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A STEP BACK ON OPTIONS

WHILE HIS DELAWARE COLLEAGUES HAVE STRONGLY CENSURED TWO OPTIONS PRACTICES,
LEO STRINE WEIGHS IN WITH A MORE CAUTIOUS APPROACH

VICECHANCELLORLEOE.STRINEJR.STEPPEDINTO
the judicial debate over nefarious options practices on June
7 with an opinion that moderated two prior Delaware rul-
ings on the issue. The tone of the Delaware judge’s 75-page
opinion in DeSimone v. Sycamore Networks Inc. contrasted
sharply with that taken by Chancellor William B. Chandler
in a case involving options backdating at Maxim Integrated
Products Inc. and one focused on spring-loading at Tyson
Foods Inc., a company controlled by its founding family.

Chandler harshly censured both practices. Backdated
options, he wrote, “involve a fundamental, incontrovert-
ible lie: Directors who approve an option dissemble as to
the date on which the grant was actually made.” The judge
was a little less harsh in his consideration of spring-loaded
options (those issued by a board that knows the company
is about to issue news that will push its stock price up), but
by issuing the two decisions on the same day, Chandler ex-
pressed a deep suspicion of the practice.

In DeSimone, Strine seized the opportunity presented by
a poorly substantiated complaint with facts highly favorable
to the defendant to delve into the complexities of options.
These include the timing of options grants and the plan un-
der which they’re granted; the person approving them; and
how much the board knew about a legally dubious grant.

The judge proposed “a cautious, nongeneric approach
to addressing the various options practices now under
challenge in many suits. The various practices have

Strine

jurisprudential implications that are also diverse, not nongeneric
tack

identical, and the policy purposes of different bodies of
related law (corporate,
securities and tax) could
be lost if courts do not
proceed with prudence.
Indeed, within the cor-
porate law alone, there
are subtle issues raised
by options practices.”
One issue, Strine not-
ed, is the board’s aware-
ness about violations of a
company’s options plan.
He offered two hypo-
heticals. In one, a board
4pproves the issuance
of backdated options

without realizing that the award violates the company’s op-
tions plan or means that the company will issue financials
skewed by the grants. In the other, the board is fully aware
of its wrongdoing. The first set of directors, Strine wrote,
probably hasn’t violated its fiduciary duties; the second, as
in Maxim and Tyson, may well have done so. At'the very
least, a shareholder suit against such directors would right-
ly survive a motion to dismiss.

Strine reined in possible options-based suits in several
ways. He emphasized that Sycamore Networks Inc’s plan,
unlike Tyson’s and Maxim’s, allows the company to award
options with strike prices below the current market price,
thereby stressing the importance of the specific provisions
of such a plan for a judge confronted with a suit involving it.
He found that the mere issuance of so-called bullet-dodging
options, those issued after a company has released negative
news, does not justify a claim against the issuing company’s
directors. By definition, spring-loaded options are granted
when directors know their company’s stock is worth more
than its trading price. But, Strine wrote, “When a director
grants options after the release of negative information, he
does so at a time when the market has absorbed all existing
information about the company.”

With Sycamore, Strine found that a board can win a dis-
missal of a backdating case. While half of Maxim’s board
was conflicted and the Tyson case raised the possibility
that the family dominated the company’s board, four of
Sycamore’s six directors are independent. The other two,
chairman Gururaj Deshpande and CEO Daniel Smith, own
32% of Sycamore’s stock and no options. The judge placed
considerable weight on those factsin dismissing DeSimone’s
claims that the directors had violated their fiduciary duties
by approving options grants to both rank-and-file employ-
ees and to Sycamore executives that violated the terms of
the company’s options plan.

