PREFACE

At a time when more and more class action securities fraud cases
settle for hundreds of millions—and in some cases billions—of dollars,
amonograph published by the National Legal Center more than eleven
years ago has become one of our most requested and most valuable:
The Use of Trading Models to Estimate A ggregate Damages in Securities
Fraud Litigation: A Proposal for Change by Dan Fischel and David
Ross. In that article, the authors criticized the use of trading models to
estimate aggregate damages in securities class actions, arguing that
there was little evidence available to assess the accuracy and reliability
of the models and that this evidence appeared to demonstrate that the
estimates overstated aggregate damages. They also argued that pretrial
discovery of class members’ actual trading data would provide much
more reliable information for litigants to determine the costs of going
to trial and for courts to determine the fairness of any settlement, At
our request, the authors have updated their previous work.

In this Briefly, Dan Fischel, David Ross, and Mike Keable review
developments concerning the use of trading models that have emerged
since the original monograph was published. They examine recent
decisions in which courts found that trading models did not meet the
Daubert standards for presentation of evidence to a jury. They also
critique articles published since 1994 which recommend using various
trading models to estimate aggregate damages, and provide additional
evidence regarding the reliability of these models. Finally, the authors
discuss the implications of their findings, focusing particularly on
settlements of securities class actions.

This monograph, like all others published by the National Legal
Center, is presented to encourage greater understanding of the law,
including how and why it has developed to its present state and where it
may be headed in the future. The Briefly is intended for educational
purposes only and is not a substitute for the advice of counsel as to any
particular legal problem or issue faced by the reader. The views
expressed herein do not necessarily reflect the opinions of the advisers,
officers, or directors of the Center, nor of the authors’ firm or clients.

Richard A. Hauser
President
National Legal Center

Volume 10, Number 3
March 2006

THE USE OF TRADING MODELS
TO ESTIMATE AGGREGATE
DAMAGES IN SECURITIES
FRAUD LITIGATION:

AN UPDATE

DANIEL R. FISCHEL
DAYVID J. ROSS
MICHAEL A. KEABLE




© 2006 National Legal Center
for the Public Interest
ISSN 1089-9820
ISBN 0-937299-46-4
ISBN 1-930742-76-2
Published March 2006

NATIONAL LEGAL CENTER
FOR THE PUBLIC INTEREST
1600 K Street, N.W., Suite 800
Washington, D.C. 20006
Tel: (202) 466-9360
Fax: (202) 466-9366
E-mail: info@nlcpi.org
Please visit our Web site at: www.nlcpi.org

The National Legal Center for the Public Interest is a tax-exempt,
nonprofit public interest law and educational foundation, duly incor-
porated under the law of the District of Columbia to provide
nonpartisan legal information and services to the public at large.
NLCPI is qualified to receive tax-deductible contributions under
LR.C. Sec. 501(c)(3).

TABLE OF CONTENTS

PREFACE
RICHARD A. HAUSER .................. Inside Front Cover

THE USE OF TRADING MODELS TO ESTIMATE
AGGREGATE DAMAGES IN SECURITIES FRAUD
LITIGATION: AN UPDATE
DANIEL R. FISCHEL, DAVID J. ROSS,

and MICHAEL A. KEABLE

I INTRODUCTION ..ottt e e e e 1
II. RECENTCOURTDECISIONS . ..ottt e e 2
Kaufman v. Motorola, Inc. ......................... 3
In re Broadcom Corporation Securities Litigation . . . . . .. 4
II. RECENTLITERATURE ... .eunitttiianeeiaaannnnn, 7
Beaveretal (1997) ... ... ... . .. 8
Mayer (2000) .. ... .. . . . 10
Bassin (2000) . ....... ... ... 11
Barclay & Torchio (2001) ................... R 12
Murray & Belfi (2004-05) . ........................ 15
IV. NEWEVIDENCE .. ...ttt e 18
Table 1 . ... . 22
Table2 ... . 24
Table3 ... .. 26
V. SOMEIMPLICATIONS . .....iititiieinennennnn.. 28
ABOUTTHE AUTHORS .............. ... .. ... ...... 31
ABOUT THE NATIONAL LEGAL CENTER
Board of Directors ............. ... .. ... ... 33
Legal Advisory Council ............................ 35
TheMission ........................ Inside Back Cover

iii



THE USE OF TRADING MODELS
TO ESTIMATE AGGREGATE
DAMAGES IN SECURITIES
FRAUD LITIGATION:

AN UPDATE

DANIEL R. FISCHEL
DAVID J. ROSS
MICHAEL A. KEABLE

I. INTRODUCTION

In a 1994 monograph, two of the authors criticized the use of trading
models to estimate aggregate damages in open-market class action
securities fraud litigation.' We argued that trading models often would
not provide reliable estimates of aggregate damages, and noted that the
then-available empirical evidence suggested that such models would
typically overstate damages, sometimes by as much as 74%.% In light
of these conclusions, we argued that pretrial discovery of actual
trading data would provide litigants and courts with much more
reliable information, and that damage awards at trial should be based
on actual trading data.’

This monograph assesses the developments that have occurred in the
intervening years. In Section I, we examine recent court decisions that
have precluded the admission of evidence concerning aggregate
damages based on trading models on Daubert grounds, and also found
that an adequate remedy could be fashioned by having the jury
determine a per-share damage amount per day, and then using the

' DANIEL R. FISCHEL & DAVID J. ROSS, The Use of Trading Models to
Estimate Aggregate Damages in Securities Fraud Litigation: A Proposal for
Change, in SECURITIES CLASS ACTIONS: ABUSES AND REMEDIES 131 (National
Legal Center for the Public Interest 1994) (hereinafter referred to as “Fischel
& Ross™).

