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On 19 January 2012, the United States Sentencing Commission asked for public comment on 

various topics. It stated that it had received comments noting that “determinations of loss in cases 

under §2B1.1 [of the Federal Sentencing Guidelines Manual] involving securities fraud and similar 

offenses are complex and a variety of different methods are in use, resulting in application issues 

and possible sentencing disparities.”

This paper argues that if they are to be reasonably accurate, the determinations of loss in cases 

involving securities fraud must necessarily be somewhat complex because different types of 

fraudulent schemes result in different types of losses. It examines the four methods discussed 

in the Commission’s request for comments, showing how they can either underestimate or 

overestimate losses depending on the fraudulent scheme involved. It then outlines a method 

that will tend to reduce the degree of inaccuracy, though noting that no generic method will be 

appropriate in all scenarios. Ultimately, the question is whether courts are willing to hear evidence 

that will result in more appropriate estimates of loss in specific cases or rely on more generic 

calculations that reduce perceived, but not actual, disparities.1
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Per-Share Inflation

Financial fraud typically raises the price of a security such as a stock above its true level, with the 

difference between the two called the inflation in the price of the security. For example, suppose that 

a stock was trading at $10 but a false statement raises the price to $13; then, there is $3 in inflation in 

the share price. The inflation often leaves the share price with the release of one or more corrective 

disclosures. For example, an initial partial disclosure can lower the stock price to $12, meaning that 

the inflation in the stock would be $2 if the true value were still $10. Then a final corrective disclosure 

could bring the stock price back to its true value of $10, which we again assume has not changed. 

Investors who bought at $13 and held through the final corrective disclosure suffered a loss of $3 

because they held their shares when they suffered a first decline of $1 and a second decline of $2,  

a total of $3.2

To see how inflation affects losses and loss estimates, consider the following two examples, which  

we examine using the four methods in the United States Sentencing Commission’s letter.

Example 1: The stock of company X is trading at $10. On Day 1, company X makes a material 

misrepresentation that raises the stock price to $12. Thus, the initial inflation is $2, or $12 less $10.  

On Day 2, company X announces materially fraudulent earnings that raise the stock price to $16. 

Assume also that the true earnings were better than expected, and the stock would have risen to  

$15 had they been announced. (i.e., the inflation would have fallen from $2 per share to $1 per share, 

$16 less $15. This could occur for example, if true earnings unexpectedly began to catch up with 

previously inflated earnings and guidance, thereby reducing the gap between the truth and the 

information stated to the market). On Day 3, company X comes clean and the stock falls to its true 

value of $15. (See Figure 1.)

Figure 1
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Now we can examine the losses as calculated under the four methods:

A. “a simple rescissory method (under which loss is based upon the price that the victim paid for the 

security and the price of the security as it existed after the fraud was disclosed).” Here, an investor 

who purchased on Day 1 paid $12 and the price after the fraud was disclosed was $15. There is no 

calculated loss associated with this investor’s purchase, even though the investor overpaid by $2 

and suffered a $1 price decline on Day 3. This method therefore underestimates per-share loss for 

this fraudulent scheme. 

B. “a modified rescissory method (under which loss is based upon the average price of the security 

during the period that the fraud occurred and the average price of the security during a set period 

after the fraud was disclosed to the market).” Here, the average price during the fraud period is 

$14, the average of $12 and $16. If the stock price remains at $15 after the disclosure on Day 3, 

there is no calculated loss at all, even though purchasers in Day 1 overpaid by $2 and suffered a $1 

price decline on Day 3. This method also underestimates per-share loss for this fraudulent scheme. 

C. “a market capitalization method (under which loss is based upon the price of the security shortly 

before the disclosure and the price of the security shortly after the disclosure.” Shortly before 

the disclosure, the market capitalization was $16S, where S is the number of shares outstanding. 

Shortly after the disclosure, the market capitalization was $15S, leading to a calculated loss of $1S. 

Again on a per-share basis, this is a calculated loss of $1 per share, an underestimate that ignores 

the fact that some investors overpaid by $2 in this example.3

D. “a market-adjusted method (under which loss is based upon the change in value of the security, 

but excluding changes in value that were caused by external market factors).” While this method 

improves upon the simple market capitalization method, one can assume for purposes of 

exposition that there were no market factors in this example, in which case this method again 

underestimates per-share loss just like in the simple market capitalization method.