That plan, Strine noted, “expressly contemplated both
that Sycamore’s board might delegate more of the options-

id granting functions to nondirector executive officers and

that the board itself might play a very minimal role in the
options-granting process.” Decisions on options awards
are just one of many functions that boards may rightfully
delegate to senior management, and a flawed award doesn’t
automatically create a claim against the board. B
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Delaware Chancery Court Addresses Stock Option Backdating and “Spring-Loading”

For much of the last year, alleged manipulations of stock option grants have been
in the news and the subject of intense scrutiny by government officials, law enforcement
agencies, corporate boards and the plaintiffs’ bar. On February 6, Chancellor Chandler of the
Delaware Court of Chancery issued two decisions addressing whether lawsuits can proceed that
seek to hold directors liable for option backdating, as well as for so-called “spring-loaded” and
“bullet-dodging” option grants. These decisions are the first by a Delaware court to address
these important issues. See In re Tyson Foods, Inc. Consol. S holder Litig., C.A. No. 1106-N
(Del. Ch. Feb. 6, 2007); Ryan v. Gifford, C.A. No. 2213-N (Del. Ch. Feb. 6, 2007).

Both decisions, in derivative lawsuits brought by shareholders purportedly on
behalf of the corporation, denied directors’ motions to dismiss the complaints as a matter of law,
which required the Court to assume that the plaintiffs’ factual allegations were true. A plaintiff
bringing a derivative complaint is generally required to first make a demand on the corporation’s
board of directors to remedy the alleged misconduct and to decide whether a lawsuit would be in
the best interests of the corporation. This demand requirement is excused, however, where there
is a reason to doubt whether the challenged transactions involved valid exercise of business
judgment or that a majority of the directors would have been independent and disinterested when
considering the demand.

In Ryan v. Gifford, the plaintiff sued members of the compensation committee
and other directors of Maxim Integrated Products, Inc., a chip maker, alleging that they had
breached their fiduciary duties by approving backdated options that violated shareholder-
approved stock option plans, which specifically provided that the exercise price of all options
would be no less than the fair market value of Maxim’s common stock on the day the options
were granted. Based solely on empirical data and statistical analyses indicating that the
advantageously low stock prices on option grant dates were unlikely to be the result of mere
chance, the complaint alleged that Maxim’s CEO was awarded backdated options on at least nine
occasions. The Court concluded that the plaintiff should be excused from having to comply with
the demand requirement, stating that “[b]ackdating options qualifies as one of those rare cases in
which a transaction may be so egregious on its face that board approval cannot meet the test of
business judgment, and a substantial likelihood of director liability therefore exists.” The Court
also found that the complaint’s factual allegations were sufficient to support a finding that the
directors’ actions were intentional and a violation of their duty of loyalty. The Court stated that
it was “convinced that the intentional violation of a shareholder approved stock option plan,
coupled with fraudulent disclosures regarding the directors’ purported compliance with that plan,
constitute conduct that is disloyal to the corporation and is therefore an act in bad faith. . . . It
certainly cannot be said to amount to faithful and devoted conduct of a loyal fiduciary.”

In In re Tyson Foods, plaintiffs alleged that the board of directors of Tyson Foods,
Inc. granted “spring-loaded” stock options to insiders. Spring-loaded options are granted before
the release of material information reasonably expected to drive the stock price higher while the
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company’s public disclosures represent that the grants were issued at market rates. (Conversely,
“bullet-dodging” takes place when options are granted after the release of materially damaging
information.) While acknowledging that whether spring-loading constituted a form of insider
trading under the federal securities laws was unclear, the Chancellor held that for purposes of
Delaware law a director who intentionally uses inside information to enrich employees in
violation of shareholder-approved stock option plans breaches his fiduciary duties of good faith
and loyalty. The Court found, however, that the spring-loading claim was properly alleged only
against the compensation committee members who actually approved the option grants, and not
the entire board.

In both cases, the Court held that the directors could not rely on the statute of
limitations as a defense because the failure to comply with the requirements of the shareholder-
approved stock option plans had been fraudulently concealed from the shareholders.

The Court in Ryan was careful to note that, should the case go to trial, the plaintiff
would still have the burden of proving by a preponderance of the evidence that the defendants
actually backdated options. Moreover, because of their procedural context, the opinions do not
address the extent to which directors’ reliance on advice from officers or experts in connection
with option grants may be a defense, ultimately, to liability. Nevertheless, the Chancellor’s
decisions are noteworthy because they establish that intentional stock option backdating and
spring-loading, if proven, are violations of a director’s duty of loyalty and do not constitute good
faith conduct, either of which would preclude such director from being able to take advantage of
certain liability protections afforded by the Delaware Corporation Law and leave the director
open to liability for monetary damages to the corporation.
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