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IntroductionIntroduction

Focus on typical PSLRA class actionFocus on typical PSLRA class action

Expert testimony may be used to prove or disprove:Expert testimony may be used to prove or disprove:

MaterialityMateriality

CausationCausation

DamagesDamages
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Event Studies Event Studies ---- MethodologyMethodology

Regression analysis of stock price changesRegression analysis of stock price changes

Adjust for Adjust for marketwidemarketwide and and industrywideindustrywide stock price stock price 
changes, unrelated to fraud changes, unrelated to fraud 

Identify companyIdentify company--specific price movementsspecific price movements
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Event Studies Event Studies ---- UsesUses

Used to analyze materiality, loss causation and stock Used to analyze materiality, loss causation and stock 
price movements used in damages calculationsprice movements used in damages calculations

In re Imperial Credit Indus. Sec.In re Imperial Credit Indus. Sec. LitigLitig.., 252 F. Supp. , 252 F. Supp. 
2d 1005, 1014 (C.D. Cal. 2003):  An event study “is an 2d 1005, 1014 (C.D. Cal. 2003):  An event study “is an 
accepted method for the evaluation of materiality [and] accepted method for the evaluation of materiality [and] 
damages to a class of  stockholders”damages to a class of  stockholders”
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Integrated ChronologyIntegrated Chronology
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MaterialityMateriality

Plaintiffs’ experts:  Misrepresentation or nonPlaintiffs’ experts:  Misrepresentation or non--disclosure disclosure 
caused companycaused company--specific price movementsspecific price movements

Defendants’ experts:  Stock price movements unrelated to Defendants’ experts:  Stock price movements unrelated to 
alleged fraudalleged fraud

Defendant won summary judgment based in part on event Defendant won summary judgment based in part on event 
study showing lack of materiality in the study showing lack of materiality in the World Access World Access 
Sec. Sec. LitigLitig.., 2004 U.S. Dist. LEXIS 4403 (N.D. Ga. Mar. , 2004 U.S. Dist. LEXIS 4403 (N.D. Ga. Mar. 
16, 2004)16, 2004)
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Materiality (cont’d)Materiality (cont’d)

H&R Block Inc. Sec. H&R Block Inc. Sec. LitigLitig., 2004 U.S. Dist. LEXIS 14522 ., 2004 U.S. Dist. LEXIS 14522 
(S.D.N.Y. July 27, 2004):  Motion to dismiss was granted (S.D.N.Y. July 27, 2004):  Motion to dismiss was granted 
as disclosure in news articles adequately apprised investors as disclosure in news articles adequately apprised investors 
of allegedly concealed facts of allegedly concealed facts 

DeMarcoDeMarco v. Lehman Brothersv. Lehman Brothers, 222 F.R.D. 243, 247, 222 F.R.D. 243, 247--49 49 
(S.D.N.Y. 2004):  Class certification denied because (S.D.N.Y. 2004):  Class certification denied because 
plaintiffs’ expert’s conclusions as to materiality of plaintiffs’ expert’s conclusions as to materiality of 
securities analyst’s recommendations were “facially securities analyst’s recommendations were “facially 
unreliable” and “plainly irrelevant”unreliable” and “plainly irrelevant”
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Residual Average Price ChangesResidual Average Price Changes

Event study can identify days with material stock price 
changes, e.g., 2/21/97 and 2/26/97 
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Loss Causation and Loss Causation and Dura Dura PharmaceuticalsPharmaceuticals

Potential trap for plaintiffsPotential trap for plaintiffs

PLSRA provides:  “[T]he plaintiff shall have the burden PLSRA provides:  “[T]he plaintiff shall have the burden 
of proving that the [alleged 10bof proving that the [alleged 10b--5 violation] caused the 5 violation] caused the 
loss . . . .”  15 U.S.C. § 78uloss . . . .”  15 U.S.C. § 78u--4(b)(4) 4(b)(4) 

