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Backdating Is Not Always Fraudulent:
How to Distinguish Between Lawful and
Fraudulent Ratification
By Patrick Richard, Esq., Bryan Barnhart, Esq., and Krystal LoPilato, Esq.*

The “fraudulent backdating” scandal that has been domi-
nating the headlines recently has been causing some agita-
tion in corporate boardrooms.  Backdating — that is, giving
retroactive effect to directors’ resolutions — has long been
a common and useful corporate-housekeeping tool.  If all
backdating is illegal, then a lot of well-intentioned board
members could be in trouble.

Fortunately, most backdating is not illegal.  More properly
called “ratification,” backdating has long been an indis-
putably appropriate practice — as long as the requisite
procedures are followed, and the appropriate disclosures
are made.  See, e.g., Hibernia Sav. & Loan Soc’y v. Belcher,
4 Cal. 2d 268, 272, 275-276 (Cal. 1935) (director who was
absent during a board vote may subsequently ratify the
action taken).

In fact, this “backdating scandal” isn’t really about the pro-
priety of backdating at all; it’s about certain directors
and officers who secretly manipulated an otherwise ap-
propriate corporate-governance technique to hide their
true compensation levels from stockholders, regulators
and the Internal Revenue Service.  Government prosecu-
tors are not interested in punishing every board mem-
ber who ever ratified a resolution in order to give it ret-
roactive effect; they’re after the directors and officers
who used secret and procedurally improper retroactive
resolutions to commit fraud.

U.S. Attorney Kevin Ryan said as much in mid-July, ex-
plaining that a person’s criminal liability for backdating
does not depend only upon “what was done,” but “why it
was done and whether or not the individual was doing it
for a fraudulent purpose.”  And judges will almost cer-
tainly require civil plaintiffs to go through this same
analysis when the coming wave of civil-securities-law
actions reaches the courts.

Plaintiffs’ lawyers won’t get very far if they allege only
that directors and officers gave retroactive effect to
resolutions that were ratified in compliance with all
applicable procedural and disclosure requirements.
To prevail, plaintiffs will need to prove procedural impropri-
eties and/or fraudulent intent.

The main danger that directors and officers face from the
ongoing scrutiny of companies’ ratification practices,
then, is not that they will be caught ratifying a resolution
and applying it retroactively.  The danger is that they will
be caught cutting procedural corners or using ratification
to achieve an illegal purpose.  To protect themselves and
their companies, therefore, directors and officers need to
understand the difference between lawful and fraudu-
lent ratification and to work with their legal counsel to
ensure that their companies’ ratification practices comply
with the procedural and disclosure requirements imposed
by law.
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Ratification — A Tool of Corporate
Housekeeping

Ratification is a legal device that permits corporate direc-
tors to cure formal defects that rendered their previous
actions voidable.  Meyers v. El Tejon Oil & Ref. Co., 29 Cal.
2d 184, 187 (Cal. 1946); Kalageorgi v. Kamkin, 750 A.2d
531, 540 (Del. 1999).  Directors may not use this device to
expand their powers; board members may only ratify a
resolution that they had the authority to implement on
the date that they originally attempted to adopt it.
Fudickar v. E. Riverside Irrigation Dist., 109 Cal.2d 29, 40
(1895); see also Michelson v. Duncan, 407 A.2d 211, 218-
220 (Del. 1979) (applying the same rule to shareholder
ratification of technically invalid board resolution).  Direc-
tors may, however, use subsequent ratification to give an
initially invalid resolution retroactive effect.  Meyers, 29
Cal.2d at 187; Kalageorgi, 750 A.2d at 540.

It is this “retroactive effect” aspect of ratification that
makes it such a useful corporate-governance tool.  As
long as the proper procedures are followed and the nec-
essary disclosures are made, courts will allow directors to
use ratification to retroactively cure all manner of other-
wise significant problems.  See Meyers, 29 Cal.2d at 187;
Kalageorgi, 750 A.2d at 540.  In the Meyers case, for
example, California’s Supreme Court allowed directors to
retroactively authorize a dividend that had already been
paid.  29 Cal. 2d at 187.  And Delaware’s Kalageorgi court
permitted a board to use the ratification device to retro-
actively authorize a grant of stock shares to the directors
themselves, even though that ratification effectively
backdated the directors’ stock grants by almost 10 years.
750 A.2d at 539-540.

Ratification Must Comply With All Applicable
Procedural and Disclosure Requirements

Ratification only works if the ratifying directors follow the
proper procedures and make the necessary disclosures.  In-
deed, that’s why the device of ratification exists in the first
place: to correct irregularities that left previous board
resolutions open to challenge.

Ratification procedures are governed by the law of the
state of the company’s incorporation.  It is seldom wise to
try to ratify a resolution without the assistance of legal
counsel; the rules are often arcane, and the courts con-
strue them extremely strictly.  See Stone v. Am. Lacquer
Solvents Co., 463 Pa. 417 (Pa. 1975).  In the Stone case, for
example, a corporation’s chairman of the board sent his
fellow directors a letter stating his wish to rescind a
resolution that granted his wife a pension upon the
chairman’s death.