2 Id. at 133-42,

> Id. at 142-44,
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claims administration process to calculate an accurate, reliable total
damage figure and payout.* In Section III, we review and critique
articles published after 1994 that advocate the use of trading models.
In Section IV, we present some powerful new evidence demonstrating
the unreliability of trading models as estimators of aggregate damage
claims. Finally, in Section V, we discuss some of the implications of
our conclusions.

II. RECENT COURT DECISIONS

As we noted in our prior monograph, “out-of-pocket loss” is the
basic measure of damages in open-market securities cases. Under this
measure, a defrauded buyer can recover as damages economic losses
that were caused by the fraud.’ For buyers who bought and sold shares
during the class period, the amount of damages will generally depend
on, among other things, the number of shares traded and the dates of
the transactions. In principle, aggregate damages are the sum of each
class member’s damages. However, the information necessary to
determine the dates and amounts of the security bought and sold by all
potential class members is not generally publicly available. For this
reason, litigants sometimes suggest using a trading model to prove
aggregate damages at trial or, more often, to estimate aggregate damages
for settlement purposes.

In two recent cases—Kaufman v. Motorola, Inc.® and In re Broadcom
Corporation Securities Litigation'—courts conducted evidentiary
hearings concerning the use of trading models in cases in which
plaintiffs (and their experts) advocated the use of a trading model to

4 Persons affiliated with Lexecon served as expert witnesses in several of the
cases discussed herein.

> The Securities Exchange Act of 1934 also allows an open-market seller of
securities to claim damages if the alleged frand caused the subject security’s
price to trade below its “true value” at the time of sale. For ease of
presentation, we will refer solely to buyers of common stock throughout this
monograph.

62000 U.S. Dist. LEXIS 14627 (N.D. IIL. 2000).

72005 U.S. Dist. LEXIS 12118 (C.D. Cal. 2005).
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prove aggregate damages, while defendants advocated that the prove-
up of aggregate damages through the claims administration process
would be more appropriate. As we explain below, both courts
concluded that the trading models at issue did not satisfy the Daubert
test for submission to the jury. Moreover, both courts concluded that
it was not necessary to use a trading model to assess aggregate
damages because a jury could determine per-share damages, and the
court could easily use the claims administration process to supply the
remaining information to calculate an accurate, reliable total damage
figure.

Kaufman v. Motorola, Inc.

In Kaufman v. Motorola, Inc., plaintif’s expert employed a
proportional trading model (“PTM”) to determine aggregate damages
to the class by multiplying the alleged inflation per share during the
class period by the aggregate number of shares that were “damaged”
by the alleged fraud (i.e., purchased during the class period and sold
after the disclosure of the “truth™).® Defendants filed a motion i limine
to preclude plaintiff’s expert from testifying at trial concerning his
application of the PTM to determine aggregate damages.® The court
conducted several evidentiary hearings, heard extensive argument, and
considered extensive briefing by the parties on this issue.

The court reached two principal findings. First, the court found that
“[t]he proportional trading model does not meet any of the Daubert
standards.”* In reaching this finding, the court concluded that “the

8 Kaufman, supra note 6, at *3-*4,

I at *2.

10 7d. at *5. As the court described, in Daubert, the Supreme Court directed
district courts to consider four factors in determining the reliability of expert
testimony offered under Federal Rule of Evidence 702: “(1) whether the
theory or technique can be and has been tested; (2) whether the technique or
theory has been subjected to peer review and publication; (3) the known or
potential rate of error; and (4) the ‘general acceptance’ of the theory.” Id. at
*3 (citing Bradley v. Brown, 42 F.3d 434, 437 (7th Cir. 1994)). We note that,
although some courts have admitted some trading models post-Kumho, their

3
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/

proportional decay model has never been tested against reality” and
“has never been accepted by professional economists.”! The court
concluded that “in absence of such testing and in absence of any
acceptance by the professional economists of the theory, it simply does
not pass Daubert muster.”"?

Second, the court found that an aggregate damage computation was
not necessary because “an adequate remedy may be fashioned by
having the jury determine a per share damage loss and requiring the
filing of claims by each shareholder who claims that he, she, or it has
been damaged.”"

In reaching this conclusion, the court noted that under applicable
case law, “only ‘actual damages’ may be awarded to each shareholder.”™*

In re Broadcom Corporation Securities Litigation

In the In re Broadcom Corporation Securities Litigation, plaintiffs’
expert employed a “two-trader model” to determine aggregate damages
to the class.”” Defendants then moved to exclude plaintiffs’ expert’s
aggregate damages testimony, and plaintiffs filed a cross-motion to
permit aggregate damages evidence.'® The court held a two-day
evidentiary hearing on the Daubert issue concerning the trading model

decisions do not reflect an application of the Daubert factors to the models.
See, e.g., RMED International, Inc. v. Sloan’s Supermarkets, Inc., 2000 WL
420548 (S.D.N.Y. Apr. 18, 2000) (affirming 2000 WL 310352 (SD.N.Y.
Mar. 24, 2000)) (recognizing that “aggregate damages in securities fraud
cases are generally incapable of mathematical precision” but applying the
Daubert factors only to the expert’s “true value” estimate, not her trading
model)

Kauﬁnan at *5.
214 at *7.
P Id. at *6.
¥ 1d. (citing Affiliated Ute Citizens of Utah v. United States, 406 U.S. 128,
155,92 S. Ct. 1456, 31 L. Ed. 2d 741 (1972); Rowe v. Maremont Corp., 850
F 2d 1226, 1240 (7th Cir. 1988); and 15 U.S.C. § 78bb(a))

15 Broadcom, supra note 7, at *3-*4,
16 Jd. at *3.
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and reviewed all of the parties’ evidentiary showing and extensive
briefing."’

