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The Spread of Options Backdating:

A closer look at the boards and directors involved

Introduction

One of the most significant conclusions of The Corporate Library’s first examination of backdating stock
options — Backdating Stock Options: Are There Common Characteristics Among the Companies Implicated?* —
was that the level of interconnectedness between directors sitting on the boards of companies implicated
in the scandal was much higher than could be expected from a similar, randomly selected sample. This
conclusion led us to believe that the practice of backdating stock options may have been spread by
word of mouth, through the conduit of directors sitting on the boards of more than one company.

A new study of the wider group of companies now implicated in
the backdating scandal, based on data taken from The Corporate
Library’s governance database Board Analyst, has supplied
further evidence for this conclusion. Indeed, director interlocking
relationships are fast becoming what appear to be the most
important characteristic and indicator of backdating problems.
The Corporate Library’s clients can view a regularly updated list
of companies being investigated for backdating options by going

to the Board Analyst website at hitp://www.boardanalyst.com/

backdatingoptionswatch.aspx.

The number of companies implicated in the options backdating
scandal has more than doubled since the first report, rising
from 51 at the end of June 2006 to 120 companies at the end of
September 2006. At the same time, the number of companies with
director-based links has risen almost fivefold, from 11 to 51.

Survey findings

Of the 120 companies now under investigation for backdating
stock options, 51 of them, or 42.5 percent, have directors who
sit on more than one board within the group. This group of
individuals comprises a total of 49 directors — 43 directors who
sit on two boards and 6 directors who sit on the boards of three of
the implicated companies. This is out of a total of 1,440 directors.
These figures compare to the findings of the earlier study, which
showed that there were 11 directors who sat on two boards, out
of a total of 599 directors. The proportion of related directors has
increased by more than 80 percent.

Indeed, such is the web of inter-relatedness that there are 27
companies of the 120 which have more than one dual-board
director on the board. Only three such companies existed in the
earlier study. Table 1 gives the companies involved.

Three companies have six directors who sit on more than one
implicated company board — Comverse, Verint Systems and
Ulticom. Of course, Comverse is the controlling stockholder
of Verint, so the board similarity here is a symptom of this

1Available from www.thecorporatelibrary.com.
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Table 1: Companies with more than one dual-board director (Source: The Corporate Library/Board

Analyst)

lumber of directors s:ttmg on boards
of other implicated companies

relationship, rather than any other more sinister problem. The
median number of directors within this group is two.

Table 2 contains all the links among the 51 linked scandal
companies sorted by director. The most important connecting
directors in the network of option scandal boards are William
H. Kurtz and Scott G. Kriens. These directors connect the most
central boards.

Network analysis

In coming to these conclusions, the study looked at all the present-
day connections among the 120 companies implicated at some
point in the past in the practice of backdating of stock option
grants. Of the companies implicated in the options backdating
scandal, some 51 of their boards are linked to at least one other of
120 ‘scandal’ company boards via a director presently or recently
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Table 2: Director Network Analysis (Source: The Corporate Library/Board Analyst)

 Company name Director name Company name
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Table 2: Director Network Analysis (Source: The Corporate Library/Board Analyst)

y name ‘ ector name
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Company name

Table 2: Director Network Analysis (Source. The Corporate Library/Board Analyst)

Director name . Companyname

serving on both boards. The prmc1pa1 component of this network,
which is the largest connected component in the network, consists
of 32 boards.

The 51 connected ‘scandal’ companies are included in Graph
1 below. The principal component is the central portion of the
graph, with the most central boards colored blue.

The boards most central to the principal component of the network
are Sanmina-SCI, Novellus Systems, Juniper Networks, PMC
Sierra and Xilinx, in that order. Their links to other ‘scandal’boards
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Graph 1: 51 Connected ‘Scandal’ Companies (Source: The Corporate Library/Board Analyst)