In In DuraDura Pharmaceuticals v. Pharmaceuticals v. BroudoBroudo, , 125 S. Ct. 1627 125 S. Ct. 1627 
(2005), the Supreme Court held that the allegation that (2005), the Supreme Court held that the allegation that 
stock was purchased at an allegedly inflated price due to a stock was purchased at an allegedly inflated price due to a 
fraudulent misrepresentation does not, in itself, establish fraudulent misrepresentation does not, in itself, establish 
loss causation      loss causation      
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Connecting Fraud to the LossConnecting Fraud to the Loss

Plaintiff must show that (1) “the market reacted negatively to aPlaintiff must show that (1) “the market reacted negatively to a
corrective disclosure” or (2) defendants “misstated or omitted rcorrective disclosure” or (2) defendants “misstated or omitted risks isks 
that did lead to the loss,” that did lead to the loss,” i.e. i.e. materialization of a concealed risk.materialization of a concealed risk.
LentellLentell v. Merrill Lynch & Co., Inc.v. Merrill Lynch & Co., Inc., 396 F.3d 161, 173 (2d Cir. , 396 F.3d 161, 173 (2d Cir. 
2005).2005).

There was no loss causation where price dropped after bankruptcyThere was no loss causation where price dropped after bankruptcy
announcement and plaintiff never alleged that “market’s announcement and plaintiff never alleged that “market’s 
acknowledgement of prior misrepresentations caused that drop.”  acknowledgement of prior misrepresentations caused that drop.”  
D.E. & J. Ltd. D.E. & J. Ltd. P’ship P’ship v. Conawayv. Conaway, 133 F. , 133 F. App’x App’x 994, 1000 (6994, 1000 (6thth Cir. Cir. 
2005).2005).
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Connecting Fraud to the Loss (cont’d)Connecting Fraud to the Loss (cont’d)

In re Gilead Sciences Sec. In re Gilead Sciences Sec. LitigLitig.., 2005 WL 2649200, at , 2005 WL 2649200, at 
*7*7--8 (N.D. Cal. Oct. 11, 2005):  Where disclosures were 8 (N.D. Cal. Oct. 11, 2005):  Where disclosures were 
unrelated to alleged fraud, the court ruled loss causation unrelated to alleged fraud, the court ruled loss causation 
allegations were “too attenuated to withstand scrutiny allegations were “too attenuated to withstand scrutiny 
under under DuraDura””

In re In re TelliumTellium, Inc. Sec. , Inc. Sec. LitigLitig.., 2005 WL 2090254, at *3, 2005 WL 2090254, at *3--4 4 
(D.N.J. Aug. 26, 2005):  Announcement that revenues (D.N.J. Aug. 26, 2005):  Announcement that revenues 
were lower than expected held not to be a corrective were lower than expected held not to be a corrective 
disclosure tied to the alleged frauddisclosure tied to the alleged fraud
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No Loss Causation Where  FraudNo Loss Causation Where  Fraud
Revealed After Unrelated Price DeclineRevealed After Unrelated Price Decline

Courts find no loss causation where the disclosure of Courts find no loss causation where the disclosure of 
fraud occurred after stock price dropped for reasons fraud occurred after stock price dropped for reasons 
unrelated to the fraudunrelated to the fraud

Robbins v. Robbins v. KogerKoger PropertiesProperties, 116 F.3d 1441 (11th Cir. , 116 F.3d 1441 (11th Cir. 
1997):  $80 million jury verdict reversed1997):  $80 million jury verdict reversed

In re The Warnaco Group Sec. In re The Warnaco Group Sec. LitigLitig.., 388 F. Supp. 2d , 388 F. Supp. 2d 
307, 317 (S.D.N.Y. 2005):  Accounting errors first 307, 317 (S.D.N.Y. 2005):  Accounting errors first 
disclosed only after company’s bankruptcydisclosed only after company’s bankruptcy
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Event Studies and Loss CausationEvent Studies and Loss Causation