The court’s principal findings parallel those of the court in
Kaufman v. Motorola, Inc. First, the court found that “the proposed
trading model probably does not satisfy the Daubert test for submission
to the jury.”'® In reaching this conclusion, the court noted:

The technique has not been tested against “real world” conditions,
and probably cannot be so tested unless a different set of test
protocols is established. It has not been subjected to the sort of
critical peer review and publication that one would expect as a
prerequisite for jury acceptance. The potential error rate is highly
questionable, and is based on a set of criteria that undermines the
claimed error rate as being truly representative of the facts sought
to be proved. Although held out by litigation professionals as
useful in securities litigation, most notably as a settlement aid, the
technique is not generally accepted in what is the relevant
scientific community-—professional economists.”

Second, the court found that it did “not need to finally decide
whether the trading model technique passes the Daubert test” because
“an alternative, completely reliable method is available through the
claims administration process.” The court found that “the jury can
determine per share damage per day, and the Court can easily use the
claims administration process to supply the remaining information to
calculate an accurate, reliable total damage figure and payout.”

The court also considered “the suggested disadvantages of using the
claims administration technique.”” First, the court rejected plaintiffs’
argument that “the public is entitled to know the full amount of the

714,

18 14, at *8.
Y14,

20 14, at *9-*10.
21 1d. at *10.
214
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harm,” finding that “the lawsuit’s purpose is to compensate claims
lawfully made, not to declare a degree of harm.”® The court accepted
plaintiffs’ argument that “they have a possessory right in a common
fund,” but found that “this would only apply to the amount for which
defendants are lawfully liable after receipt of claims.”®* The court
rejected plaintiffs’ argument that, “without an adjudged aggregate
amount, there is nothing for the class ‘to look to or hang onto,” and
fewer claims will be submitted,” finding that “it is not the function of
the lawsuit to provide that comfort to the class, and the ‘ballpark’ of
the total recovery will probably be known.”” The court also rejected
plaintiffs’ argument that “an aggregate award would provide a source
for fees and expenses during the claims process,” finding that “the
Court can order an unsuccessful defendant to deposit a reasonable sum
for fees and expenses pending that process.””® Finally, the court
considered the argument that “an aggregate.award might permit earlier
appellate review” but concluded that “appellate review of an unreliable
determination is not productive and, in any event, an interlocutory
appeal can be sought under 28 U.S.C. § 1292(b).””

After review of the Private Securities Litigation Reform Act of 1995
(“PSLRA”), the court concluded that “the statute neither requires nor
prohibits proof of aggregate damages” but instead “leaves it open for

% 1d. Moreover, while the court did not state this, the public could know the
full amount of the harm when the claims administration technique is used, that
is, after claims are submitted.

.

2% Id. The court failed to recognize that a per-share award provides greafer
certainty to class members because each class member knows exactly what
amount he or she will receive per share if he or she submits a claim. With an
aggregate award, the amount any class member will receive depends on
something he or she cannot know-—what claims will be made by other class
members. For example, in most settlements, each class member is eligible for
a pro rata portion of the total settlement amount; therefore, the more potential
claimants who file valid claims, the lower the amount received by each
claimant.

2% Id. at *10-*11.

77 1d. at *11.
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a court to select the most reliable method of damages proof that is
available.” Still, the court did not find that a trading model could not
be used to establish aggregate damages in any case, finding only that
“under the unique facts of this particular case, the advantage of
certainty in the claims process outweighs the disadvantages.”® The
court’s limitation on its ruling is curious because the claims
administration technique will always provide the most reliable method
of damages proof in any open-market class action securities case.
Moreover, the claims administration technique guarantees that class
members will not be awarded more than their actual damages;
aggregate damages estimates calculated using trading models may not
satisfy this requirement.

Furthermore, in relevant respects, the trading models that were ruled
inadmissible on Daubert grounds in Kaufiman and Broadcom are no
different from other trading models that have been used by litigation
professionals: no tests have demonstrated that the models produce
consistently reliable results and the models have not been accepted by
professional economists.

1. RECENT LITERATURE
Several articles have been published since 1994 advocating the use

of trading models to estimate aggregate damages in open-market class
action securities fraud cases.** Two of these articles—Barclay &

28 1d. at *6. The court also reviewed the small body of case law the parties
cited conceming the issue and concluded that none of the cases was
controlling or dispositive. Id

2 Id. at *11.

%0 These include: William H. Beaver et al., Stock Trading Behavior and
Damage Estimation in Securities Cases (Cornerstone Research 1997); Marcia
K. Mayer, Best-Fit Estimation of Damaged Volume in Shareholder Class
Actions: The Multi-Sector, Multi-Trader Model of Investor Behavior,
(National Economic Research Associates, 3d ed. Oct. 2000); William M.
Bassin, 4 Two Trader Population Share Retention Model for Estimating
Damages in Shareholder Class Action Litigations, 6 STAN. J. L. BUS. & FIN.
49 (2000); Michael Barclay & Frank C. Torchio, A Comparison of Trading

7
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Torchio (2001) and Murray & Belfi (2004-05)—also criticize certain
aspects of Fischel & Ross. We review these articles and respond to
these criticisms in this section.