QAUTODESK_INC

ULTICOM_INC

RINT_SYSTEMS_INC

BEA_SYSTEMS_INC

C_SIERRA_INC

JUNIPER_NETWORKS_INC

APPLE_COMPUTER_INC

COMVERSE_TECHNOLOGY, INCNY VIASAT_INC

ED_MICRO_CIRCUITS_CORP

NVIDIA_CORP
RAN_CORP_DE

MERCURY_INTERACTIVE_CORP

REDBACK_NETWORKS_INC ND_RIVER_SYSTEMS_INC

SANMINASCI_CORP

BUS_INC
OVELLUS_SYSTEMS_INC
OPENWAVE_SYSTEMS_INC

BLUE_COAT_SYSTEMS_INC
ANALOG_DEVICES_INC
EQUINB_INC SONUS_NETWORKS_INC

SYCAMORE_NETWORKS_INC

YOUNDHY_NEN’UHKS_INC

SEMTECH_CORP
MACROVISION,CORP 42_GLOBAL_COMMUNICATION
TRIDENT_MICROSYSTEMS_INC SEPRACOR_INC_DE
BROOKS_AUTGMATION_INC
PROGRESS_SOFTWARE_CORP_MA K
MOLDFLOW_CORP UNITEDHEALTH_GROUP_INC
ATMEL_CORP CAINC
'BROADCOM_CORP
DITECH_COMMUNICATIONS_CORP HOME_DEPOT_INC KB_HOME
McAles_inc

via shared directors place them in positions of most influence, as
defined by the social network metric of ‘betweenness centrality’.
Betweenness centrality provides a measure of how important a
board is to the flow of information through the network.

Neil R. Bonke connects Sanmina-SCI and Novellus, connecting
the two main parts of the principle component of the network of
‘scandal’ boards. He served on the board of Sanmina-SCI from
1995 onwards and on the board of Novellus from 2004. William H.
Kurtz connects Novellus to PMC Sierra and Redback Networks.
Scott Kriens and Stratton Sclavos are responsible for Juniper’s
central position, accounting for links to Equinix and Verisign and
Intuit and Verisign, respectively. Both Kriens and Stratton served
on these boards prior to 2002.

Key connectors of boards implicated in the options backdating
scandal who served prior to 2002 and continue to serve on these
boardsto the presentare David Kreinberg (Verint Systems, Ulticom
and Comverse), Jacob Alexander (Verint Systems, Ulticom and
Comverse), and William F. Sorin (Verint Systems, Ulticom and
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Comuverse), Scott Kriens (Verisign, Equinix and Juniper), Stratton
Sclavos (Verisign, Juniper and Intuit).

Forty-nine directors presently sit on at least two of the ‘scandal’
company boards. Of these, 27 served prior to 2002.

Extending the network to consider the position of ‘scandal boards
in the network of all boards to which they are linked via at least
one shared director results in large company boards being most
centrally located. Home Depot and CA Inc. take center-stage.
These two boards are linked to each other by Richard Grasso,
who served on CA Inc. prior to 2002 and on Home Depot since
2002. Next is Gap Inc., which links to Apple Computer through
Millard Drexler and Steve Jobs, both of whom served on both
boards in a multiple interlock relationship prior to 2002. See
Graph 2 below for details.

Graph 2: Network of All Boards with Shared Directors on ‘Scandal’ Boards (Source: The Corporate
Library/Board Analyst)
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The Wilson Sonsini Connection

As an adjunct to the wider survey of interlocks, The Corporate
Library also conducted a special study of the connections formed
by the principals and partners of the law firm Wilson Sonsini
Goodrich & Rosati (WSGR). It is not possible to say just how
involved in the still-unfolding stock option backdating scandal
was Silicon Valley power attorney Larry Sonsini and his firm.
That there was substantial involvement in many of the firms
implicated in the scandal is certain, as the firm’s name turns up
frequently. Of course, it is a reasonable assumption to expect
this level of involvement from a firm that has been involved in
one way or another in the vast majority of Silicon Valley’s many
successful IPOs over the past 30 years. But it is possible that there
may be further governance concerns about these relationships
than mere heavy involvement in IPOs.

There is no evidence to support the notion that option backdating
was a WSGR invention. Indeed, nothing has been found to suggest
that WSGR or any of its senior partners have in any way broken
the law. What has been found is detailed in Table 3 and in the
individual director profiles found at the end of the report. These
connections include:

* Inaddition to representing either the company or underwriter
in a great many high-tech IPOs, WSGR partners have gone on
to serve as either corporate secretary or as a non-executive
director of many of these same companies.

* At the same time, WSGR has also continued to provide many
of these firms with ongoing legal services, including the
provision of formal opinions in support of various executive
and director stock option plans.

* In some of these cases a WSGR partner was serving as an
active director at the company, and was, therefore, a potential
beneficiary of these plans. Such situations, of course, were
fully disclosed in the appropriate SEC filing.

* WSGR partners were also personally invested in many of
these same firms, either directly or via one or more special
WSGR investment partnerships.

