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Discussion Case 2

He’s Making Hay as CEOs Squirm: Erik Lie Uncovered
Widespread Backdating of Stock Options. Now He's Reaping Rewards

Erik Lie loves academic life. The University of lowa associate
finance professor is free to research whatever topic intrigues
him, and his $160,000-plus income goes a nice long way in
lowa City. Summers off means that Lie (thymes with “key”),
his wife, and two kids can travel back to his parents’ vacation
home in Norway. During the rest of the year, he’s free to take
off after class for a run or some cross-country skiing. “Life as
a professor is good,” says the lanky 38-year-old.

Its particularly good now that Lie’s research is having a
‘major impact on Corporate America. His mid-2005 rescarch
first suggested that hundreds of companies may have rou-
tinely manipulated stock-option accounting rules to sweeten
top executives’ paydays. A later study done with his research
partner, Indiana University associate professor Randall
Heron, puts the number at 2,000, or 29 percent of all public
corporations. Five executives face criminal indictments for
such alleged backdating, more than 100 companies face civil
charges and shareholder suits, and hundreds more are neck-
deep in comprehensive investigations of their books to try to
make sure the Feds don’t add them to the list.

The scandal is creating a financial windfall for Lie. He and
Heron have created a limited partnership now that the initial
crush of calls from reporters has given way to people willing
to actually pay for their insights. Lie says he has earned around
$100,000 from hedge funds and other investors, who pay him to
handicap whether a company’s options irregularities are harm-
less paperwork errors or the kinds of fraud that lead to CEO
ousters and big civil penalties. He’ll probably draw $400 an hour
ormore doing consulting work for law firms, and still more as an
expert witness. He's now a senior adviser at the Brattle Group, a
consultancy in Washington. All told, Lie figures he could make
$250,000 before the options scandal fades from memory.

Lie may be underestimating his prospects. An elite
business professor can make tens of thousands for a one-day
consulting gig. Notre Dame University professor Paul H.
Schultz, who in the mid-1990s discovered that NASDAQ mar-
ket makers were skimming pennies from investors on stock
trades, says he earned $250,000 over three years, charging
$250 an hour to work with plaintiffs’ attorneys. “But Erik can
do quite a bit better, if he wants to,” Schultz says. “There are
‘more lawsuits, and he should be charging a higher rate.”

LUCKY TIMING?

Rarely has an academic had such an outsize, real-time impact on
the business world. Academics had long known that companies
tended to grant options with remarkable acuity—just before
big rises that gave those options immediate value, at least on
paper. But Lie and Heron were first to suggest that this could
only have happened with the help of hindsight. That's because
those favorable trading patterns appeared only in cases where
companies had delayed their options paperwork for months,
giving them the ability to look back and cherry-pick the most
lucrative grant dates. That’s a violation of federal law—and of
‘many corporate options plans—if not properly disclosed.

Lie helped make sure the scandal exploded, notifying the
Securities and Exchange Commission of his work and show-
ing The Wall Street Journal how to interpret a particular com-
pany’s options records, although he insists he never identified
companics himself. He’s clearly proud of his work’s resonance
but insists the attendant financial opportunities are a low pri-
ority. He limits his consulting time, he says, to less than one
day a week. “I did not start this line of research for the money,
and I am still not in this for the money,” Lie says.

Now he’s turning away many opportunitics, he says— |
particularly from plaintiffs’ lawyers who would like to tailor
his findings to suit their cases. But he is helping “less pushy”
plaintiffs’ attorneys prepare potential cases against three dozen
companies, diving into details of specific transactions. Indeed,
he says he’ll probably take the stand as an expert witness
in some high-profile cases. He won’t name any names, in
part because it’s too early to know which companies will
settle rather than make it into court, but docs say that he “may
become involved in litigations” against Apple Computer.

Lic is also open to working with defendants facing.
options-related allegations, although none have taken him up
on the offer. “People tend to think I'm against all companics,”
he says, “but I think some of the companies identified in
the media are innocent”—perhaps a dozen or so of the 200
companies that have announced options irregularitics. He
says some guiltless CEOs are likely to lose their jobs simply
because they were at the helm when mistakes were made by
others. Still, “it’s one of those necessary evils; a small price
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