Beaver et al. (1997)

Beaver et al. (1997) describe a “one-trader” trading model and a
“two-trader” trading model for estimating damages in securities cases.
The “one-trader” model “assumes that stock is held by only one type
of investor, and that all investors are equally likely to trade their shares
on any given day.”' The “two-trader” model assumes that there are
two types of investors: active investors or “traders,” and passive
investors or “holders.” Traders have a higher probability of trading
during any given time period than holders.” In order to implement the
two-trader model, one has to specify the percentage of outstanding
shares held by “traders” and what fraction of the aggrégate trading
volume is attributable to “traders.”* :

In addition to describing these two models, Beaver et al. compare
the aggregate damage estimates of the two models with the aggregate
damages estimated using actual depository record data for a single

Models Usedfor Calculating Aggregate Damages in Securities Litigation, 64
LAW & CONTEMP. PROBS. 105 (2001); and Brian P. Murray & Eric J.Belfj,
The Proportionate Trading Model: Real Science or Junk Science?, 52 CLEV.
ST.L.REV. 391 (2004-05). Another article, John Finnerty & George Pushner,
An Improved Two-Trader Model for Measuring Damages in Securities Fraud
Class Actions, 8 STAN. J. L. BUS. & FIN. 213 (2003), advocates the use of a
two-trader model based on the authors’ assessment of the evidence presented
by Beaver et al. (1997), Mayer (2000), and Bassin (2000-01) but fails to
grovide any additional evidence. We discuss the studies they rely upon below.
! Beaver et al. (1997), supra note 30, at 2. This model is the same as the
“proportional decay model” discussed in Fischel & Ross, supranote 1, at 135-
36, and the PTM used by plaintiff’s expert in Kaufiman.
32 Beaver et al. at 4.
3 1d. The “two-trader” model is an example of the “generalized proportional
decay” or “multiple investor” trading model described in Fischel & Ross at
141-42.
*d.
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security.”’ In order to perform this comparison, they chose parameters
for the two-trader model that best fit the data; thus, they assumed that
“traders” held 15.3% of the shares and accounted for 84% of the total
shares traded.’® Because the parameters of the two-trader model were
chosen to fit the data, the estimated damages using the two-trader
model were essentially the same as the estimated damages using the
depository records.’” However, the estimated damages using the one-
trader model exceeded the estimated damages using depository records
by approximately 90%-98%, depending on what assumption was made
about the extent to which the security’s price was artificially inflated.*®
The authors conclude that these results “demonstrate[] damage estimates
in securities fraud cases are sensitive to assumptions regarding share
trading behavior,” “[t]he commonly used one-trader model is biased,”
and that “the two-trader model is a much better representation of
reality than the one-trader model.”

Beaver et al. do not establish that the two-trader model is reliable
for two reasons. First, because the parameters they estimated were
chosen to fit the data for a single case, there is no way to know
whether these parameters and the model they used would reliably
estimate trading patterns in other cases. Second, the parameters they
estimated were chosen to fit depository record data concerning
transactions, not to predict the actual claims made by class members

35 Beaver et al. do not identify the security but note that it “was the subject of
litigation in which Cornerstone Research helped prepare expert testimony.”
Id. at 6. They also do not provide any description of the “depository record
data.” If they are referring to data obtained from the transfer agent, such data
would not allow one to identify intradealer transactions of shares held in
“street name.”

*1d at7.

37 14

381

% Id. at 8. Barclay & Torchio (2001) criticize Beaver et al.’s implementation
of the single-trader model for failing to exclude nontraded shares from the
float and for failing to adjust reported volume for the trading of
intermediaries. Barclay & Torchio (2001) at 109-10. These adjustments, they
claim, would reduce the discrepancy between the predictions. /d.
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in the litigation. Even a trading model that accurately reflects trading
patterns will overstate the damages of investors who make claims
when some eligible investors do not file claims.*®* We discuss
additional evidence regarding such “No-Shows” below. See infra
pages 15-16 & Section IV.

Mayer (2000)

Mayer (2000) also describes a one-trader model and what is
essentially a three-trader model of investor behavior, which assumes,
among other things, that “High Activity Investors are more inclined to
trade, relative to their holdings, than Low Activity Investors” and some
of the trading volume is attributable to “Intraday Traders” who “never
carry a position overnight.”' She then describes how these assump-
tions were used to estimate parameters for the three-trader model from
brokerage firm data that were obtained through discovery in 12
shareholder class actions.* In the pooled sample, the observed intraday
trading rate was 33.7%, the initial ownership of High Activity
Investors was 37.1%, and the fraction of purchases attributable to High
Activity Investors was 83.4%.%

Mayer states that the multi-trader approach can be “implemented in
rough-and-ready fashion” using the parameters from the pooled data
set.** However, there is no reason to believe that aggregate damage
estimates derived using the parameters from the pooled sample would
be reliable in any particular case. Mayer found that the best-fit

0 See Fischel & Ross at 139. We refer to eligible investors who do not file
claims as “No-Shows.”

i Mayer (2000), supra note 30, at 8. Mayer calls her model a “multi-sector,
multi-trader model.” It is “multi-sector” because she advocates using actual
data to calculate the damages of market participants (such as institutions) for
which holder-specific data are available, and using the “multi-trader model”
to calculate the damages of the other sector—"“unidentified investors.” Id. at
7-8.

2 Id. at 9-10.

® Id tbl. 5.

“Id at11.
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parameters varied widely from case to case: the observed intraday
trading rate ranged from 0.2% to 58.3%, the initial ownership of High
Activity Investors ranged from 2.9% to 90.5%, and the fraction of
purchases attributable to High Activity Investors ranged from 29.8%
to 100% in her sample of 12 cases.*’ Moreover, even the best-fit
parameters explained only about 64% of the variation in retention
rates in her sample*® Therefore, Mayer’s results imply that even a
three-trader mode] based on some additional data is unlikely to reliably
estimate trading patterns, let alone aggregate damage claims in open-
market securities class actions.