While none of these intertwined relationships are illegal, and all
appear to have been fully disclosed to company shareholders,
the conclusions are the following: A number of WSGR senior
partners, including Mr. Sonsini, knowingly involved themselves
in multiple roles with these companies, each of which involved
some form of compensation. They were paid for the provision of
legal services, and they were paid to serve as company directors,
both in cash and in company stock. At the same time, they also
made money as investors in many of these same companies. They
embraced a series of relationships that were inherently conflicted,
and while they may not have led in any way to the current crisis
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facing so many of these companies, the very existence of these
multiple relationships, and what they say about the boards
involved, could have an effect on the potential for damage now
faced by these companies and the individuals involved.

In The Corporate Library’s experience, genuinely bad corporate
governance involves a wide spectrum of director actions
and intentions, with outright fraud at one extreme and base
incompetence at the other. But the vast majority of governance-
related problems that put shareholder value at risk lives
somewhere in the middle. More often than not they involve an
ethical rather than a legal dimension, and the Wilson Sonsini
Goodrich & Rosati web of connections among its many Silicon
Valley clients presents a prime example.

The conclusions are straightforward and direct:

® DPartners of corporate legal counsel should not serve as
directors of the same company. The dollar amounts of the
services provided, or of the fees paid the individual director,
are irrelevant; this sort of relationship is fundamentally
conflicted and therefore compromised.

* Law firms that provide companies with legal opinions
regarding company stock, as well as the individual partners
of those firms, should not hold investments in company stock,
for similar reasons.

While strict observance of these simple guidelines might not
have prevented the options backdating scandal from occurring
in the first place, it would certainly have prevented the additional
controversy now surrounding WSGR, and the many companies
with which it has been involved over the years.

General conclusions

While none of the findings of this survey prove definitively that
any of the directors sitting on multiple boards were the conduit
for the spread of the practice of option backdating, the theories
behind social networking would support such a theory very
strongly.

Furthermore, the frequency of links via a shared board member
within the group of ‘scandal’ companies is much higher than can
be found among randomly selected groups of US public company
boards. In order to confirm this, ten trials were conducted, in
each of which groups of 120 boards of US public companies were
randomly selected and their links counted. The average number
of links in the 10 randomly constructed board networks was 20.
This compares to the level of links among the boards implicated
in the options backdating scandal, which was 48. None of the 10 .
trials achieved this level of connectivity. This finding alone would
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be enough to raise red flags.

In addition to this, the existence of groups of key directors within
the companies implicated in the scandal supports the original
supposition very clearly. Furthermore, this avenue of investigation
is now a part of the Securities and Exchange Commission’s
investigation into companies suspected of backdating stock
options. As promised in our first report, The Corporate Library
will continue to monitor the spread of director relationships.
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Table 3: WSGR involvement in IPOs of companies implicated in backdating (Source: The
Corporate Library/Board Analyst)
' Options PO
backdating?

Notes on most recent WSGR

Company name icker IPO sfatus

“Macrovision

Company Counsel I
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Director and Officer Profile - WSGR: Mark A. Bertelsen

Director name _ Age : — '  profile

Director ~ Director v _ Options

 Company name Ticker status. since Audltpr backdating?
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Director and Officer Profile - WSGR: Thomas L. Cronan il

. Director name . » - . Profile

Director ' . Options

Ticker atae . 7 Rt . backdating?

. Redback Networks |

Director and Officer Proﬁle WSGR John B Goodnch

Dlrector name

Company name ’Ticker Dslre;tor Director : Options

since ' backdating?

Dlrectorname ,’

BDO Seidman LLP

Communlcatlons, Inc.
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Director and Officer Profile - WSGR: Henry P. Massey Jr.

Director name Age : Profile

5 Director  Director ‘ 5 : Options
Company name Ticker status . sinee Auditor backdating?

Director and Officer Profile - WSGR: Judith M. Q'Brien

Director name Age

Director Director Options

Companyname Ticker status since - backdating?
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Director and Officer Profile - WSGR: Michael J.O’Donnell Esq.

Director name : Age . Profile

Director Director. Auditor Options

Cpmpany fame Ticker status since ¢ backdating?

Director and Officer Profile - WSGR: Mario M. Rosati

Directorname . Age Profile

Director Director. . Auditor

Ticker status since : backdating?

Profile

_ Director tor ~ options
status . . badkdating

. ‘C'omparg_y'name' ' "Tid:(élrj‘
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Director and Officer Profile - WSGR: Larry W. Sonsini

Director name Age . Profile :

: i Director. Director by Options
Company name Ticker Gatie since Auditor backdating?
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