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With the U.S. Attorneyõs Ofþce for the North-
ern District of California conþrming that itõs 
investigating Appleõs backdating of stock op-

tions, itõs clear that the issue wonõt fade away any time 
soon. For Mac users more 
comfortable with silicon 
chips than securities rules, it 
may be unclear just whatõs 
at issue here. With that in 
mind, hereõs an overview 
of backdating and when it 
runs afoul of regulators.

What is backdating and how does it work?
 The practice involves stock options. A company 
promises a worker the right to buy a share of of stock 
at a speciþc price, called the strike price. The strike price 
is typically tied to the value of the stock on a certain 
dateñthe hiring date for an employee, for example.
 Usually, as a companyõs shares increase in value, 
so do any options issued. Say an employee gets a 
stock option with a strike price of $10. That option is 
currently worth nothing. If the employee is able to 
exercise that option by the time the stockõs trading 
at $15, that employeeõs option is now worth $5.
 However, if the employeeõs original stock option 
was backdated to a period where their companyõs 
stock was trading at $8, by the time the employee 
exercises their option, that option is now worth $7. 
If that difference seems slight, imagine it multiplied 
by thousandsñor even millionsñof options.

Is that illegal?
 Noñin fact, companies often do it as a way to 
lure top talent. òBackdating is totally legal if you 
disclose that itõs done,ó said BusinessEdge Solutions 
compliance expert Phil Dina. òInvestors have a right 
to know all the þnancial data of the company.ó
 Backdating becomes an issue when companies fail 
to let shareholders and regulators know that itõs tak-
ing place. The reason: Options are considered part of 
compensation, and if the companyõs not accurately 
reporting how itõs compensating its employees, itõs 
not giving investors a complete þnancial picture. At 
the most basic level, Dina says, improperly backdat-
ing stock options is a way for companies to overstate 
their assets and understate their expenses.

Is Apple the only company under investigation?
 Hardly. According to Patrick Taylor, CEO of 
options-monitoring software maker Oversight 
Systems, there have been at least 120 public 
companies that have come under scrutiny in the 
last year. These companies include Applied Micro 
Circuits, Electronic Arts, Foundry Networks, Intuit 
McAfee, and Steve Jobsõ other company, Pixar.

Why the sudden increase in backdating probes?
 Because of changes in the law. First, the U.S. 
tax code limits a companyõs ability to deduct 
some executive pay once it exceeds $1 million 
annually. Subsequently, compensating employees 
with options was a way to save on taxes for both 
the company its employees, as the proceeds from 
exercising stock options are eligible only for the 
15-percent capital gain tax rate. Thus, companies 
had healthy incentives to load compensation 
packages with stock options.
 Second, the Sarbanes-Oxley Act of 2002 required 
companies to report stock option grants within two 
days. The University of Michigan found that nearly a 
quarter of stock options were still reported late, often 
to the þnancial beneþt of the options grantee.
 Finally, the U.S. government began requiring 
companies to report stock options as an expense 
whenever options were granted or exercised as 
of þscal year 2006.
 As a result, companiesõ net incomes may be 
affected by the new expense. For example, Intel 
reported $7.5 billion in earnings in 2004, but had 
the company had to account for the expense of 
options that were either granted or exercised, its 
earnings would have plunged to $1.3 billion.
 So: the U.S. government gives companies a 
reason to favor stock options as compensation. 
But itõs now narrowed the window for reporting 
that compensation, and itõs now requiring it to be 
accounted for in a way that could make companies 
look like their earnings have shrunk.

What has Apple done?
 Most of what we know so far has come directly 
from the companyõs own disclosures. In June 
2006, Apple announced that an internal probe 
had found some irregularities in some option 
grants issued between 1997 and 2001. Among 
those irregularitiesña grant to its CEO, Jobs.
 When Apple made the announcement, it also re-
leased a statement from Steve Jobs that read, in part, 
òWe are proactively and transparently disclosing 
what we have discovered to the SEC. We are focused 
on resolving these issues as quickly as possible.ó
 Four months later, Apple said a special commit-
tee had found irregularities in 15 of the grants made 
between 1999 and 2002ñ6 percent of the total 
grants issued in that period. Fred Anderson, who 
had been Appleõs chief þnancial ofþcer from 1996 
to 2004, resigned from his seat on the companyõs 
board of directors. In a statement, Apple said it 
found no misconduct by its current senior manage-
ment team, but expressed òserious concernsó about 
the actions of two unnamed former senior execs. 
More signiþcant from a public perception stand-
point, the internal investigation found that Jobs was 
aware that favorable grant dates had been selected 
but didnõt receive or beneþt from those grants and 
was òunawareó of the accounting implications.
 In late December, Apple disclosed more backdat-
ing-related news, again clearing current executives and 
taking an $84 million charge on its restated earnings.

Stock options backdating: 
What you need to know

So why is Apple still under federal scrutiny?
 The answer may be in a Wall Street Journal 
report from earlier this month. According to the 
Journal, regulators are looking into a falsely dated 
grant of 7.5 million options to Steve Jobs. The 
grant was originally approved in August 2001, though 
Appleõs board didnõt approve it until December of 
that year when the companyõs stock was trading $3 
a share higher than in August. More troubling, Apple 
misdated the grantõs approval, linking it to an October 
2001 board meeting that never actually took place.

So what happens next for Apple?
 What will help or hurt any company enmeshed 
in a backdating probe is how its actions look to 
the government and to shareholders.
 òWas (the backdating) intentional or was it an 
oops?,ó Dina said. òThat makes a big difference 
from regulatory and public perspectives. If the 
public feels theyõve been taken advantage of, itõll 
accelerate in a hurry. It really depends on how 
(improper backdating) is perceivedñwas it ma-
liciously done and something done to hide it?ó
 The public typically sits up and takes notice of 
improper backdating when it begins to understand 
the þnancial impact that practice had, Dina added. 
òJohn Q. Public doesnõt understand the money 
involvedñitõs just a number. If you maybe boil this 
down to what it means to a share priceñhow maybe 
the stock would have been worth more, or how much 
value your holdings have lost [since the probe]ñthatõs 
when someone does the magic calculation. You have 
to wait until it becomes real to people losing money.ó
 One factor may help Appleõs standing in the 
court of public opinion, at any rate: its assertion that 
Steve Jobs wasnõt aware of the legal implications in 
the companyõs back-dating processes.
 Apple has emphasized Jobsõ distance from back-
dating improprieties since it þrst admitted to them 
last June. The statements it issued in June, October 
and December stressed that Jobs hadnõt personally 
proþted from the improperly-backdated options.
 òThe situation for Jobs would be far worse if it 
was shown that he knew about the backdating 
and that he had personally beneþted from option 
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