CEOs possess 

greater power and influence over the company’s operations.  

Measuring the Effectiveness of External Governance  
We include a variable for the presence of an internal board member, one who is 

not the CEO or a member of the CEO’s family and who owns at least 5 percent of 
the outstanding shares (INBLOCK). We expect a reduced level of CEO influence 
and power (and therefore a reduced likelihood of backdating) in firms where an 
internal blockholder is present. This is consistent with Core et al. (1999) who find 
that in firms where internal blockholders are present, CEO compensation is lower. 
We also include an indicator variable for the presence of an external blockholder 
who owns at least 5 percent of the equity (EXBLOCK). This control also is due to 
Core et al. (1999) who suggest that there is better monitoring of the CEO when an 
external blockholder is present. Finally, we include a dichotomous variable for audit 
quality (BIGN) because Big N auditors provide greater monitoring of the financial 
reporting process and, thus, should be better able to detect any accounting irregu-
larities associated with backdating (Collins et al., 2009). This leads to our next 
hypothesis stated in the alternative form: 
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H1d:  Backdating is more likely to occur in firms with weak external 

governance mechanisms 

Measuring Effectiveness of Internal Controls  
We include firm-specific variables to control for the effectiveness of a com-

pany’s internal controls. Fleischer (2006) argues that backdating is often merely a 
product of weak internal controls and not intentional fraud.13 He argues that absent a 
fairly rigorous system of internal controls, some degree of backdating is inevitable. 
In many cases where a company’s internal controls are weak, there is no clear record 
of when each backdating event occurs. Motivated by this argument, we include three 
firm characteristics, due to Doyle et al. (2007), to control internal control effective-
ness: revenue growth, a firm’s age, and a firm’s financial health. 

We argue that high growth firms (GROWTH), new firms (FIRMAGE), and 
firms in poor financial health (ROA) face higher risks of a failure in internal con-
trols. Research suggests that of these variables, firm age is most significantly related 
to the quality of internal controls. The final hypothesis stated in the alternative form 
is as follows: 

 
H1e:  Backdating is more likely to occur in firms with weak internal 

controls.  

Sample 
Our sample is drawn from the Wall Street Journal’s listing consisting of 108 

backdating companies14 that were the subject of investigation or enforcement as of 
September 2006 by the Securities and Exchange Commission (SEC), Department of 
Justice (DOJ) or the firms’ own boards of directors.15 Of the 108 firms on the list, 
financial data needed for our tests are not available for 12 firms. 

                                                           
13SOX reduced the backdating problem by forcing stock option grants to be disclosed 
promptly. SOX also requires companies to maintain effective internal controls over executive 
compensation. Either or both of these provisions resulted in a decline in backdating practices 
after SOX. 
14The Wall Street Journal maintains a list of backdating firms under investigation at  

http://online.wsj.com/public/resources/documents/info-optionsscore06-full.html. 
McConnell et al. (2006) suggests that there is a realistic probability that the SEC will request 
more information from a company on its option granting practices if there are distinct patterns 
showing that option grants repeatedly occurred at or near stock price lows. 
15In contrast to our sample selection method, Collins et al. (2009) focus their main tests on a 
sample of firms which they believe may have backdated options; they identify these firms by 
correlating patterns in option grant dates and stock prices. Our tests possibly exclude many 
firms that backdated options but are not being investigated by the SEC, DOJ, and boards of 
directors. While this may be a limitation of our paper, our sample potentially consists of firms 
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We research the remaining 96 firms using a variety of sources including proxy 
statements, companies’ websites, and articles in the business press. In general, back-
dating in these firms is alleged to have occurred over a period beginning sometime 
in the mid-1990s and, for many firms, ending just before Sarbanes-Oxley (SOX) 
went into effect (Heron and Lie, 2007). Prior to passage of SOX, firms did not have 
to report the dates of option grants until 45 days after the end of the fiscal year 
(Bizjak et al., 2009).  
 Following Sarbanes-Oxley, officers and directors of public companies have 
only two business days to report any changes in beneficial ownership of their com-
pany stock, including derivative instrument grants such as stock options. While this 
change did not eliminate backdating, beginning in 2002, management’s ability to 
manipulate option grant dates decreased significantly, and a decline in instances of 
backdating followed (Heron and Lie, 2007). In the years immediately prior to SOX, 
however, backdating allegedly was a pervasive practice in many of these firms, 
increasing in intensity during latter part of the 1990s and peaking just before 2002 
(Bizjak et al., 2009).  
 For the firms in our sample, complete information about which option grants 
were being investigated often is often not available. For many firms it also is not 
possible to identify a specific year or a defined period over which the backdating 
was alleged to have occurred. From the information available, consistent with Bizjak 
et al. (2009), we find a high level of backdating instances just before the passage of 
SOX in 2002. Specifically, of the 55 firms which provided information about the 
period over which backdating is alleged, 49 firms (about 90 percent) clearly identi-
fied 2001 as a year for which backdating was being investigated.  
 We hand collect board and CEO variables from the proxy statements of the 
backdating firms. We research biographies of the CEO, the board members on the 
compensation committee, as well as, board members who were not on the commit-
tee. These variables also are collected for a matched control sample (non-backdating 
firms) which we discuss below. Because collecting board and CEO variables is a 
difficult and time-consuming task, we only collect these variables for the year 
2001.16 Limiting our analyses to 2001 allowed us to hand collect a more comprehen-
sive set of corporate governance variables than used by previous research.17 We 
                                                                                                                                         