Event studies may be used to prove or disprove loss Event studies may be used to prove or disprove loss 
causation by providing a methodology for analyzing causation by providing a methodology for analyzing 
companycompany--specific stock price movementsspecific stock price movements

Plaintiffs won summary judgment using an event study Plaintiffs won summary judgment using an event study 
showing loss causation in showing loss causation in Gaming Lottery Sec.Gaming Lottery Sec. LitigLitig.., , 
2001 U.S. Dist. LEXIS 2034 (S.D.N.Y. Mar.2001 U.S. Dist. LEXIS 2034 (S.D.N.Y. Mar. 1, 2001)1, 2001)

IkonIkon Office Solutions Sec.Office Solutions Sec. LitigLitig.., 2001 U.S. Dist. LEXIS , 2001 U.S. Dist. LEXIS 
1172 (E.D. Pa. Feb.1172 (E.D. Pa. Feb. 6, 2001):  Plaintiff expert’s event 6, 2001):  Plaintiff expert’s event 
study did not show price movements were due to alleged study did not show price movements were due to alleged 
fraudfraud
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Expert Opinions on Loss CausationExpert Opinions on Loss Causation

Court denied defendants’ summary judgment motion Court denied defendants’ summary judgment motion 
based on plaintiff expert’s opinion, but allowed possible based on plaintiff expert’s opinion, but allowed possible 
laterlater DaubertDaubert challenge in challenge in In re BristolIn re Bristol--Myers Squibb Myers Squibb 
Sec.Sec. LitigLitig.., 2005 U.S. Dist. LEXIS 18448, at *62, 2005 U.S. Dist. LEXIS 18448, at *62--63 63 
(D.N.J. Aug. 17, 2005)(D.N.J. Aug. 17, 2005)

Plaintiffs’ expert showed loss causation that raised an Plaintiffs’ expert showed loss causation that raised an 
issue for trial in issue for trial in In reIn re PharmaprintPharmaprint, Inc. Sec., Inc. Sec. LitigLitig.., 2002 , 2002 
U.S. Dist. LEXIS 19845, at *26 (D. N.J. Apr.17, 2002)U.S. Dist. LEXIS 19845, at *26 (D. N.J. Apr.17, 2002)
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Failure of Expert to Show Loss CausationFailure of Expert to Show Loss Causation

Plaintiffs offered no expert testimony or other evidence to Plaintiffs offered no expert testimony or other evidence to 
show loss causation, where the stock price had collapsed show loss causation, where the stock price had collapsed 
before alleged fraud was revealed, before alleged fraud was revealed, Ray v. Citigroup Ray v. Citigroup 
Global Markets, Inc., Global Markets, Inc., 2005 U.S. Dist. LEXIS 24419, at 2005 U.S. Dist. LEXIS 24419, at 
*11 (N.D. Ill. Oct. 18, 2005)*11 (N.D. Ill. Oct. 18, 2005)

Defendants’ expert’s event study proved that none of the Defendants’ expert’s event study proved that none of the 
alleged misstatements . . . had an effect on the stock alleged misstatements . . . had an effect on the stock 
price," price," NathensonNathenson v.v. ZonagenZonagen, Inc., Inc., 322 F. Supp. 2d 764, , 322 F. Supp. 2d 764, 
780 (S.D. Tex.),780 (S.D. Tex.), aff'daff'd in pertinent partin pertinent part, 267 F.3d 400 (5th , 267 F.3d 400 (5th 
Cir. 2001)Cir. 2001)
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DamagesDamages

No express measure of damages under Section 10(b)No express measure of damages under Section 10(b)

Section 28(a) provides that recovery shall not exceed a Section 28(a) provides that recovery shall not exceed a 
plaintiff’s “actual damages”plaintiff’s “actual damages”
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Damages Measure in Section 10(b) Damages Measure in Section 10(b) 
“Fraud on the Market” Cases“Fraud on the Market” Cases

