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or over two decades attorneys have
retained Cornerstone Research staff
and experts to provide consulting

and expert testimony in commercial liti-
gation involving complex derivatives and
other contingent claims. Our expertise
spans a broad range of derivatives issues,
including the valuation of complex
derivatives and their application in pric-
ing firms’ liabilities, risk management,
and hedging.

The analysis of derivatives is rooted in
the option-pricing model developed by
Fischer Black and Myron Scholes over
three decades ago. Since then, option-
pricing principles have been used to value
sophisticated financial instruments, such
as debt securities and insurance contracts,
and strategic alternatives available to
firms. Simultaneously, quantitative methods
for implementing option-pricing models,
such as binomial trees and Monte Carlo
simulations, have also been developed.

F

DERIVATIVES CAPABILITIES

Cornerstone Research’s consulting staff
combines knowledge of option-pricing
theory and application with expertise in
implementing cutting-edge option-pricing
techniques. As a result, we are able to effec-
tively support our network of experts and
work with them in a distinctive “partner-
ship” that combines the strengths of the
academic and business worlds. Our fac-
ulty experts are drawn from leading
business schools and financial institutions
and include some of the most prominent
names in the area of derivatives research. 

On the following pages, we highlight
analytical issues in derivatives litigation
and specific cases on which we have worked.
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West Basin Municipal Water 
District v. P.G. Corbin and 
Company, et al. 
Retained by Clifford Chance

Defense counsel for Rice Financial
Products Company hired Cornerstone
Research and Professor René M. Stulz of
The Ohio State University in this case aris-
ing from a series of complex derivative
contracts. The plaintiff, West Basin Munici-
pal Water District, had entered into leveraged
municipal interest rate swap contracts with
Rice Financial Products.  The swap contracts
were based on the Bond Market Associa-
tion Municipal Swap Index and LIBOR
rates, and contained leverage and spread
features that complicated their structure.
West Basin alleged that it did not receive
fair market pricing on the swaps.

Working with Professor Stulz, we ana-
lyzed the components and risks of the
swaps, including liquidity risk in the over-
the-counter swap market in the immediate
aftermath of the 9/11 terrorist attacks. We
performed pricing analyses, investigated
issues related to fiduciary duty, and
assessed the work of an opposing expert
witness. Professor Stulz testified that both
parties were well aware of the structure of
the swaps, but that the plaintiff had failed
to consider factors related to liquidity, ter-
mination, and overnight risk. The case
settled shortly before trial.

Collateralized Debt Obligations
(CDOs)

As the market for these instruments has
grown dramatically over the past decade,
their performance has increasingly become
the focus of regulatory inquiry and litiga-
tion. We have worked with Professor
Michael R. Gibbons of the Wharton School
and Professor René M. Stulz of The Ohio
State University in a number of matters to

assess the availability and pricing of bond
and loan assets purchased to create CDO
pools, as well as the pricing, hedging, and
performance of the CDOs.

Path-Dependent Derivatives
Retained by Shearman & Sterling

In a case involving derivative contracts
issued by a firm in an acquisition, attor-
neys retained Cornerstone Research and
Professor William L. Silber of New York
University. As part of the consideration in
its mergers with two target firms, the
acquiring firm issued two types of deriva-
tives to the target shareholders. These
derivatives can be broadly categorized as
put options—they decline in value as the
price of the underlying stock increases.
The plaintiffs alleged that the acquiring
firm inflated its stock price after the
mergers, thereby reducing the value of
the derivatives.

In his report, Professor Silber demon-
strated that a majority of the derivatives
were adequately hedged by positions in
other securities issued by the acquirer,
and that such hedged holders suffered no
harm from alleged inflation in the
acquirer’s stock price. Further, those hold-
ers who were not hedged could not form a
class as they were in direct conflict with
each other regarding the amount of
alleged inflation in the acquirer’s stock
price. Professor Silber showed that such a
conflict arose because of the differences 
in the contractual terms of the two deriva-
tives—over certain ranges of the
acquiring firm’s stock price, an increase
in inflation would decrease the value of
one derivative but increase the value of
the other.

