LITIGATION SERVICES - Economic Damages

What’'s the Damage?

A Primer on Economic Damages
in Business Litigation

In business litigations, CPAs are often
engaged by an attorney to assist as
consultants or expert witnesses in
quantifying or rebutting economic
damages suffered by the plaintiff as a
result of an alleged harm committed
by the defendant. This article presents
an overview of the legal principles and
professional standards—as well as the
key concepts with which a CPA should
be familiar—when expressing an
expert opinion on damages in business
litigation. The discussion of damages
focuses on lost profits for illustrative
purposes; other measures of damages
may also be applicable depending on
the particular facts and circumstances.
Both federal and state statutes and case
law are cited. With respect to state law,
Virginia is used as a representative
example.

TYPES OF DAMAGES
The overall objective of a civil litigation
is to make the harmed party whole and
punish the defendant for committing a
wrongful act. To accomplish this,
assuming that a defendant is found to
be liable, the court may award dam-
ages to the plaintiff. Black’s Law Dic-
tionary defines “damages” as: “money
claimed by, or ordered to be paid to, a
person as compensation for a loss or
injury.”* As discussed in “AICPA Prac-
tice Aid 06-04 — Calculating Lost Prof-
its,” there are three types of damages
awarded:’
e Actual or compensatory: As compen-
sation for an actual harm
e Nominal: As a result of a harm, but
the amount is immaterial
® Punitive: In addition to actual dam-
ages in the event the defendant
acted with deceit, malice or reckless-
ness (not recoverable in a breach of
contract)

Damages such as lost profits are an
example of actual or compensatory
damages. Claims for these types of
damages usually arise from either a
breach of contract or a tort (e.g., fraud,
negligence, personal injury, property
damage, unfair competition, unlawful
misappropriation).

LEGAL PRINCIPLES

To be awarded actual damages in a
civil litigation, a plaintiff must prove
two critical points to the trier of fact
(i.e., the judge in a bench trial or the
jury in a jury trial): The defendant was
liable (i.e., caused harm to the plaintiff)
and the plaintiff suffered economic
harm as a result of the defendant’s
actions.’

Typically, the CPA expert’s
scope of work will not include the
determination of liability (causation of
the harm), but will instead focus on the
quantification of the resulting dam-
ages. However, in order to quantify
damages, it is important to understand
the principle of causation as it may
have implications for the damages cal-
culation.

Causation
Damages are recoverable by the plain-
tiff only if the act committed by the
defendant was the proximate cause of
the damages. The plaintiff must prove
that the wrongful act committed by the
defendant directly resulted in the harm
suffered by the plaintiff.* Virginia
courts define “proximate cause” con-
sistently, stating it “is that act or omis-
sion which, in natural and continuous
sequence, unbroken by an efficient
intervening cause, produces the event,
and without which that event would
not have occurred.””

If the attorney instructs the
expert to assume causation and limit
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the scope of work to the quantification
of damages, the expert should still con-
sider whether all of the claimed dam-
ages incurred by the plaintiff resulted
from the wrongful act of the defendant
or there were other contributing fac-
tors. For example, if a portion of the
plaintiff's losses are attributable to eco-
nomic conditions, then this portion of
the losses would not be recoverable
from the defendant.

Reasonable Certainty

The plaintiff must prove damages to a
reasonable degree of certainty, i.e.,
damages are recoverable only if the
plaintiff can prove that the damages
are reasonable and have been calculat-
ed without speculation. Applicable
federal or state laws define the
required degree of certainty.® The

Continued on next page

expert

Ultimately, the selection of the
appropriate approach for
measuring damages is a legal
matter, and the expert should
seek guidance from the attorney
regarding applicable statutes

or case law.
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courts draw a distinction between
“certainty in fact” and “certainty in
amount,” as stated in Palmer v. Conn.
Railway & Lighting Co.:
However, it is important to recog-
nize that the calculation of net lost
profits pursuant to the standard of
‘reasonable certainty’ does not
require exact precision. In an early
case, the U.S. Supreme Court sepa-
rated the certainty regarding the
fact of damages from the reason-
able certainty as to their amount.
‘Certainty in the fact of damages is
essential,” it ruled: ‘[c]ertainty as to
the amount goes no further than to
require a basis for a reasoned con-
clusion.’

The Supreme Court of Virginia has
made similar rulings in the following
cases: Lockheed Information Management
Systems Company, Inc. et al. v. Maximus,
Inc.; Maximus, Inc. v. Lockheed Informa-
tion Systems Company, Inc. et al.; and
Leroy D. Wood v. Pender-Doxey Grocery
Company.