that represent the more extreme cases of backdating and, therefore, may represent cases where 
differences in corporate governance should be more pronounced. Further, by focusing on a 
smaller sample, we are able to conduct a more in-depth analysis because we are able to hand 
collect corporate governance variables not generally available on databases, such as IRRC. 
16While we do not have information about the period over which backdating occurred for 41 
firms, it seems reasonable to assume that backdating occurred in 2001 for a large proportion 
of these firms. This would be consistent with Bizjak et al. (2009) and also our analysis of the 
55 firms for which backdating periods are identified. 
17Prior studies (e.g., Bebchuk et al., 2009; Collins et al., 2009) obtain corporate governance 
variables using IRRC’s dataset. We, however, hand collected the corporate governance 
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delete the six firms for which backdating is not being investigated for the year 2001. 
The final sample, therefore, consists of 180 firms (90 backdating and 90 matched 
control firms).18  
 We use four criteria to select the control sample of non-backdating companies. 
The control firms must: 1) have fiscal year-end of 2001; 2) belong to the same two-
digit industry; 3) belong to the same stock exchange; and 4) be similar in total assets. 
We match by industry because backdating firms are typically high-tech firms where 
stock options are used heavily to compensate executives. (See also Collins et al., 
2009.) Matching by stock exchange is intended to control for differences in listing 
requirements relating to boards of directors across the stock exchanges (Krishnan, 
2005). We match by size because Heron and Lie (2007) find that backdating is more 
likely to occur in small firms. While we make our best attempts to match by firm 
size, we also include firm size in our empirical model to control for any residual 
effects on the results due to imperfect matching along this dimension. 

Logistic Regression Model 
The following logistic regression model is estimated. The likelihood of being a 

backdating firm is modeled as a function of board and compensation committee 
variables; characteristics describing the CEO’s role in the firm; and variables 
proxying for a firm’s external governance mechanisms and its state of internal con-
trols. The model also includes controls for stock return volatility (VOL), firms in 
high-tech industries (HIGHTECH), and firm size. Collins et al. (2009) argues that 
firms in high-tech industries and those with high return volatility can be expected to 
provide greater gains from backdating which predicts positive coefficients on both 
variables. Finally, as discussed earlier, SIZE is included to control for the effect of 
firm size on the likelihood of backdating. 

                                                                                                                                         
variables for two reasons. First, as IRRC only covers very large firms, a number of backdaters 
are not covered by the database. Second, IRRC does not include a number of variables, for 
example the number of board meetings, the number of compensation committee meetings, and 
whether a CEO is the founder of the firm. As seen later, these variables are highly significant 
in explaining backdating. 
18According to the WSJ final list as of September 4, 2007, enforcement actions were dropped 
for eleven firms in our sample. Of these, six firms restated their financial statements to rectify 
the accounting problems due to backdating. We delete the five observations where there was 
no enforcement and restatement and find no change in our conclusions. Because the WSJ list 
as of September 4, 2007 was the last update and we could not follow up after that date, our 
sample firms may include firms that were later found innocent. The inclusion of those firms 
works against our finding of any link between backdating firms and governance variables. 
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BACKDATER =  α0 + β1BDIND + β2 BDMEET + β3 BDSIZE 
+ β4LOCK + β5 CCIND + β6 CCSIZE + β7 CCMEET 