COMPLEX DERIVATIVE CONTRACTS

The simplest of derivative contracts is a
“plain vanilla” call or put option on a
firm’s equity. More complex derivatives,
often referred to as “exotic” derivatives,
exist to meet specific investor needs. An
example of an exotic derivative is a
“path-dependent” derivative. As opposed
to being linked to the value of the under-
lying asset at a specific point in time, the
price of a path-dependent derivative is
linked to the value of the underlying
asset over a period of time. 

Valuing complex derivatives often
requires using computer-intensive simu-
lation methods instead of a traditional
formula such as the Black-Scholes model.
Cornerstone Research has assisted
experts in building valuation and damage
models and performing other analyses
for a broad range of derivative contracts,
including employee stock options, war-
rants, and many types of exotic options. 

Demystifying Financial
Derivatives
The different types and applications of
derivatives are explained more fully in
the Cornerstone Research publication,
Demystifying Financial Derivatives, by
René M. Stulz of The Ohio State Univer-
sity. This publication is available from our
website or from any of our offices.

Stock Option Grant Timing
In several current cases involving the
timing of stock option grants, Cornerstone
Research is assisting clients in respond-
ing to SEC investigations and civil suits.
We are determining the value these
grants conveyed to option holders and
analyzing whether the alleged wrong-
doing had any impact on shareholders.
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Alex Tse, et al. v. Ventana 
Medical Systems, Inc., et al.
Retained by Wilson Sonsini 
Goodrich & Rosati

Defense counsel retained Cornerstone
Research and Professor Michael R. Gibbons
of the Wharton School in this securities
fraud lawsuit. The plaintiffs had invested
in BioTek Solutions, which agreed to
merge with Ventana Medical Systems. The
plaintiffs alleged that Ventana had com-
mitted securities fraud by, among other
things, failing to disclose information
about a compensation package for two
Ventana directors that included stock
options in the soon-to-be-merged company,
and misrepresenting that the conversion
price offered to the BioTek investors on
convertible notes was the fair market
value of the soon-to-be-merged company’s
common stock. The plaintiffs claimed that
this fraud caused them to agree to merger
terms that were less than favorable. 

Professor Gibbons opined on both dam-
ages and the value of the securities that
the BioTek investors were offered in the
merger. The defendants won the case, with
their motion for summary judgment being
granted in full. The court found the plain-
tiffs’ damage claim speculative and found
no evidence that Ventana had misrepresented
the conversion price to BioTek investors. xx

FIRM CAPITAL STRUCTURE

In re: The Bennett Funding
Group, Inc. Bankruptcy Cases
Retained by Simpson Thacher & Bartlett 

Cornerstone Research worked with Pro-
fessor William L. Silber of New York Uni-
versity on behalf of the Bankruptcy Estate
to assess the value of a warrant of a small
publicly traded company that was sold by
the Bennett Funding Group shortly before
its bankruptcy. We used a modified bino-
mial tree technique and the Monte Carlo
simulation technique to accommodate the
“forced exercise” features of the instrument.

At trial, Professor Silber presented con-
vincing testimony that the sale price of the
warrant had been inadequate and thus
provided the key evidence that the transac-
tion should be voided as a preferential
transfer. In its ruling, the court cited Pro-
fessor Silber’s work and testimony as author-
itative in the area of valuation. k

Bond Default Litigation
Cornerstone Research analyzed the rel-

ative value of several classes of high-yield
bonds issued by an emerging market com-
pany that subsequently failed during the
1998 currency crisis. The bonds, which
were issued simultaneously to fund a large
industrial project, had different times to
maturity and different priorities in the
event of bankruptcy. The lack of adequate
market comparables for each class of
bonds required us to employ a contingent
claims framework in which bonds of dif-
ferent priority are viewed as options on
the company’s underlying assets. The
model we developed allowed us to quan-
tify the difference in the price of junior
bonds relative to senior bonds while
simultaneously matching the observed
market value of equity.