“Out“Out--ofof--pocket” measure of damages.  pocket” measure of damages.  Affiliated UteAffiliated Ute, 406 , 406 
U.S.  U.S.  128, 128, 155 (1972); 155 (1972); GuraryGurary v. v. WinehouseWinehouse, 235 F.3d , 235 F.3d 
792 (2nd Cir. 2000)792 (2nd Cir. 2000)

Amount overpaid by stock Amount overpaid by stock purchaserspurchasers because stock because stock 
price was artificially inflated by alleged price was artificially inflated by alleged 
misrepresentation or omission; ormisrepresentation or omission; or

Amount lost by stock Amount lost by stock sellerssellers because stock price was because stock price was 
artificially deflated by alleged misrepresentation or artificially deflated by alleged misrepresentation or 
omissionomission
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Aggregate Damages in Class ActionAggregate Damages in Class Action

Multiply:  Per share damages (generally determined by Multiply:  Per share damages (generally determined by 
event studies)event studies)

Times:  Number of shares damaged (plaintiffs offer stock Times:  Number of shares damaged (plaintiffs offer stock 
trading models/defendants may object)trading models/defendants may object)

PSLRA provides “bouncePSLRA provides “bounce--back” rule which reduces per back” rule which reduces per 
share damages, if stock price rebounds during 90 days share damages, if stock price rebounds during 90 days 
following corrective disclosure, following corrective disclosure, see see 15 U.S.C. 15 U.S.C. §§78u78u--4(e)4(e)
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Determining PerDetermining Per--Share Damages During Share Damages During 
Class PeriodClass Period

PerPer--share damages:  The difference between “true value” share damages:  The difference between “true value” 
of stock and actual price paid by buyer of stock and actual price paid by buyer 

Generally, plaintiffs argue that stock price decline after Generally, plaintiffs argue that stock price decline after 
corrective disclosure reflects amount price was inflatedcorrective disclosure reflects amount price was inflated

Proving damages can be a “daunting task”Proving damages can be a “daunting task”---- usually a usually a 
“battle of experts,” “battle of experts,” In re In re MicrostrategyMicrostrategy Sec. Sec. LitigLitig.., 150 , 150 
F.Supp. 2d 896 (E.D. Va. 2001)F.Supp. 2d 896 (E.D. Va. 2001)
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Event Studies Necessary to Event Studies Necessary to 
Calculate Per Share DamagesCalculate Per Share Damages

Need to factor out extraneous factors and isolate effect of Need to factor out extraneous factors and isolate effect of 
fraud on stock pricefraud on stock price

Damage calculations have been rejected for failure to Damage calculations have been rejected for failure to 
conduct an event study, conduct an event study, e.g., In re Imperial Credit Indus.; e.g., In re Imperial Credit Indus.; 
Executive Executive TelecardTelecard Sec. Sec. LitigLitig., 979 F. Supp. 1021 ., 979 F. Supp. 1021 
(S.D.N.Y. 1997);(S.D.N.Y. 1997); Oracle SecOracle Sec. . LitigLitig., ., 829 F. Supp. 1176 829 F. Supp. 1176 
(N.D. Cal. 1993)(N.D. Cal. 1993)

Where regression analysis was not feasible, event study Where regression analysis was not feasible, event study 
was not required in was not required in RMED Int’l v. Sloan’sRMED Int’l v. Sloan’s, 2000 U.S. , 2000 U.S. 
Dist. LEXIS 3742 (S.D.N.Y. Mar. 24, 2000)Dist. LEXIS 3742 (S.D.N.Y. Mar. 24, 2000)
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Event Studies and Event Studies and DaubertDaubert ChallengesChallenges

Choice of industry indexChoice of industry index

Performance of the regression analysisPerformance of the regression analysis

Length of class periodLength of class period

Time period for market price fully to reflect corrective Time period for market price fully to reflect corrective 
disclosuredisclosure
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Daily Closing Price, Alleged True Value and Inflation

Example of a constant 
dollar inflation ribbon
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Calculating Number of Damaged SharesCalculating Number of Damaged Shares

How many shares were purchased during class period and How many shares were purchased during class period and 
still held at end of class period?still held at end of class period?