+ β8 EOCHAIR + β9 CEOFOUND + β10 CEOTEN 

+ β11 CEOOWN + β12 CEOAGE + β13 INBLOCK 
+ β14 EXBLOCK + β15 BIGN +β16 GROWTH 
+ β17 FIRMAGE + β18 ROA + β19 SIZE 
+ β20 VOL+ β21 HITECH + ε  (1) 

where: 
 BACKDATER = 1 if a firm is a backdater, 0 otherwise; 
 BDIND = The proportion of independent members on boards; 
 BDMEET = The number of board meetings; 
 BDSIZE = The number of board members; 
 BDLOCK = 1 if an inside director of the firm serves on the board of an out-

side director’s firm, 0 otherwise; 
 CCIND = The proportion of independent members on the compensation 

committee;  
 CCSIZE = The number of compensation committee members;  
 CCMEET = The number of compensation committee meetings; 
 CEOCHAIR = 1 if a CEO is the chair of the board of directors, 0 otherwise; 
 CEOFOUND = 1 if a CEO is also the founder of the firm, 0 otherwise; 
 CEOTEN = The number of years as CEO; 
 CEOOWN = The percentage of shares owned by CEO; 
 CEOAGE = The CEO’s age; 
 INBLOCK = 1 if there is an internal blockholder who owns at least 5 percent 

of the equity, 0 otherwise; 
 EXBLOCK = 1 if there is an external blockholder who owns at least 5 percent 

of the equity, 0 otherwise; 
 BIGN = 1 if a Big N audits the firm, 0 otherwise. 
 GROWTH = 1 if a firm falls in the top quintile of sales growth;  
 FIRMAGE = The number of years the firm has financial data on 

COMPUSTAT;  
 ROA = Net income divided by ending assets;  
 SIZE = A firm size measured by log of total assets; 
 VOL = Standard deviation of stock returns over the prior 60 months;19 

and 
 HITECH = 1 if a firm has SIC codes between 7350 and 7379, and 0 other-

wise. 

                                                           
19For eight observations we could not compute VOL because return data are not available, and 
we coded this variable 0. Deleting these observations from the sample did not change our 
results.  
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Descriptive Statistics 
Table 1 presents means, medians, and standard deviations of variables used in 

our tests. Control firms are matched by firm size, as well as by year, industry, and 
stock exchange. Differences in the two groups that are statistically significant at 
least at the 10 percent level of testing are discussed below. Backdating firms, com-
pared to control firms, tend to have smaller boards of directors and a smaller 
proportion of independent members. This is consistent with our prediction that large 
boards and independent directors are associated with more effective monitoring. It is 
worth noting that the ratio of independent directors in compensation committees is 
over 90 percent for both groups. This reflects regulatory efforts to ensure that inde-
pendent members of the compensation committee are deciding executive pay.20 
While the proportion of independent members on compensation committee is not 
significantly different across the two groups, compensation committees of the con-
trol firms are larger in size and are more active. Compared to the control firms, 
backdating firms are more likely to have younger CEOs, are growing faster, and are 
younger in age.21 Finally, we find that stock return volatility is higher in backdating 
firms, which is consistent with Collins et al. (2009).  

Regression Results 
Results from the multivariate logistic regression are presented in Table 2. The 

first model includes variables for compensation committee (without board variables) 
while the second model includes both compensation committee and board variables. 
Both models are statistically significant (chi-square=42.42 and 57.93; pseudo-R2 = 
0.2799 and 0.3669, respectively). Variance inflation factor (VIF) diagnostic statistics 
do not indicate that multicollinearity is a problem.22 Similar to Bizjak et al. (2009), 
we report the marginal effect and chi-square value associated with each variable in 
the regression.23  

The first model shows that larger and more active compensation committees are 
inversely associated with backdating of stock options. Independence of compensa-
tion committees (CCIND) is not significantly related to backdating, although its 
coefficient has an expected sign. As the second model shows, however, the signifi- 
                                                           
20For example, the IRC Section 162(m) states that compensation committees must be 
composed solely of two or more outside directors for performance-based executive pay that is 
in excess of $1 million to be tax deductible. 
21Univariate tests must be interpreted with caution because they only measure the separate 
effect of a corporate governance attribute. As Core et al. (1999) observe, some of these 
characteristics may act as substitutes or may complement other characteristics. Therefore, a 
multivariate test is more appropriate for measuring the effect of these attributes. 
22The highest value of VIF is 1.91. 
23The marginal effect is defined as the change in the estimated probability of backdating 
corresponding to an unit change in a variable, holding all other variables constant at their 
sample mean values. 
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Table 1—Univariate Comparisons of Variables: Backdating versus Control Firms 
Comparison (A=B) Backdating Firms 