CCEC Asset Management, et al. 
v. First State Insurance
Retained by Wilson Sonsini 
Goodrich & Rosati

Cornerstone Research has worked on
several cases that have involved convertible
preferred stock with a relatively unusual
feature—the conversion ratio (that is, the
number of common shares to be exchanged
for each preferred share at some future
date) is not fixed. This type of preferred
stock, for which the conversion ratio
depends on the common stock price at the
future conversion date, has grown in use
over time. This feature has the effect of
providing a floor on the total value of the
common stock to be received since, in gen-
eral, the number of common shares to be
received for each preferred share increases
as the price of the common stock declines.
Consequently, if combined with short-sell-
ing and conversion at a discount to the
prevailing stock price, this feature is some-
times referred to as “death spiral” con-
version. The effect of this relation between
the conversion ratio and the price of common
stock is that standard methods of valuing
preferred stock are not appropriate.

For these cases, Dr. Allan W. Kleidon of
Cornerstone Research developed an alter-
native valuation procedure, based on
option pricing, that replicates the payoffs
to the convertible preferred shares at the
future conversion date by means of a port-
folio of stocks, bonds, and options that can
each be valued using standard valuation
methods. In the above referenced case,
this approach was presented to a judge
magistrate who accepted the analysis; the
case subsequently settled..
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Option-Pricing Methods
Cornerstone Research worked with Pro-

fessor Michael Bradley of Duke Uni-
versity’s Fuqua School of Business to deter-
mine the current value of a highly
leveraged firm with uniquely structured
multitiered equity holders.

In this case, traditional discounted cash
flow valuation gave a negative value for
the firm’s equity, which is inconsistent with
limited liability. An option-based valua-
tion, however, views equity as a call option
with the strike price (the minimum value
of the firm for owners to receive any pay-
ments upon sale) equal to the face value of
the firm’s debt. When the debt comes due,
either the firm is worth less than the face
value of the debt, and the equity holders
relinquish the firm’s assets to the debt
holders, or the firm is worth more than the
face value of the debt. In the latter case the
company pays off the debt and the equity
holders receive the balance. Because these
outcomes are identical to the payoffs of a
call option, we were able to use a modified
version of the Black-Scholes option-pric-
ing model to value the firm’s equity. In
this situation, valuing the firm’s equity as
a derivative of potential future outcomes
provided a more reliable estimate than
traditional valuation techniques.

4

A real option is an option on the real
assets of a firm. An often-cited example
of a real option is the option that is avail-
able to a firm’s management to grow or
expand in the future. For example, a
biotechnology firm may have the option
to make future research and develop-
ment investments, each of which is
contingent on the success of the previ-
ous investment. The real options literature
cautions that the standard discounted
cash-flow approach may undervalue a
firm that has a number of valuable
options. The Nobel Prize-winning work
of Fischer Black, Myron Scholes, and
Robert C. Merton on the pricing of finan-
cial options is the basis of the real
options approach.

In re: MicroStrategy, Inc. 
Securities Litigation
Retained by Arnold & Porter

In this case, Professor Paul A. Gompers
of Harvard Business School, with support
from Cornerstone Research, addressed the
question of market efficiency for the high-
profile software company MicroStrategy.
After establishing a significant divergence
of market price from discounted cash 
flow value, Professor Gompers used the
real options approach to demonstrate that
the divergence could not be explained
away by the existence of investment
opportunities not captured in the cash
flow forecast. He estimated the compo-
nents of the Black-Scholes formula based
on the projections of the size of a new
market that MicroStrategy considered
entering, on analyst estimates of the win-
dow of opportunity and costs to enter this
market, and on the implied volatilities of
comparable companies.

In re: Williams 
Securities Litigation
Retained by Gibson, Dunn & Crutcher

Cornerstone Research supported Dr.
Craig Pirrong of the University of Houston
in reviewing and opining on the reason-
ableness of The Williams Companies’
methodologies for valuing multi-billion-
dollar long-term energy contracts. The
valuation of these complex contracts
depended substantially on the imbedded
real option value contained in the structure
of the contract. As part of its financial
reporting and risk management program,
Williams developed a sophisticated, multi-
layered process that employed option
valuation techniques to value the contract. 

The plaintiffs attacked this process,
focusing their criticism on several signifi-
cant inputs to the valuation model. Dr.
Pirrong’s analysis showed that Williams
used reasonable inputs in its proprietary
valuation models and that these models
produced reasonable valuations for the
complex contracts. Dr. Pirrong argued
successfully that an alternative model
advanced by the plaintiffs, when used with
reasonable inputs, validated Williams’
models, methodology, and values.

