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Defending the Use of a Monte Carlo Analysis in Court

In a recent survey conducted by BVR, a third 
of valuation experts say they don’t use Monte 
Carlo analysis because they are “concerned 
about defending this method if challenged by 
third parties.” Of course, such a challenge will 
typically occur in a litigation context. This is a 
valid concern, as Monte Carlo is “rarely used 
in court,” says Michael Pellegrino (Pellegrino & 
Associates LLC). But Pellegrino has used it hun-
dreds of times in practice and dozens of times 
in litigation-related analysis, and he shares his 
experience and advice for those who may come 
up against a challenge.1 

“We have used Monte Carlo analysis for firms in 
every major sector of the economy and in every 
variety of damages models,” he says. He makes 
the point that the problems and questions that 
you are trying to resolve have no dependence or 
reliance on a particular sector of the economy. 

Overall objections. One of the broad objections 
the opposition has about Monte Carlo is that not 
many people use it in court. Pellegrino points 
out that, if you search for Monte Carlo on Google 
Scholar, you’ll get about 2.7 million hits, but, if 
you limit the search to a legal context, you only 
get 27 hits. However, this is not a reflection on 
the lack of acceptance of Monte Carlo simula-
tion, which has been around for over 70 years. 
Contemporary literature and current trends point 
to broad use and acceptance of the method. 
For example, every time you look at a weather 
report, you see the results of a Monte Carlo 
simulation.

Another point about the validity of the model 
itself is that it can also be said that no court has 
ever validated the use of Microsoft Excel, but it’s 
used extensively. Excel’s use is accepted even 
though there has been some interesting analyses 

1 Michael Pellegrino (Pellegrino & Associates LLC) 
and Dave MacAdam (Novelis), Advanced Workshop 
on Monte Carlo: From Classroom to Boardroom to 
Courtroom, BVR webinar, Sept. 29, 2015.

of possible errors in its statistical functions, he 
observes. 

Daubert hurdle. In terms of a Monte Carlo analy-
sis, four Daubert factors will basically have to be 
addressed: (1) whether the method is testable; (2) 
whether it has undergone publication and peer 
review; (3) whether it has an acceptable rate of 
error and maintenance of the standards concern-
ing its operation; and (4) whether the scientific 
community has accepted it. 

As for whether the Monte Carlo simulation is test-
able, the answer is “yes.” The basic theory can 
be tested on paper, Pellegrino notes. You can 
do the random sampling yourself using a table 
of random numbers, plug in values based on a 
look-up table, and look at the outputs—and do 
this over and over again. It might take a long time, 
but it’s certainly testable. The almost 3 million hits 
on Google Scholar demonstrate that it has been 
well published.

The question as to whether there is an accept-
able rate of error and maintenance of standards 
concerning its operation can also be answered af-
firmatively. Pellegrino points out that the errors as-
sociated with Monte Carlo simulation typically relate 
to the construction of the model and the parameters 
used, not the model itself. “There has not been a 
single decision I am aware of that said that Monte 
Carlo simulation is improper,” he says. Has the sci-
entific community accepted it? In terms of a broad 
adoption across the world, the answer is a definite 
“yes,” although, if you stay within the valuation pro-
fession, the “jury might be mixed about that.”

Key cases. Two important court cases back 
up the use of Monte Carlo simulation: Lyondell 
Chemical2 and Nanovation Technologies.3 In the 
Lyondell case (an environmental cleanup case), 

2 Lyondell Chemical Co. v. Occidental Chemical Corp., 
608 F.3d 284 (5th Cir. 2010).

3 In re Nanovation Technologies, Inc., 2007 Bankr. LEXIS 
1862 (May 17, 2007).
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the side opposing the use of Monte Carlo actually 
conceded that the method is reliable. The case 
provides several good quotes from the court, in-
cluding “just because Monte Carlo simulation pro-
duces a range of outcomes … does not mean it is 
speculative” and “the EPA itself has endorsed the 
use of Monte Carlo analysis.” The court did note 
that a Monte Carlo analysis “is unreliable when 
injected with faulty inputs, but nothing more.” In a 
2014 valuation case, Myservice Force,4 the judge 
invalidated the Monte Carlo analysis not because 
of the model but because the expert based it on 
the wrong assumptions.

Nanovation was a bankruptcy case in which Monte 
Carlo was used to calculate common stock value. 
The expert opposing Monte Carlo was not chal-
lenging the model but said that he had never seen 
it used in similar circumstances. But the court said 
that it is a “generally accepted statistical tool” 
and there was “no evidence that might provide a 
reason to believe that [the analysis] is unreliable.”

Therefore, when the opposition challenges the 
reliability of the method itself, you can point to 
court rulings that say it is reliable. 

Attack points. Once the Daubert hurdle is 
cleared, the the opposition will likely attack the 
Monte Carlo analysis on the following points:

• Is the structure of the model correct? Of 
course, if the valuation model structure is 
wrong, then every derivative conclusion will 
also be wrong.

• Are the inputs correct? If the structure is 
right, but the inputs are wrong, then it’s a 
case of garbage-in, garbage-out. 

• Are the variances and distributions associ-
ated with each input appropriate? If not, that 
may elevate or demote the importance of the 
variables. 

• Are the outputs appropriate?

4 Myservice Force v. American Home Shield, 2014 U.S. 
Dist. LEXIS 61207 (May 2, 2014).

A case Pellegrino discusses in which he had to deal 
with these issues is Vernon v. Cuomo,5 which was a 
dissenting shareholder and statutory buyout case. 
Pellegrino was the court-appointed expert whom 
both parties agreed to. The task was to value an 
early-stage company with no assets other than 
untested technology. He used algorithms (“Latin 
hypercube”) and Monte Carlo simulations, and his 
approach was “appropriate for this type of business 
and [was] clearly in the mainstream of IP valuation 
methodologies,” the court said. His report indicated 
a range of value and selected the statistical median 
as the expected value. The report expressed a 90% 
confidence level in its range of value and its con-
clusions because it had reasonable access to the 
company’s financial data and the new technology 
was ready for sale, Pellegrino said.

Because he was a court-appointed expert, he 
had to deal with opposition from both sides, one 
wanting a high value and the other wanting a low 
value. The majority shareholders criticized the 
report for using “hypothetical information and ex-
traordinary assumptions” and for overstating the 
value of the technology. “They put forward a dim 
outlook,” the court said, “emphasizing a number 
of worst-case scenarios.” The minority sharehold-
ers, on the other hand, accused the report of un-
derestimating value, particularly in Pellegrino’s 
rejection of the market approach and his selection 
of a discount rate.

Pellegrino addressed each criticism at trial, satisfy-
ing any concerns of the court. “Any shortcomings 
… can be attributed to the intrinsic uncertainty of 
early-stage IP valuations,” it said, and accepted 
Pellegrino’s range.

For more information. Pellegrino and Dave 
MacAdam (Novelis) go into a great deal more 
detail during their recent four-hour Advanced 
Workshop on Monte Carlo: From Classroom to 
Boardroom to Courtroom. It is available at www 
.bvresources.com/dlc. ◆

5 A redacted copy can be found at ocoee.files 
.wordpress.com/2010/04/vernon-v-cuomo-phase-2-
opinion-2010.pdf.