       (A) (90 firms)         
Control Firms 

        (B) (90 firms)          Wilcoxon 
Variable Mean Median Std Mean Median Std t-statistic z-statistic 
BDIND 0.6536 0.6667 0.1615 0.7170 0.7143 0.1468 -2.76*** -2.86*** 

BDMEET 6.7667 6.0000 2.8007 7.5111 7.0000 3.5482 -1.56 -1.22 

BDSIZE 7.1556 7.0000 2.3122 8.0556 8.0000 2.2752 -2.63*** -2.73*** 

BDLOCK 0.0778 0.0000 0.2693 0.0889 0.0000 0.2862 -0.27 -0.27 

CCIND 0.9333 1.0000 0.1944 0.9351 1.0000 0.1434 -0.07 -0.52 

CCMEET 2.8222 2.0000 2.0964 3.7444 3.0000 2.3729 -2.76*** -2.87*** 

CCSIZE 2.7778 3.0000 0.7462 3.1000 3.0000 0.9605 -2.51**  -2.48**  

CEOCHAIR 0.6556 1.0000 0.4778 0.6889 1.0000 0.4655 -0.47 -0.47 

CEOFOUND 0.3111 0.0000 0.4655 0.2111 0.0000 0.4104 1.53 1.52 

CEOTEN 9.6222 8.0000 8.1345 9.4556 6.0000 8.2858 0.14 0.27 

CEOOWN 0.0607 0.0253 0.0925 0.0848 0.0262 0.1458 -1.32 -0.05 

CEOAGE 49.8333 49.0000 9.4242 52.2667 51.0000 8.5088 -1.82* -1.77* 

INBLOCK 0.1778 0.0000 0.3845 0.2556 0.0000 0.4386 -1.27 -1.26 

EXBLOCK 0.3778 0.0000 0.4875 0.3667 0.0000 0.4846 0.15 0.15 

BIGN 0.9000 1.0000 0.3017 0.8889 1.0000 0.3160 0.24  0.23  
GROWTH 0.1889 0.0000 0.3936 0.1000 0.0000 0.3017 1.70* 1.69* 

FIRMAGE 10.3889 8.0000 7.8435 15.4000 9.0000 13.4522 -3.05*** -1.67* 

ROA -0.1102 0.0056 0.4044 -0.0746 -0.0171 0.2268 -0.73 -0.52 

SIZE 6.6447 6.7579 1.5855 6.6283 6.7203 1.5926 0.07 0.06 

VOL 0.2501 0.2289 0.1182 0.2012 0.1796 0.1275 2.67***  3.47***  
HITECH 0.2667 0.0000 0.4447 0.2000 0.0000 0.4022 1.05   
Notes: t- and Z-values are based on two-tailed tests. *, **, and *** represent significance at the 10 per-
cent, 5 percent, and 1 percent levels, respectively. 
 BACKDATER = 1 if a firm is a backdater, 0 otherwise; 
 BDIND = The proportion of independent members on boards; 
 BDMEET = The number of board meetings; 
 BDSIZE = The number of boards members; 
 BDLOCK = 1 if an inside director of the firm serves on the board of an outside director’s firm, 0 

otherwise; 
 CCIND = The proportion of independent members on the compensation committee;  
 CCSIZE = The number of compensation committee members;  
 CCMEET = The number of compensation committee meetings; 
 CEOCHAIR = 1 if a CEO is also the chair of the board of directors, 0 otherwise; 
 CEOFOUND = 1 if a CEO is also the founder of the firm, 0 otherwise; 
 CEOTEN = The number of years as CEO; 
 CEOOWN = The percentage of shares owned by the CEO; 
 CEOAGE = The CEO’s age; 
 INBLOCK = 1 if there is an internal blockholder who owns at least 5 percent of the equity, 0 

otherwise; 
 EXBLOCK = 1 if there is an external blockholder who owns at least 5 percent of the equity, 0 

otherwise; 
 BIGN = 1 if a Big N audits the firm, 0 otherwise. 
 GROWTH = 1 if a firm falls in the top quintile of sales growth;  
 FIRMAGE = The number of years the firm has financial data on COMPUSTAT;  
 ROA = Net income divided by ending assets;  
 SIZE = A firm size measured by log of total assets; and  
 VOL = Standard deviation of stock returns over the prior 60 months; and 
 HITECH = 1 if a firm has SIC codes between 7350 and 7379, and 0 otherwise. 
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Table 2—Logistic Regression Models that Use Full Board, Compensation Committee, and 
CEO Characteristics to Predict Likelihood of Backdating 