Bassin (2000)

Bassin (2000) describes a two-trader model and reports estimates of
the parameters of the model based on an analysis of claimant share
retention data from a sample of seven settled class actions. According
to Bassin, the estimated parameters for the average of the seven cases
are as follows: active traders hold 30.51% of the float and account for
89.94% of the reported volume, whereas inactive traders hold 69.49%
of the float and account for 10.06% of the reported volume.*” These
estimates are somewhat different from the estimates reported by Mayer
for her pooled 12-firm sample (her estimates imply that active traders

- hold more shares, but are responsible for less volume). Bassin does not

report estimated parameters for the seven cases separately, making it
impossible to evaluate how the estimated parameters would vary from
case to case. As discussed above, Mayer found substantial case-to-case
variation in the parameters of a two-trader model. Therefore, there is
no reason to believe that a two-trader model with the parameters
reported by Bassin would reliably estimate trading patterns in other
cases.

¥ 1d thl. 5.
46 14
47 Bassin (2000), supra note 30, fig. 3.
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Barclay & Torchio (2001)

Barclay & Torchio (2001) purport to critically analyze certain
previously published research concerning trading models and conclude
that the evidence is not sufficient to reject the proportional single-
trader model “as a scientific method to estimate the number of
damaged shares in securities litigation.”*® For the reasons discussed
below, their analysis is invalid and, in any event, does not establish
that the proportional single-trader model is reliable.

Among other things, Barclay & Torchio criticize the indirect
empirical test proposed by Fischel & Ross. Fischel & Ross noted that
the proportional decay model often would predict that more shares
were bought and held to the end of a class period than is possible in
light of the data on insider and institutional holdings and provided an
example of this phenomenon.* Barclay & Torchio argue that “Fischel
and Ross predetermine the results of their indirect test by . . . failing to
adjust the float properly in their model for the institutional trading
data.” This argument is wrong. The results of the indirect test are not
predetermined—if all outstanding shares were equally likely to trade,
then the proportional decay model would not fail the indirect test. The
observed failure establishes that all shares are not equally likely to
trade. This finding casts doubt on the validity of the assumption of the
proportional decay model that shares in the float are equally likely to
trade.”

Barclay & Torchio also criticize Cone & Laurence.” The authors of
that study (two of our former colleagues) used actual claims data that
had been made available in two different securities fraud cases—one

48 Barclay & Torchio (2001), supra note 30, at 105. They refer to the
proportional single-trader model as the “General Trading Model (1x)” or the
“GTM (1x).” Id.

“ Pischel & Ross at 139.

50 Barclay & Torchio at 110.

51 Fischel & Ross, n.22.

Kenneth R. Cone & James E. Laurence, How Accurate Are Estimates of

Aggregate Damages in Securities Fraud Cases?, 49 BUS. LAW. 505 (1994).
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involving Storage Technology Corp. and the other involving
Midwestern Companies, Inc. Among other things, Cone & Laurence
showed that the actual damage claims in both cases were a fraction of
the claims that would have been predicted using the proportional decay
model (26% in the case involving Storage Technology and 64% in the
case involving Midwestern Companies).” Barclay & Torchio use
institutional holdings data to show that at least 40% of the investors
who bought shares during the Storage Technology class period and
held those shares until the end of the class period did not make
claims.** They then argue that Cone & Laurence’s findings may be
attributable to the failure of these investors to make claims, rather than
any shortcoming of the trading model.”® But, this is a non'sequitur. If
the trading model does not reliably predict claims that are made, then
it cannot be used to estimate the aggregate damages of the claimants,
which, as the Kaufinan court noted, are all that courts can award as
damages.*

Barclay & Torchio’s criticism of Cone & Laurence is also
disingenuous. Cone & Laurence recognized that the prediction errors
they observed could stem from both biases in the model and No-
Shows.” For this reason, they considered several tests to distinguish

 Jd. tbl. 1.

4 Barclay & Torchio at 114.

> Id.

36 Barclay & Torchio argue that this is “bad public policy” because the
number of expected claims is likely to be a function of the predicted damages
and a lower damage estimate will therefore result in lower claims. Id at 116.
This argument incorrectly assumes that the court must make an aggregate
damage award. As discussed previously, both the Kaufman and Broadcom
courts recognized that an adequate remedy could be fashioned by having the
jury determine a per-share damage amount per day, and then using the claims
administration process to calculate an accurate, reliable total damage figure
and payout. Under these circumstances, claims likely would be a function of
the per-share damage award, not the predicted aggregate damage award.

7 Cone & Laurence, supra note 52, at 517.
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the two sources of prediction error; these tests provided further
evidence of biases in the model.”®

Barclay & Torchio also dismiss the evidence presented in Cone &
Laurence because it is “now quite old” and does not reflect the results
of current claims administration practices.”® They cite a report and
deposition testimony provided in 1999 by John B. Torkelsen,
plaintiffs’ expert in the In re Health Management, Inc. Securities
Litigation, who estimated that submitted claims accounted for 89% of
the predicted number of damaged shares based on a PTM.%
Torkelsen’s estimates are of questionable veracity.*’ In Section IV, we
present data for 46 cases that show that trading models typically vastly
overstate actual claims.