The chairman was not able to attend the special meeting
where the board passed the resolution that rescinded the
pension, and he died before he could effectuate a formal
ratification.  Id. at 421.  When the chairman’s widow sued
for her pension, the trial court found that the resolution
rescinding her pension was valid because the chairman’s
“silence and failure to object [to the resolution rescinding
the pension] prior to his death amounted to a ratification.”
Id. at 424.

But Pennsylvania’s Supreme Court reversed, holding that
the chairman’s letter requesting the resolution did not
meet the formal requirements of validity, and there could
be no implied ratification because the record did not con-
tain any hard evidence proving that the chairman had
learned that the board had actually passed the rescinding
resolution that he had expressly requested in writing.  Id.
at 423-424.

Directors and officers are also required to keep sharehold-
ers and government regulators informed about important
decisions that management makes on the corporation’s
behalf.  This requirement can spring from two sources.

First, state law typically imposes a duty of “good faith
and inherent fairness” on directors and officers in their
dealings with stockholders, and many courts hold that this
duty includes an obligation to disclose material information
about the company’s financial affairs.  See Fisher v. Pa. Life
Co., 69 Cal.App.3d 506 (Cal. Ct. App., 2d Dist. 1969).  This is
especially true when directors or officers give themselves a
benefit that is not available to shareholders.  See id.

In addition, both state and federal law require publicly
held companies to file a wide variety of reports that de-
tail every aspect of the company’s finance, including the
compensation that members of management receive.

How Some Backdating Goes Fraudulent

As the above discussion should make clear, the central
problem in the continuing fraudulent-backdating scandal
is not that company directors backdated certain stock-
option grants.  Generally speaking, it is perfectly legal for
directors to use ratification to grant stock options
retroactively.  See Kalageorgi, 750 A.2d at 540.

The problem is that some directors and officers pushed the
envelope too far when it came to ratification’s procedural re-
quirements, and e they failed to make the disclosures that
are required by law.  Specifically, certain directors granted
stock options to themselves and upper-level officers, then
 secretly backdated those option grants to a time when the
stock was worth less per share — effectively awarding
themselves and the grantee officers the difference
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between the stock’s current and effective-date prices as
tax-free compensation that did not appear in the liability
column of the company’s financial statements.  In some
cases, these directors even went so far as to “ratify”
stock-option grants with effective dates that preceded
the date that the grantee was hired.

Clearly, these are not appropriate uses of the ratification
device.  The fact that a board has authority to use ratifica-
tion to retroactively authorize the grant of stock options
to the company’s CEO does not mean that the board can
ratify a resolution granting the CEO stock options on a
date that preceded that CEO’s hire date.  As noted above,
directors can only ratify a resolution that they had the au-
thority to enact on the date that it became effective, and
no board can grant stock options to a CEO who has not yet
been hired.  And directors certainly can’t use the ratifica-
tion device to pay themselves compensation that will not
be reported to stockholders, regulators and/or the IRS.

Conclusion

So would the backdating of stock-option grants be legal
if the board complied with all applicable procedural and
disclosure requirements?  Probably.  Directors have a
great deal of discretion over their company’s compensa-
tion structure, as long as the company discloses the true
value of the compensation that the company pays.

Practically speaking, however, it doesn’t really matter
what might have been if the directors and officers who
are currently being investigated had properly executed
and disclosed their retroactive stock-option grants,
because these backdated option grants would not have

occurred in the first place.  From the grantees’ perspec-
tive, the entire purpose and value of these backdated
grants was to give certain directors and officers compen-
sation that would not be reported to the public or the IRS.
Stripped of secrecy, these backdating programs would
not be worth the effort.

And therein lies the biggest lesson that directors and offic-
ers should take away from this fraudulent-backdating scan-
dal.  Backdating is not illegal, but fraud is.  Compare SEC v.
Solucorp Indus. Ltd., 197 F.Supp.2d 4 (S.D.N.Y. 2002) (“We
do not dispute that certain contracts may be legitimately
backdated.”), with U.C. Castings Co. v. Knight, 754 F.2d
1363 (7th Cir. 1985) (it is fraudulent to backdate invoices
to improve reported revenue).

And if a compensation structure only works if it’s kept a
secret from the government and the company’s stock-
holders, then the directors need to change that structure
before they find themselves garnering negative attention
from regulators, prosecutors and securities law plaintiffs.

*  Patrick Richard is a partner in Nossaman Guthner
Knox & Elliott’s San Francisco office.  He is currently
co-chair of the firm’s financial services litigation
practice group, focusing on corporate fraud and
professional liability.  He has extensive trial experi-
ence and recently completed a five-week securities
fraud trial in Silicon Valley, with the jury returning
verdicts for the defense.  Co-author Bryan Barnhart
is an associate in the firm’s San Francisco office, and
Krystal LoPilato is a summer associate.