Without Full Board Variables With Full Board Variables 

Variable 
Expected 

Sign 
Coefficients 
(Chi-square) 

Marginal 
Effect 

Coefficients 
(Chi-square)

Marginal 
Effect 

Intercept +/- -1.7353 
(0.11)  3.3874  

(2.98)*  

BDIND -   -5.0099 
 (-9.09)*** -0.8927 

BDMEET -   -0.1196 
 (-2.83)*  -0.0213 

BDSIZE -   -0.1555 
 (-3.91)** -0.0277 

BDLOCK +   -0.2946 
 (-0.71) -0.0525 

CCIND - -0.3618 
(-1.06) -0.0710 2.3589 

 (1.95) 0.4203 

CCSIZE - -0.3543 
(-2.94)* -0.0695 -0.0290 

 (-0.01) -0.0052 

CCMEET - -0.2694 
(-6.27)*** -0.0528 -0.1702 

 (-2.21) -0.0303 

CEOCHAIR + -0.5213 
(-1.24) -0.1022 -0.3037 

 (-0.48) -0.0541 

CEOFOUND + 0.6166 
(3.29)* 0.1209 0.8493 

(4.37)** 0.1513 

CEOTEN + 0.0365 
(4.87)** 0.0072 0.0201 

 (4.61)** 0.0036 

CEOOWN - -4.0353 
(-8.83)*** -0.7913 -5.9156 

 (-8.74)*** -1.0542 

CEOAGE - -0.0336 
(-7.06)*** -0.0066 -0.0319 

 (-6.78)*** -0.0057 

INBLOCK - -1.0081 
(-6.46)** -0.1977 -1.3280 

 (-6.64)** -0.2367 

EXBLOCK - 0.1123 
(0.01) 0.0220 -0.1024 

 (-0.02) -0.0183 

BIGN - -0.1826 
(-0.06) -0.0358 -0.0503 

 (-0.01) -0.0089 

GROWTH + 0.3868 
(0.02) 0.0759 0.3580 

 (0.01) 0.0638 

FIRMAGE - -0.0432 
(-6.01)*** -0.0085 -0.0499 

 (-6.10)*** -0.0089 

ROA - -0.1748 
(-0.01) -0.0343 -0.0370 

 (-0.00) -0.0066 

SIZE - -0.2304 
(-0.78) -0.0452 -0.3707 

 (-0.80) -0.0661 

VOL + 3.3587 
(3.46)** 0.6586 3.5642 

 (3.92)** 0.6351 

HITECH + 0.0883 
(0.06) 0.0173 0.0326 

 (0.01) 0.0058 

N  180  180  
Likelihood Ratio Chi-Square   42.42***  57.93***  
Pseudo R2  0.2799  0.3669  
Notes: *, **, and *** represent significance at the 10 percent, 5 percent, and 1 percent levels using two-
tailed tests, respectively. See Table 1 for variable definitions.  
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cance of all of the compensation committee variables disappears once board 
variables are included. This suggests that there is no incremental monitoring of 
compensation practices by the compensation committee of the board. The result 
underscores the fact that it is independence and effectiveness of the entire board of 
directors (and not just a committee of the board) that reduces the likelihood of back-
dating. Chhaochharia and Grinstein (2009) also find that board-level attributes are 
more important than committee-level attributes in reducing the likelihood of CEO 
overcompensation.24  

In the second model, all board variables, excepting BDLOCK, are statistically 
significant with expected signs. First, the independence of board members is impor-
tant in predicting the likelihood of backdating. The coefficient on BDIND is 
negative and statistically significant at the 1 percent level which is consistent with 
the idea that independent board members rein in opportunistic management 
behavior. The marginal effect of BDIND on the likelihood of backdating is -0.8927, 
which suggests that moving from the first to the third quartile of the variable, 
BDIND, decreases the probability of being a backdating firm approximately 19 
percent.25 Backdating firms also are associated with fewer board meetings, 
suggesting that boards of directors of backdating firms are not as diligent in their 
governance duties as those of the control firms. Backdating firms also are associated 
with smaller boards, which is supportive of CEOs having more influence over 
operations and over company directors when boards are small. The coefficients on 
BDMEET and BDSIZE are statistically significant at least at the 10 percent level of 
testing. Interestingly, interlocks in boards do not explain likelihood of backdating. 
Overall, the results for models 1 and 2, support hypothesis H1a but not H1b. 