Moreover, data from other more recent cases do not support the use
of trading models. In a case involving Clearly Canadian Beverage
Corp., application of the proposed plan of allocation to submitted claims
revealed actual claimed damages of approximately $5.84 million,
about 23% of the $25.3 million implied by the proportional decay
model.” The difference was attributable to two factors: “(1) the
existence of eligible claimants who did not file claims” (after claims
were submitted, the claimed purchases of 7,398,180 accounted for only
15.5% of the actual reported trading volume during the class period);
and (2) “the . . . marked difference between the actual trading patterns
and the trading patterns assumed by the proportional decay model used
to estimate damages shares.”

A more recent case still is In re WorldCom, Inc. Securities
Litigation. This was a massive securities fraud case that arose from the

% Id. at 517-21.
59 Barclay & Torchio at 115 & 116.
0 1d at 117.
¢! Torkelsen is now an admitted felon. See, e. g., Former Expert Witness for
Milberg Weiss Gets Plea Deal, THE RECORDER, Nov. 7, 2005.
82 See In re Clearly Canadian Securities Litigation and /n re Borland
Securities Litigation, 1999 U.S. Dist. LEXIS 14273, Fed. Sec. L. Rep. (CCH)
390,664, at *9 (1999).
Id at *10-*11.
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collapse of telecommunications giant WorldCom, Inc. (“WorldCom”).*
The class in this case consisted of all persons and entities who
purchased or otherwise acquired publicly traded securities of
WorldCom during the period beginning April 29, 1999, through and
including June 25, 2002, and who were injured thereby.*® Lead
plaintiff entered into settlement agreements with various defendants in
2004 and the first few months of 2005, which, in the aggregate,
provided that the class will recover $6.133 billion, plus interest.*®
Putative class members received a December 11, 2003, Notice of Class
Action, an August 2, 2004, Notice that gave them instructions on how
to submit proofs of claim, and a supplementary notice on or prior to
July 1, 2005, which included a proposed Supplemental Plan of
Allocation and extended the deadline by which class members could
file proofs of claim from March 4, 2005, to August 26, 2005.”” As a
result of this process, approximately 834,000 class members ultimately
filed proofs of claim, even though more than four million putative
class members were notified of the settlements.”® This implies that
79% of the class members were No-Shows. We provide additional
evidence regarding No-Shows in Section IV of this monograph.*

Murray & Belfi (2004-05)

Murray & Belfi (2004-05) criticize Fischel & Ross, as well as the
court’s analysis in Kaufman, and contend that the PTM meets the

842005 U.S. Dist. LEXIS 20630, at *2 (S.D.N.Y. 2005).

S Id at*7.

% 1d at ¥2-%3.

7 1d at *7-*8 & *34.

%3 Id. at *43.

% Also, see James D. Cox & Randall S. Thomas Letting Billions Slip Through
Your Fingers: Empirical Evidence and Legal Implications of the Failure of
Financial Institutions to Participate in Securities Class Action Settlements, 58
STAN. L. REV. 411-54. These authors analyzed data for 118 recent securities
fraud class action settlements between 1995 and 2002 and found that less than
30% of institutional investors with provable losses perfect their claims in
these settlements. /d. at 412-13.
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Daubert standards for admissible expert testimony.” These criticisms
are invalid for the reasons discussed herein.

Among other things, Fischel & Ross explain that trading by
intermediaries (such as specialists and market-makers) causes reported
volume to exceed the number of shares purchased by investors who are
not acting as intermediaries.” Murray & Belfi counter that this is “not
truly a criticism of the PTM” because experts using a version of the
PTM can “reduce reported volume to account for market makers and
specialists.”” However, Fischel & Ross explained that “because the
activities of intermediaries vary from day to day, there is no simple
way to adjust reported volume figures to remove trades by
intermediaries.”” Murray & Belfi also assert that such adjustments to
reported volume have “no direct bearing on the accuracy or inaccuracy
of the PTM.”™ This is surely wrong: the amount of estimated aggregate
damages necessarily depends on the size of the adjustment.”

Fischel & Ross also explain that the PTM does not provide any
mechanism for quantifying the extent to which investors who bought
shares during the class period avoided injury due to an alleged fraud
because they were “out-and-in” during the class period (first selling
shares at the inflated price that they had purchased prior to the
beginning of the class period when the price was not inflated, and then
buying shares at inflated prices during the class period).” In addition,

7 Murray & Belfi (2004-05), supra note 30. They also reiterate the critique
of Cone & Laurence made by Barclay & Torchio. This critique was discussed
above. See supra pages 13-14.
n Frschel & Ross at 136-38.

Murray & Belfi at 405.

Frschel & Ross at 138.

Murray & Belfi at 405.
s See Cone & Laurence at 511-13.

® Fischel & Ross at 138. Accounting for these benefits from the fraud is
consistent with the calculation that many experts employ to estimate per-share
damages. For example, Barclay & Torchio state that “[i]n general, damages per
share are calculated as the artificial inflation when the shares were purchased
minus the artificial inflation when the shares were sold.” Barclay & Torchio at
106. For the same reason that “in-and-out” class members benefit from the
fraud at the time of sale and at least partially offset their per-share damages,
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the PTM does not offset the losses that class members incurred by
virtue of their purchases of a security at artificially inflated prices with
any benefits these investors might have received as a result of their
transactions in other securities of the same issuer, or related derivative
securities.” Murray & Belfi do not dispute that “the damages a
purchaser suffers from buying a stock at a fraudulently inflated price
are mitigated if he has sold stock or options at an inflated price” but
nevertheless assert that this “has no bearing on the accuracy of the
PTM.”" This assertion is obviously wrong—the PTM will overstate
the damages of such purchasers because it does not account for the
offsetting benefits such purchasers received from sales of pre-class
period holdings and transactions in related securities.