While all four methods underestimate per-share loss for the example used above, it would be wrong 

to assume they always do so. Consider the following:

Example 2: The stock of company Y is trading at $12. On Day 1, company Y fails to disclose material 

negative information that would have caused the stock to fall to $10. On Day 2, company Y fails to 

disclose new material negative information (i.e., information that it newly learned about and could not 

have disclosed on Day 1) that, in combination with the earlier omission, would have caused the stock 

price to fall to $5. Finally, on Day 3, company Y discloses all the negative information and its stock 

price does fall to $5. (See Figure 2.)
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Figure 2
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We can again examine the losses under the four methods:

A. “a simple rescissory method (under which loss is based upon the price that the victim paid for the 

security and the price of the security as it existed after the fraud was disclosed).” Now, all purchases 

are made at $12 and the post-disclosure price is $5, leading to losses of $7 per share. This provides 

an overestimate of losses for shares that were purchased at $12. Had the company made a full 

disclosure at that point, those shares would only have suffered a loss of $2. 

B. “a modified rescissory method (under which loss is based upon the average price of the security 

during the period that the fraud occurred and the average price of the security during a set period 

after the fraud was disclosed to the market).” Here, the average price during the fraud period is $12. 

If the stock price remains at $5 after the disclosure on Day 3, the per-share loss is again $7, again an 

overestimate of losses on early shares.  

C. “a market capitalization method (under which loss is based upon the price of the security shortly 

before the disclosure and the price of the security shortly after the disclosure.” Shortly before the 

disclosure, the market capitalization was $12S, where S is the number of shares outstanding. Shortly 

after the disclosure, the market capitalization was $5S, leading to a calculated loss of $7S. Again on a 

per-share basis, this is a calculated loss of $7 per share, an overestimate of losses for early shares. 

D. “a market-adjusted method (under which loss is based upon the change in value of the security, 

but excluding changes in value that were caused by external market factors).” While this method 

improves upon the simple market capitalization method, one can assume for purposes of exposition 

that there were no external market factors (i.e., news that affected the market or industry as a whole) 

in this example, in which case this method again overestimates per-share loss just like in the simple 

market capitalization method.
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Aggregate Loss

Before turning to suggested solutions, it is worth noting that the prior discussion has focused on 

per-share losses.4 This ignores the fact that the number of shares traded will also affect the amount 

of losses inflicted on the public. For instance, start with any example of actual stock price and true 

value. Assume that over the fraud period, only one percent of shares outstanding were purchased 

at an inflated price and held until the final corrective disclosure. Alternatively, assume that ninety 

percent of shares outstanding were purchased and held until full disclosure. Any method that looks 

solely at market capitalization would result in the same answer for each. Moreover, because market 

capitalization is based on one hundred percent of the shares outstanding, both would overestimate 

actual losses suffered by the investing public.

Proposed Solutions

The ideal solution to estimating losses would be a thorough investigation of the effects of a  

fraudulent scheme on the inflation, or the difference between the stock’s actual trading price and  

the price it would have traded at but-for the fraud. This would then be combined with data on the 

trading in the shares to determine the number of shares with different loss amounts. Those individual 

losses (or gains for shares sold when inflation was higher than at the time of purchase) could then  

be aggregated for each investor. The resulting net loss for each investor with positive net losses  

could then be summed to create an estimate of total losses. While the calculations may involve  

some complexity, there is a rich history of such analyses in civil cases involving securities fraud  

as well as a history of case law that provides guidance on the types of analyses that experts have 

performed to survive Daubert challenges and to convince (or fail to convince) a court of the 

correctness of their conclusions.

Where the burden of proof falls on the government, it could be required to perform such an analysis 

to show how the defendant’s actions caused any loss. It may also be possible that in cases where 

there is not much dispute over the magnitude of loss, the government could present a potentially 

reasonable, though still simplified, loss estimate, such as the one described below. If this estimate is 

unchallenged, it could be accepted by the court. Because this is admittedly a simplified analysis, any 

challenges should not just point out the simplifications but explain what the result of a more careful 

analysis would be. Finally, the parties could agree to a neutral, or the court could appoint a neutral,  

to perform such an analysis.5

As an example of a simplified analysis that reduces, but does not fully eliminate, the potential for 

overestimation or underestimation of loss described above, one could consider the following:
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1. The change in inflation per share is calculated at each disclosure by means of an analysis of the stock 

price change following the news. This can be a formal event study (i.e., a statistical analysis of the stock 

price movements that controls for external factors) or, at a minimum, adjusting the change in the stock 

price by the percentage change in a market or industry index. To the extent that there is any non-fraud 

related news in the disclosure, an attempt to adjust for that news should be made. See, for example In 

re Imperial Credit Industries, Inc. Securities Litigation, 252 F. Supp. 2d 1005, 1014 (C.D. Cal 2003) aff’d 

sub nom. Mortensen v. Snavely, 145 Fed. Appx. 218 (9th Cir. 2005). (“Because of the need ‘to distinguish 

between the fraud-related and non-fraud related influences on the stock’s price behavior,’ In re Oracle 

Sec. Litig., 829 F.Supp. 1176, 1181 (N.D.Cal.1993), a number of courts have rejected or refused to admit 

into evidence damages reports or testimony by damages experts in securities cases which fail to include 

event studies or something similar.”)