Plaintiffs’ experts use stock trading models based upon Plaintiffs’ experts use stock trading models based upon 
key assumptionskey assumptions
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Stock Trading ModelStock Trading Model

Estimate float available for trading by class members by Estimate float available for trading by class members by 
making adjustments to total outstanding sharesmaking adjustments to total outstanding shares

Estimate total shares traded by class members by making Estimate total shares traded by class members by making 
adjustments to reported trading volumeadjustments to reported trading volume

Assume trading pattern:  Determine number of retained Assume trading pattern:  Determine number of retained 
shares that are damagedshares that are damaged



25

Stock Trading Models Stock Trading Models ----Typical Adjustments to Float Typical Adjustments to Float 
and Trading Volume Inputsand Trading Volume Inputs

Float adjustmentsFloat adjustments
Institutional investors that do not trade during the damage periInstitutional investors that do not trade during the damage period (od (--))
Insider holdings (Insider holdings (--))
Company stock in 401(k) plan (Company stock in 401(k) plan (--))
Short interest (+)Short interest (+)

Trading volume adjustments Trading volume adjustments 
Double counting in the reported volume due to market maker activDouble counting in the reported volume due to market maker activity (ity (--))
Short sellers covering positions (Short sellers covering positions (--))
Changes in insiders holdings (Changes in insiders holdings (--))
Stock buybacks (Stock buybacks (--))

Lower float or trading volume results in fewer retained Lower float or trading volume results in fewer retained 
shares and lower damagesshares and lower damages
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Types of Stock Trading Models Types of Stock Trading Models 
Proportional Trading Model (PTM)Proportional Trading Model (PTM)

Typical original plaintiffTypical original plaintiff--style modelstyle model
Assumes every share is equally likely to tradeAssumes every share is equally likely to trade

Accelerated Trading Model (ATM)Accelerated Trading Model (ATM)
Generally lower damages than PTMGenerally lower damages than PTM
Assumes shares traded since beginning of class period are more lAssumes shares traded since beginning of class period are more likely to ikely to 
trade than shares that have not traded during class periodtrade than shares that have not traded during class period

Two Trader Model (TTM)Two Trader Model (TTM)
Modified plaintiffModified plaintiff--style modelstyle model
Generally lower damages than PTMGenerally lower damages than PTM
Assumes one class of shares (“Traders”) has a much higher likeliAssumes one class of shares (“Traders”) has a much higher likelihood of hood of 
trading than other class of shares (“Investors”)trading than other class of shares (“Investors”)
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Example of PTM Trading Damages Analysis
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Stock Trading Models GenerateStock Trading Models Generate
Substantial Differences in Estimated DamagesSubstantial Differences in Estimated Damages

$1.8 million
$1.9 million

$3.0 million

Proportional Accelerated Two-Trader

Source: B. Stangle and G. Jetley, Analysis Group, Inc.
Notes:  Accelerated Trading Model assumes previously traded shares are 5 times more likely to trade than untraded shares.
Two-Trader Model assumes high-intensity "traders" hold 20% of the float and account for 80% of daily volume, and low-
intensity “investors” hold 80% of the float and account for 20% of daily volume.