Fischel & Ross also explain that the PTM does not provide any
information about the extent to which class members will file claims.”
Murray & Belfi assert that this criticism “appears to be based on the
premise that if you do not submit a proof of claim, you have not
suffered any damages.”* Not so. Investors who do not submit a claim
may have damages, but they cannot recover them. Moreover, the
damages of such No-Shows cannot be awarded to other class members
who do file claims because courts cannot award these investors more
than their actual damages.® Even a trading model that reliably
estimates trading patterns will not reliably estimate aggregate damage
claims when there are substantial No-Shows.

The Kaufiman court noted that “the reliability of an economic theory
is tested by comparing it to reality” and found that the PTM had never
been tested against reality.*” Murray & Belfi argue that the requirement

“out-and-in” class members benefit from the fraud at the time of sale and at
Ieast partially offset their total damages.

Flschel & Ross at 138-39.

Murray & Belfi at 405.

Flschel & Ross at 139,

Murray & Belfi at 406.

8 See Kaufman, supra note 6, at *6. Murray & Belfi also adopt Barclay &
Torchio’s criticism of the indirect empirical tests described by Fischel &
Ross This criticism was discussed previously. See supra pages 12-13.

2 1d at *s.
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that a theory be tested against reality is too stringent because “some
theories are impossible to test against reality.” However, Murray &
Belfi do not explain why expert testimony based on untestable theories
should be admitted (especially when there is an accurate and reliable
alternative to the untestable theory), or how courts should choose
between competing theories in the absence of reliable tests.®*

IV. NEwW EVIDENCE

Cone & Laurence (1994) is the only published article that we are
aware of that provides any data concerning actual claims made in
securities cases, and they analyzed data for only two cases. In this
section, we supplement their findings by analyzing the actual individual
and aggregate claims made in 46-open market securities fraud cases.*

Table 1 (see pages 22 and 23 of this monograph) presents summary
statistics regarding our sample. Twenty-three of the 45 stocks traded
on the NASDAQ, 15 traded on the NYSE, and six traded on the
AMEX. The class periods range in length from 13 to 835 days. The
earliest class period ended in 1989, and the most recent ended in 1998.
The trading volume during the class periods ranged from approximately
three million shares to approximately 1.4 billion shares. The market
capitalization of the companies on the first day of their respective class
periods ranged from $57 million to $14 billion. Finally, the sample

% Murray & Belfi at 404.

% Fischel & Ross explain that there are many trading models that can be used
(including multi-trader models and the accelerated trading model) that are
constructed to be consistent with the available data, but produce very different
estimated trading patterns. Fischel & Ross at 140-42. Without tests of
reliability, courts have no reasonable basis for preferring one model to another.
Id at 142.

%5 We obtained the data for 45 of these cases from a claims administrator and
obtained the data for the 46th case from defendant’s counsel. All of these
cases were resolved by settlement. The sample includes two different cases
involving the same issuer (Ferrofluidics Corp.) and one settlement that
covered two separate cases brought against one issuer; consequently, the
sample of 46 cases comprises 44 stocks and 45 settlements.
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covers companies that operated in 21 different industries, as measured
by their 2-digit Standard Industrial Classification codes.

We estimated aggregate damages for the 46 cases using two of the
models discussed in Section III, supra: the PTM (which is the same
model as the GTM(1x) advocated by Barclay & Torchio), and the
multi-sector, multi-trader model (“MTM”) advocated by Mayer.* We
prepared the inputs to the models, including adjusted volume and
estimated float, in the manner suggested by these authors’ articles. Our
calculations also use the “true values” reported in the settlement
notices for each of the respective cases. Therefore, we can assess the
reliability of the aggregate damage estimates generated by the trading
models by comparing these estimates with the aggregate claimed
losses reported by the settlement administrators.

We define “Estimation Error” as the difference between the
aggregate damage estimate produced by a trading model and the
aggregate claimed losses, expressed as a percentage of the aggregate
claimed losses. In other words, Estimation Error measures the
percentage by which the trading models over- or underestimate the
actual claims made; positive numbers indicate overestimates, and
negative numbers indicate underestimates. Table 2 (see pages 24 and
25) reports the Estimation Error in each case for both trading models.
The table shows that the aggregate damage estimates generated by the
PTM exceed aggregate claimed losses in every case. The Estimation
Error ranges from 8% to 637% with a mean of 172% and a median of
143%.%

The MTM’s performance is not significantly better. Table 2 shows
that the aggregate damage estimates generated by the MTM also
exceed the aggregate losses claimed in each case; the Estimation Error
ranges from 22% to 752% with a mean of 151% and a median of

% In calculating aggregate damages, we applied the 90-day bounce-back
provision of the PSLRA to the cases that had class periods that ended after
implementation of the PSLRA in December 1995.

87 For NYSE and AMEX stocks, the PTM’s mean Estimation Error is 187%,
while the median Estimation Error is 157%; for NASDAQ stocks, the mean
and median Estimation Errors are 159% and 121%, respectively.
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124%.% These wide ranges demonstrate that there is no reason to
believe that a trading model with fixed parameters will reliably
estimate aggregate damages for any particular stock. Also, note that
the Estimation Error in Ferrofluidics II was more than twice that for
Ferrofluidics I using the PTM and more than 50% greater using the
MTM. These results imply that even if an individual identified
parameters for a trading model that accurately predicted claims in one
period, these parameters would not accurately predict claims in another
period. Therefore, this information casts further doubt on the reliability
of any trading model that uses fixed parameters based on actual trading
data for other firms or even the same firm in a different period.