With regard to the CEOs role in backdating, we find that firms whose CEOs are 
also company founders are more likely to be engaged in backdating. The variable 
CEOFOUND has been found to be significantly related to the risk of management 
override of controls but has never been examined by academic studies. Our results 
show that in firms where the CEO is a founder, there is a 15 percent greater likeli-
hood of backdating occurring as the marginal effect of CEOFOUND suggests. 
Backdating firms also are associated with CEOs who have lengthier tenure. CEO 
ownership in the company results in an alignment of interests with stockholders 
which reduces the likelihood of backdating. The coefficients on all of the above 
variables are significant at least at the 10 percent level or better. Overall, these 
results support hypothesis H1c (that CEO influence and power are important factors 
in explaining backdating). 

                                                           
24Committees of the board can be only as effective as the full board that selects and appoints 
the members to the various committees.  
25This is computed as follows: 0.2091 * 0.8927 = 0.1867 where 0.2091 is the inter-quartile 
change in BDIND (i.e., difference between the first and the third quartile values), and 0.8927 
is the variable’s marginal effect.  
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With regard to external governance mechanisms, we find that the presence of an 
inside blockholder on the board reduces the likelihood of backdating at the 5 percent 
level. Our results also show that a firm’s age is statistically significantly associated 
with the likelihood of backdating at the 1 percent level of testing. The result supports 
our hypothesis that new firms which are likely to have weaker internal controls 
experience a higher incidence of backdating. Other proxies for internal controls have 
the expected signs, but are statistically insignificant. Overall, there is support for 
hypotheses H1c and H1d that strong external governance mechanisms and internal 
controls reduce the likelihood of backdating. As an additional check, we examine 
whether our backdating firms reported any internal control problems in the first year 
of Section 404 of the Sarbanes-Oxley Act going into effect. We find that 28 of the 
backdating firms (31 percent of our sample) report a material weakness in their 
internal controls, supporting the argument that backdating firms suffer from internal 
control problems.26 The remaining coefficients are not statistically significant, with 
the exception of VOL which, as expected, is positively related to the likelihood of 
backdating.  

Summary Measure of Effective Governance 
We also include a summary measure of corporate governance effectiveness as 

suggested by DeFond et al. (2005) and Zhang et al. (2007). This test provides a more 
general view of the effect of good governance on backdating practices. There are 
some benefits to a summary variable. First, because this summary measure reflects 
multiple dimensions of a firm’s overall governance environment, it better 
accommodates the strength of a firm’s overall governance environment than would 
individual measures (DeFond et al., 2005). Also, combining the individual govern-
ance variables, we minimize collinearity among the variables which could affect the 
ability of each to be significantly associated with option backdating (Landsman et 
al., 2009). We sum five dichotomous measures for each firm and then create an 
indicator variable based on the median of the summed values. This governance 
measure takes a value of 1 (strong governance) if it is greater than the median of the 
summed values and 0 otherwise. The five categories include: 1) board size (1 if it is 
greater than the sample median and 0 otherwise); 2) board independence (1 if 60 
percent or more of the directors are independent and 0 otherwise); 3) compensation 
committee size (1 if it is greater than the sample median and 0 otherwise); 4) com-
pensation committee independence (1 if all members are independent and 0 
otherwise); and 5) institutional ownership (1 if the percentage of institutional owner-
ship is greater than the sample median and 0 otherwise). While this is a noisy proxy, 

                                                           
26In contrast, the control sample included 13 firms (14.4 percent) that report a material 
weakness in the first year. 
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it allows the overall quality of a firm’s of corporate governance to be depicted in a 
simple way. 

 
Table 3—Logistic Regression Model that Uses a Summary Measure of Corporate Govern-
ance to Predict the Likelihood of Backdating 

Variable Expected 
Sign 

Coefficients 
(Chi-square) Marginal Effect 

Intercept +/- 0.6378 
 (0.18)  