2. The inflation at earlier points in time during the fraud period would be scaled to the amount of fraud 

involved. For example, for the settlement in Worldcom, the Securities and Exchange Commission scaled 

the price effects measured upon disclosure to the cumulative-to-date amount of accounting misrep-

resentations. (E.g., if a firm first inflated earnings by twenty cents per share and then further inflated 

earnings by an additional ten cents per share, two-thirds of the final inflation would enter upon the first 

misrepresentation and the remaining third would enter upon the second misrepresentation.) In fact, the 

case cited by the commission in its explanation of the simple rescissory method, United States v. Grabske, 

260 F. Supp.2d 866 (N.D. Cal. 2002) states at 870, “the government’s analysis assumes that the price of 

the stock was inflated by the same amount during the entire period prior to the fraud’s disclosure, such 

that every investor who purchased during that period was affected to the same extent. [The govern-

ment’s expert] offers no explanation as to why it is reasonable to assume the stock inflation remained 

the same during the entire period of the fraud,” indicating that some such analysis may be necessary in 

many fraud cases. 

3. A more accurate approach to estimating aggregate losses would employ an analysis (often called a 

“trading model”) to estimate which shares were purchased at an inflated price and retained over a 

corrective disclosure. If such an approach were not utilized, at a minimum, rather than using market 

capitalization (which implies that all shares suffered a loss), loss should be limited to the volume 

of shares actually purchased in the fraud period if the sum of that volume was less than the shares 

outstanding.6 If there are different periods with different levels of inflation, then loss for purchases in 

each period would be calculated separately, with the proviso that if the total number of shares retained 

through the final disclosure appears to exceed the shares outstanding, the total would be reduced 

proportionately to avoid this.

Such an analysis could be performed in a relatively straightforward manner without much 

sophisticated knowledge, or could be done with a bit more care by an expert in securities analysis.  

Of course, the simpler the analysis, the more likely it is that it has ignored issues such as those 

presented above, which could then be addressed or disputed by attorneys or experts for the  

other party.
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Conclusion

It is true that the “determinations of loss in cases under §2B1.1 involving securities fraud and similar 

offenses are complex and a variety of different methods are in use.” But the reason that these 

determinations of loss are complex is that the frauds involved are themselves often complex. As 

shown above, each of the four methods proposed by the United States Sentencing Commission  

can result in either a severe underestimate or overestimate of losses.

Ideally, each case would involve, or at least allow either side to present, a comprehensive analysis of 

losses. Alternatively, a neutral can be selected to perform the analysis. At a minimum, the method 

used should go beyond the four presented by the Commission and adjust the inflation over time 

(rather than, for example, use average prices or assume the price decline upon disclosure represented 

inflation over the entire fraud period) and account for the volume of shares involved (rather than 

assume that all the shares outstanding were affected, even when the total trading volume was less 

than that).
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Notes

1 At the extreme, one could mandate that any instance of securities fraud would be treated as causing a fixed amount of loss 

such as $1 million. This would reduce perceived sentencing disparities (at least just by viewing outcomes) and would be 

easy to implement, but it would fail to tailor the sentence to the effects of the fraud at issue. 

2 The calculation in this example follows a methodology consistent with the Supreme Court’s ruling in Dura Pharmaceuticals, 

Inc. v. Broudo, 544 U.S. 336, 125 S.Ct. 1627, 161 L.Ed.2d 577 (2005). In this example, where the true value and stock price 

are assumed to be constant other than on the dates of misrepresentations and corrective disclosures, one could also say 

that this investor purchased at an inflation of $3 and therefore suffered a loss of $3. That equivalence does not hold in  

all analyses when the degree of inflation can vary on dates other than those associated with misrepresentations or 

corrective disclosures.

3 Whether an investor can recover the full $2 may depend on the proper interpretation of loss causation, another issue 

on which the Commission seeks guidance. For this example, we assume that investors can recover the full amount of  

their overpayment.

4 The market capitalization method is, of course, not a per-share method, but was discussed as one in this comment.

5 Here, I abstract from questions about whether this would be done to satisfy the government’s burden of showing a 

loss or whether the neutral would aid the Court in understanding any disputes on loss between the government and  

the defendant.

6 If the total volume exceeded the shares outstanding, that means that some shares were purchased and resold. (This 

abstracts away from adjustments to volume to remove the trading by market makers and other intermediaries as well as 

other features of actual trading.) If a share is purchased and resold at the same inflation, then the investor who engaged in 

those transactions did not suffer a loss.
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