Table 2 also establishes that neither model is consistently better or
worse in estimating actual claimed losses than the other; in some cases
the PTM’s Estimation Error is greater than the MTM’s, while in other
cases the opposite is true. Moreover, the results from the MTM
demonstrate that using more of the limited publicly available data does
not dramatically increase the ability of a trading model to estimate
actual claimed losses.

- These data demonstrate that neither the PTM nor the MTM reliably
estimates aggregate claimed losses and that both models can substantially
overestimate actual claimed losses in any specific case. These
Estimation Errors are attributable to some combination of (1) modeling
error (i.e., the failure of the models to accurately simulate actual
trading patterns), and (2) No-Shows (i.e., the failure of class members
to assert claims).

We also used the claims data and quarterly institutional holdings
data to provide some additional evidence on the extent of No-Shows.
One can use institutional holdings data to calculate a lower bound on
the number of shares bought during the class period and held to the
end of the class period. For institutions whose holdings increased
during the class period, the increase in holdings measures the number
of shares that the institution bought during the class period and held

88 For NYSE and AMEX stocks, the MTM’s mean Estimation Error is 151%,
while the median mean Estimation Error is 136%; for NASDAQ stocks, the
mean and median Estimation Errors are 151% and 109%, respectively.
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until the end of the class period (“Institutional Buys”). For institutions
whose holdings decreased during the class period, the decrease in
holdings (“Institutional Sells”) represents shares that other investors
must have bought during the class period and held until the end of the
class period. Therefore, the total number of shares bought and held
until the end of the class period by all investors is necessarily at least
as large as the greater of aggregate Institutional Buys and aggregate
Institutional Sells. We refer to this as the “Lower Bound on Retained
Shares.”®

Table 3 (see pages 26 and 27) compares the Lower Bound on
Retained Shares with retained shares reflected in the claims data
(“Claimed Retained Shares™) for each case.”® The table shows that for
eight of the 45 settlements, the Claimed Retained Shares were less than
the Lower Bound on Retained Shares.

% Because the class periods for the 46 cases begin and end between the
quarter-end periods at which the institutional holdings are reported, we
interpolated the number of shares held at each class period’s beginning and
end by allocating quarterly changes daily on a pro rata basis using reported
volume. Consequently, the Lower Bound on Retained Shares figures reflect
estimates of the true lower bound.

%0 Claimed Retained Shares were calculated on the Last-In-First-Out (“LIFO”)
basis.
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USE OF TRADING MODELS IN SECURITIES FRAUD LITIGATION: AN UPDATE

V. SOME IMPLICATIONS

The courts in both Kaufiman and Broadcom concluded that the
trading models at issue in those cases had not been shown to be
reliable and were therefore inadmissible. The courts also found that it
was not necessary to use a trading model to assess aggregate damages
at trial because a jury could determine per-share damages, and the
court could easily use the claims administration process to supply the
remaining information to calculate an accurate, reliable total damage
figure. These rulings are consistent with the proposal made by Fischel
& Ross.

However, most securities cases settle before trial. In principle, the
parties to any settlement could agree (i) to settle for an aggregate
amount prior to the collection of claims data, (ii) to settle for a per-
share amount prior to the collection of claims data, or (jii) to settle
after claims data have been collected (if the court allows claims data
to be collected). Courts must decide whether to approve or disapprove
of any proposed settlement. What considerations should guide this
inquiry?

From a court’s perspective, a settlement for a per-share amount prior
to the collection of claims data raises no issues. The court can evaluate
whether the per-share award is adequate in light of the merits of the
case. Since claimants will know exactly what per-share amount they
will receive if they make a claim, a per-share award also makes
claimants’ recoveries more certain, thereby benefiting them. However,
a per-share settlement creates uncertainty for the settling defendants
because they will not know the aggregate amount of their ultimate
liability. This uncertainty might be a deterrent to such settlements. On
the other hand, because the only source of uncertainty is the aggregate
claims to be made, defendants may be willing to bear this uncertainty.
If not, insurance companies might be willing to insure defendants
against this uncertainty.

A per-share settlement also may create uncertainty for plaintiffs’
counsel to the extent that their fee award depends on the aggregate
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recovery.”” However, plaintiffs’ counsel are typically repeat players,
who can bear this risk on a case-to-case basis. Moreover, if their fee
award depends on the aggregate recovery, plaintiffs’ counsel will have
an incentive to locate and identify class members who can assert
claims.

Settlements for an aggregate amount prior to the collection of claims
data are more troubling from a court’s perspective because the court
cannot know what per-share payment claimants will receive and,
therefore, cannot evaluate whether the payment will adequately
compensate claimants. A court properly might give this concern little
weight in cases where other considerations dominate (such as
defendants’ ability to pay). In cases where the adequacy of the
settlement depends on the per-share payment, courts still might be
willing to approve aggregate awards that appear to be sufficient when
evaluated using estimates of aggregate damage estimates that are
calculated using methods that likely overstate aggregate claims and
high claims rates are assumed.

However, courts can avoid the uncertainty created by trading model-
based estimates of aggregate damages by deciding whether to approve
settlements for an aggregate amount only after claims data have been
submitted. After this has occurred, a court can know precisely what the
per-share award will be. We do not know how frequently courts defer
the approval of settlements until after the collection of claims data, but
courts have adopted this approach in several cases, including In re
Clearly Canadian Securities Litigation, In re Borland Securities
Litigation, and In re WorldCom, Inc. Securities Litigation. Of course,
this is precisely the approach advocated by Fischel & Ross.

*! This uncertainty could be avoided if defendants agreed to pay plaintiffs’
counsel a specified fee as part of the settlement. Of course, an agreement
concerning fees presumably would be subject to review by the court.
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