GOVERNANCE - -0.9403 
 (-5.69)** -0.1930 

CEOCHAIR + -0.1943 
 (-0.26)  -0.0399 

CEOFOUND + 0.7327 
 (3.54)*  0.1504 

CEOTEN + 0.0349 
 (4.85)** 0.0072 

CEOOWN - -4.5828 
 (-6.89)*** -0.9409 

CEOAGE - -0.0334 
 (-3.95)** -0.0069 

INBLOCK - -0.8416 
 (-3.98)** -0.1728 

EXBLOCK - 0.2929 
 (0.56) 0.0601 

BIGN - -0.0148 
 (-0.00) -0.0030 

GROWTH + 0.2408 
 (0.20) 0.0494 

FIRMAGE - -0.0489 
 (-5.53)** -0.0100 

ROA - -0.2114 
 (-0.15) -0.0430 

SIZE - -0.2390 
 (-1.76)  -0.0491 

VOL + 2.6103 
 (4.09)** 0.5359 

HITECH + -0.0708 
 (-0.02) -0.0145 

N  180  
Likelihood Ratio Chi-Square   34.78***  
Pseudo R2  0.2343  
Notes: *, **, and *** represent significance at the 10 percent, 5 percent, and 1 percent levels using two-
tailed tests, respectively. GOVERNANCE is 1 (strong governance) if the summed value of the following 
five dummy variables is greater than the median, 0 otherwise. The five categories include 1) board size (1 
if it is greater than the sample median, 0 otherwise); 2) board independence (1 if 60 percent or more of the 
directors are independent, 0 otherwise); 3) compensation committee size (1 if it is greater than the sample 
median, 0 otherwise); 4) compensation committee independence (1 if all members are independent, 0 
otherwise); and 5) institutional ownership 1 if the percentage of institutional ownership is greater than the 
sample median, and 0 otherwise). See Table 1 for definitions of other variables.  
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Our results in Table 3 show that, after controlling for CEO and firm character-
istics, the coefficient on the summary measure of governance effectiveness 
(GOVERNANCE) is negative and statistically significant at the 5 percent level, sug-
gesting that good quality governance reduces the likelihood of backdating. 
Examining the marginal effect shows that having effective governance decreases the 
likelihood of backdating grants 19 percent. The results on the remaining coefficients 
are consistent with findings presented in Table 2.  

Multi–year Analysis 
A limitation of our study is that our main analysis uses data from a single year, 

2001. To increase the generalizability of our study, we extend our analysis to include 
data from other years. For this analysis, we obtain corporate governance data from 
Investor Responsibility Research Center (IRRC). IRRC’s coverage, however, is lim-
ited to the S&P 1500 firms, and both board compensation committee variables are 
only available since 1998.27 Therefore, this analysis covers a sub-sample of firms 
used in our main analysis that backdated stock options during the period 1998 to 
2006. Largely due to unavailability of governance data in IRRC, we are left with 
only 162 firm-year observations in backdating sample. These include multiple 
observations for firms who backdated options over several years. The control sample 
consists of all other firms on IRRC where no backdating was alleged.  

Comparing models 1 and 2 in Table 4 shows that, as before, the significance of 
compensation committee variables disappears once the full board variables are 
included. We also find evidence supporting the idea that CEO power, proxied by 
tenure, ownership, and age, increases the likelihood of backdating. Interestingly, we 
also find a significant and positive coefficient on BDLOCK for this sample which 
supports Bizjak et al. (2009) who argues that the likelihood of backdating increases 
in firms with interlocking boards.  

Audit Committee Variables 
Another committee of the board that potentially could affect the likelihood of 

backdating occurring is the firm’s audit committee. Specifically, because there are 
adverse financial reporting consequences associated with backdating, audit commit-
tees that provide effective oversight of financial reporting potentially could reduce 
the likelihood of backdating. Prior studies, however, have not examined whether 
effective audit committees reduce the likelihood of option backdating. Model 3 in 
Table 4 tests whether audit committee variables (number of audit committee mem-
bers and the proportion of independent members) are associated with a decrease in 

                                                           
27In addition, some governance variables used in our previous tests are not available on IRRC 
(e.g., BDMEET, CCMEET, and CEOFOUND).  
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the likelihood of backdating.28 The results show, however, that none of the audit 
committee variables is statistically significantly related to backdating. 

Conclusion 
Firms that backdate stock options choose dates having the lowest stock prices as 

grant dates for their option awards retroactively when the whole distribution of stock 
price is available. We examine the governance characteristics of firms that back-
dated options and compare them to a group of control firms. We find that the 
occurrence of backdating is higher for firms with weak corporate governance sys-
tems. Our results suggest that where CEOs have power and influence they are more 
likely to exploit weak governance and internal control systems to reward themselves 
at the expense of shareholders.  

