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ABSTRACT

Backdating in management and employee stock option plans has recently attracted intensive media coverage, regulatory actions, and academic inquiry. While it is no doubt that there are corporate governance problems or even criminal activities in some of the stock option plans, our research shows that regulatory bodies may actually have over-reacted. After a brief review of the relevant literature, we discuss three methods for stock option accounting and the market’s reaction to the accounting presentations.  Using a sample of 170 backdating-related disclosures from 84 companies as reported by the Wall Street Journal Options Scorecard, we use an event study framework to test if cumulative abnormal return (CAR) occurred around each disclosure. Our event study demonstrates that there is an 8% loss, measured by 21-day CAR, associated with the 170 disclosures aggregately. We then divide the 84 companies into two groups: those challenged by SEC and/or DOJ, and those not challenged. This analysis reveals two contrasting patterns of CAR between the two groups. The challenged group shows a significant CAR of -4%, -7%, and -9% over a 7-, 15- and 21-day period, respectively, while the unchallenged group shows no abnormal returns in any of the three periods. A dummy variable analysis further confirms that the market’s reactions to the disclosures of backdating by these two groups of companies are significantly different. Finally, we hypothesize an interpretation of the results, and conclude that regulatory bodies may have over-reacted, which caused uncertainty to business operations of the targeted companies, and more specifically, imposed potentially high agency costs.
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