Example: 
Total Float Available for Trading:  1,000,000 shares
Daily Trading Volume:                      10,000 shares / day
Inflation Per Share:                            $5/share (constant dollar inflation)
Class Period Length:                         90 days
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Example of PTM Trading Damages Analysis (cont’d)

Total
///////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////////



30

Some Court Opinions HaveSome Court Opinions Have
Rejected Trading ModelsRejected Trading Models

One court has ruled that the PTM was inadmissible under One court has ruled that the PTM was inadmissible under 
DaubertDaubert, see, see Kaufman v. MotorolaKaufman v. Motorola, 2000 U.S. Dist. , 2000 U.S. Dist. 
LEXIS 14627 (N.D. Ill. Sept.LEXIS 14627 (N.D. Ill. Sept. 21, 2000)21, 2000)

Plaintiffs’ expert testified as to proportional trading:Plaintiffs’ expert testified as to proportional trading:
“Had never been tested against reality”“Had never been tested against reality”
“Never accepted by professional economists”“Never accepted by professional economists”

Effect:  Jury would determine perEffect:  Jury would determine per--share damages, share damages, 
rather than aggregate damagesrather than aggregate damages
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Some Court Opinions Have RejectedSome Court Opinions Have Rejected
Trading Models (cont’d)Trading Models (cont’d)

Recently, a California federal judge ruled that the Two Trader Recently, a California federal judge ruled that the Two Trader 
Model was of “significantly questionable reliability” and Model was of “significantly questionable reliability” and 
“probably does not satisfy the “probably does not satisfy the DaubertDaubert test,”test,” see In re see In re 
BroadcomBroadcom Corp. Sec. Corp. Sec. LitigLitig.., 2005 U.S. Dist. LEXIS 12118, at , 2005 U.S. Dist. LEXIS 12118, at 
*8*8--9 (C.D. Cal. June 3, 2005)9 (C.D. Cal. June 3, 2005)

The court ruled that a jury determination of the per share The court ruled that a jury determination of the per share 
damage per day combined with use of the claims damage per day combined with use of the claims 
administration process was more accurate and reliableadministration process was more accurate and reliable

BroadcomBroadcom cites other courts that rejected trading models,   cites other courts that rejected trading models,   
2005 U.S. Dist. LEXIS 12118, at *42005 U.S. Dist. LEXIS 12118, at *4--*7*7
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Other Courts Have Accepted Trading Other Courts Have Accepted Trading 
Models or Other Proof of Aggregate DamagesModels or Other Proof of Aggregate Damages

In In In re In re WorldcomWorldcom, Inc. Sec. , Inc. Sec. LitigLitig., ., 2005 U.S. Dist. LEXIS 2005 U.S. Dist. LEXIS 
3143 (S.D.N.Y. Mar. 3, 2005), evidence of aggregate damages 3143 (S.D.N.Y. Mar. 3, 2005), evidence of aggregate damages 
was allowed, but no stock trading model was at issuewas allowed, but no stock trading model was at issue

Plaintiffs’ expert’s calculation of aggregate shares held Plaintiffs’ expert’s calculation of aggregate shares held 
admissible, without considering admissible, without considering Motorola Motorola criticisms, in criticisms, in BlechBlech
Sec. Sec. LitigLitig., ., 2003 U.S. Dist. LEXIS 4650 (S.D.N.Y. Mar. 26, 2003 U.S. Dist. LEXIS 4650 (S.D.N.Y. Mar. 26, 
2003)2003)

Some courts view criticisms of PTM as going to weight and Some courts view criticisms of PTM as going to weight and 
credibility, rather than admissibility, credibility, rather than admissibility, e.g., In re Cendant Corp. e.g., In re Cendant Corp. 
Sec.Sec. LitigLitig.., 109 F.  Supp. 2d 235 (D.N.J. 2000), 109 F.  Supp. 2d 235 (D.N.J. 2000)
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ConclusionConclusion

Litigators should be creative in analyzing materiality, Litigators should be creative in analyzing materiality, 
causation and damage issues in PSLRA cases causation and damage issues in PSLRA cases 

Effective use of expert witnesses and studies can make a Effective use of expert witnesses and studies can make a 
critical difference in the outcome of a securities fraud critical difference in the outcome of a securities fraud 
litigationlitigation
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