Our results highlight the importance of boards of directors as monitors of man-
agement. Boards traditionally have been viewed as a solution to the agency problem 
between CEOs/managers and shareholders. The results show that an independent, 
diligent, and large size board can prevent opportunistic compensation practices such 
as option backdating. The role of the compensation committee in reducing the likeli-
hood of backdating, however, is insignificant. Wood (2004) also argues that there is 
a widespread concern that compensation committees have failed to serve as effective 
checks on executive compensation issues. Our study, therefore, suggests that there is 
potentially a bigger role for compensation committees to play in preventing back-
dating of options by exercising greater oversight over the administration of option 
grants. Strengthening a company’s internal controls also can reduce the likelihood of 
backdating.29 Having these controls in place is particularly important in firms where 
the CEO’s power and influence over compensation and financial reporting matters 
are high. 

The discovery of opportunistic managerial behavior, for example the backdating 
of options, raises suspicions about management’s integrity and, therefore, about the 
overall quality of financial reporting in backdating firms. We believe that it would 
be worthwhile for future studies to extend this research by investigating the quality 
of financial reports of backdating firms.  

 

                                                           
28IRRC provides data on the number of audit committee members and their independence; the 
number of audit committee meetings, however, is not available on IRRC.   
29A recent study (Ashbaugh-Skaife et al., 2008) documents evidence about potential benefits 
of strong internal controls in terms of the quality of externally reported financial information. 
In specific, they find that firms reporting internal control deficiencies have lower quality 
accruals as measured by accrual noise and absolute abnormal accruals relative to firms not 
reporting internal control problems.   
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Table 4—Logistic Regression Models that Use Full Board, Compensation Committee, 
Audit Committee, and CEO Characteristics to Predict the Likelihood of Backdating 

Variable 
Expected 

Sign 

Model 1 
Coefficients  
(Chi-square) 

Model 2  
Coefficients 
(Chi-square) 

Model 3  
Coefficients  
(Chi-square) 

Intercept +/- -2.7844 
(7.74)***  

-2.5874 
(6.55)** 

-1.7917 
(2.98)* 

ACIND -   0.0943 
 (0.03) 

ACSIZE -   -0.0119 
 (-1.36) 

BDIND -  -0.4869 
 (-4.71)** 

-0.4359 
 (-4.47)** 

BDSIZE -  -0.1218 
 (-6.79)*** 

-0.0908 
 (-3.40)* 

BDLOCK +  1.0267 
 (4.53)** 

0.9306 
 (3.64)* 

CCIND - -0.8015 
(-3.12)*  

-0.6444 
(-1.60)  

-0.5602 
(-1.16)  

CCSIZE - -0.2102 
(-5.89)** 

-0.1169 
(-1.61) 

0.0059 
(0.00) 

CEOCHAIR + -0.1152 
(-0.43) 

-0.1236 
(-0.49) 

-0.0899 
(-0.26) 

CEOTEN + 0.0525 
(26.91)*** 

0.0535 
(26.22)*** 

0.0541 
(26.50)*** 

CEOOWN - -7.5175 
(-4.97)** 

-8.5911 
(-5.86)** 

-8.9515 
(-5.76)** 

CEOAGE - -0.0422 
(-12.07)*** 

-0.0413 
(-11.65)*** 

-0.0418 
(-11.91)*** 

BIGN - 0.9948 
(3.72)*  

0.9347 
(3.27)*  

0.9675 
(3.48)*  

GROWTH + 0.3576 
(4.05)**  

0.3367 
(3.46)*  

0.3697 
(4.15)**  

FIRMAGE - -0.0580 
(-39.55)*** 

-0.0550 
(-35.39)*** 

-0.0550 
(-34.28)*** 

ROA - -0.1554 
(0.12) 

-0.1056 
(0.06) 

-0.1950 
(0.22) 

SIZE - 0.2089 
(14.16)***  

0.2783 
(20.92)***  

0.2794 
(20.10)***  

VOL + 3.4638 
(12.66)*** 

3.3514 
(11.30)*** 

3.1245 
(9.57)*** 

HITECH + 1.5121 
(60.71)***  

1.4578 
(55.62)***  

1.5283 
(59.40)***  

N  7,880 7,880 7,880 
Likelihood Ratio Chi-Square   244.81*** 251.82*** 269.75*** 
Pseudo R2  0.1677 0.1724 0.1859 
Notes: *, **, and *** represent significance at the 10 percent, 5 percent, and 1 percent levels using two-
tailed tests, respectively. ACIND is the proportion of independent members on the audit committee, and 
ACSIZE is the number of audit committee members. See Table 1 for definitions of other variables.  
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