Other Real Options Valuations
Cornerstone Research has supported

experts with the valuation of firms using
real options methods. In one case, the
opposing expert applied the real options
approach to value a biotechnology com-
pany.  In another case, the opposing expert
valued the target company in a merger
structured such that the price for the target
was contingent on future earnings. In both
cases, Cornerstone Research assisted experts
in rebutting inappropriate assumptions in
the opposing experts’ real options valuations.

REAL OPTIONS
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Because the value of derivatives is
linked to the fluctuations in the value of
an underlying asset, index, or interest
rate, derivatives are an efficient tool for
hedging risk. Hedging strategies involv-
ing derivatives may use standard call or
put options, plain vanilla interest rate
swaps, or more exotic derivatives cre-
ated to meet specific hedging needs. 

Ashanti Goldfields 
Securities Litigation
Retained by Milbank, Tweed, 
Hadley & McCloy

Cornerstone Research was retained by
counsel for the defendants in a securities
class action involving securities issued by
Ashanti Goldfields (now AngloGold Ashanti)
to support testifying experts on the issues
of market efficiency, liability, and damages.
In light of the then-descending trend of
gold spot prices, Ashanti, one of the largest
gold miners in Africa, undertook a substan-
tial hedging program using gold derivative
transactions between 1995 and 1999. xxxx

Following the surprise late-September
1999 announcement by a group of Euro-
pean central banks that they would be
restricting future gold sales, the gold spot
price increased dramatically over the
course of a few days. As a result, the mark-
to-market value of Ashanti’s hedgebook
dropped. Plaintiffs alleged that Ashanti
had “lost” more than $800 million when
the gold spot price spiked and that its 
stock price had been artificially inflated
because of the defendants’ failure to 
disclose the speculative nature of the
derivative transactions. 

With Cornerstone Research’s support,
the defendants’ experts designed and imple-
mented various analytical and simulation
analyses to value commodity derivatives,
and proved in their reports that Ashanti
would not necessarily have been better off
if it had employed a plain vanilla hedging
program. The experts established the ration-
ale for Ashanti’s hedging program—it
helped stabilize cash flows and avoid
possible shutdowns. They also showed that
the ex ante margin call probability was
remote and hence any alleged stock price
inflation would be immaterial. The case
settled before trial.

Tax Implications of 
Derivatives Transactions

Cornerstone Research has analyzed
complex company structures and deriva-
tive transactions in several tax-related
matters to determine whether there was
sufficient potential in these entities for
“economic benefit.” The derivative trans-
actions included swaps and options on
interest rates and foreign currencies. Our
analysis in these matters has focused on
pricing and potential profitability. Specifi-
cally, we have developed methods for
pricing of customized interest rate swaps
and foreign currency options and have
also analyzed the payoffs the companies
would realize from these transactions
under varying future levels of interest rates
and foreign currencies.

Over-the-Counter Derivatives
Cornerstone Research has worked on

several cases involving hedging strategies
that employed derivatives. In one case, we
were retained by the counsel for a bank in
a dispute with a former corporate client
that involved over-the-counter derivatives
transactions. In preparation for trial we
worked with three financial economics
experts: Professors William F. Sharpe of
Stanford University; Mark E. Rubinstein of
the University of California, Berkeley; and
René M. Stulz of The Ohio State Univer-
sity. With Professor Sharpe we developed
an overview of derivatives and how corpo-
rations use them in managing risk; with
Professor Rubinstein we developed models
to determine the prices of certain deriva-
tives; and with Professor Stulz we
examined risk management activities
undertaken by the plaintiff and assessed
various pricing models for the derivatives
in question. In a series of pre-trial rulings,
the court dismissed most of the plaintiff’s
claims against our client. The case settled
shortly thereafter.

Failed Hedge Funds and Insurers
In cases arising from the failures of

hedge funds and insurers, Cornerstone
Research has worked with Professor René
M. Stulz of The Ohio State University to
assess investment strategies and to value
investment positions in complex deriva-
tive instruments. In examining causes of
the failures of the firms in question, a
primary focus of analysis has been the
evaluation of hedging strategies and
their performance in light of changes in
market conditions.

RISK MANAGEMENT AND HEDGING
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