Historically, owners of new busi-
nesses were subject to state statutes
that established standards that made it
difficult to prove damages. These so-
called “new business rules” precluded
a new business from collecting dam-
ages under the theory that projected
future losses were inherently specula-
tive. However, many states have since
repealed such rules in order to address
the obvious inequity to the new busi-
ness owner. For example, in 2002, the
Code of Virginia, Unestablished busi-
ness damages; lost profits, § 8.01-221.1,
was amended to read: “A party shall
not be deemed to have failed to prove
lost profits because the new or
unestablished business has no history
of profits.”®

Foreseeability

A third legal principle, foreseeability, is
applicable to contract claims.” Under
this principle, damages are recoverable
only if they are reasonably foreseeable
by the breaching party at the time a
contract was executed.”

DAUBERT CHALLENGES™

Challenges to Financial Experts”:

PricewaterhouseCoopers, LLC, conducted a survey of the reasons financial
experts were excluded and published a summary of its findings in “Daubert

In 2014, financial experts were most commonly excluded because their
testimony was not considered reliable...

V When excluding testimony due to a lack of reliability, courts most
frequently cited a lack of sufficient data or the use of methods that are
not generally accepted as reasons for exclusion.

ADMISSIBILITY OF

EXPERT OPINIONS

The Federal Rules of Evidence (FRE)

govern the admissibility of evidence at

civil and criminal trials in federal

courts. FRE Rule 702, Testimony by

Experts, sets forth the criteria the court

considers to determine admissibility of

an expert opinion:
If scientific, technical, or other spe-
cialized knowledge will assist the
trier of fact to understand the evi-
dence or to determine a fact in
issue, a witness qualified as an
expert by knowledge, skill, experience,
training, or education, may testify
thereto in the form of an opinion
or otherwise, if (1) the testimony is
based upon sulfficient facts or data,
(2) the testimony is the product of
reliable principles and methods,
and (3) the witness has applied the
principles and methods reliably to
the facts of the case [emphasis
added].”

The majority of states have adopted
evidence rules patterned after the FRE
for use in their courts.

The U.S. Supreme Court has
established additional guidelines for
the courts to consider in determining
the admissibility of expert opinions. In
Daubert v. Merrell Dow Pharmaceuticals,
the Supreme Court ruled that trial
judges must make a pre-trial determi-
nation of whether expert testimony
should be admitted. The Court out-
lined a two-prong structure to evaluate
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the admissibility of expert testimony:

1. Does the expert qualify in the stat-
ed field in accordance with the
FRE?

2. Is the proposed testimony scientif-
ic knowledge that will assist the
trier of fact?”

The court also established four factors

to consider:

1. Whether the theory can be (and
has been) tested

2. Whether the theory or technique
has been subjected to peer review
or publication

3. The theory’s potential rate of error

4. The theory’s general acceptance"

While the Daubert decision focused on
scientific experts, in Kumho Tire Co.,
Ltd. v. Carmichael, the Court ruled that
the Daubert requirements apply to all
expert witnesses.” See Sidebar above
for more information on Daubert chal-
lenges to financial experts.

PROFESSIONAL STANDARDS

In addition to any relevant legal
requirements affecting a testifying
expert, a CPA who is a member of the
American Institute of Certified Public
Accountants (AICPA) must also com-
ply with the AICPA Code of Profes-
sional Conduct in any role, including
when serving as a consultant or expert
witness in business litigation. Further,
the AICPA’s Statement on Standards for
Consulting Services, No. 1 (CS 100)
Continued on next page
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applies to all AICPA members who
provide consulting services, including
consulting or expert witness services in
business litigation.

If the scope of work includes val-
uation services, AICPA members must
also comply with the AICPA’s State-
ments on Standards for Valuation Services
(SSVS Section 100). State boards of
accountancy may also impose compli-
ance with AICPA standards on their
licensees even if they are not AICPA
members. Moreover, as discussed in
the AICPA’s Essentials of Forensic
Accounting, triers of fact in legal dis-
putes may essentially extend the Code
of Professional Conduct to any CPA in
a particular matter as a de facto stan-
dard for the expected conduct of CPAs
regardless of memberships or licens-
ing.'

ALTERNATIVE MEASURES OF
DAMAGES

Determining the appropriate measure
of damages in business litigation
depends upon the facts and circum-
stances (as well as applicable statutes).
The following three alternative harm
scenarios are discussed: temporary,
permanent, and temporary followed
by permanent.”

Temporary harm is depicted in
Table 1 at right. In this example, the
business had been profitable historical-
ly and was projected to be profitable in
the future. However, after being
harmed, the business experienced a
temporary decline in profitability
(from the date of harm to the ending
date of the damages period), before
resuming its normal level of expected
profitability. An appropriate measure
of damages might be lost profits,
which is calculated as the difference
between the projected profits "but for"
the harm and the actual profits during
the damages period.

Permanent harm is presented in
Table 2 at right. In this example, the
business also had been profitable his-
torically and was projected to be prof-
itable in the future. However, after
being harmed, it had permanent
decline in profitability from the date of

TABLE 1- TEMPORARY HARM

5 [
5 Projected Profits
"But For™ Harm
4
3
2
1
0
12/31/2012 12/31/2013 12/31/2014 12/31/2015  Year
Date of Date of Trial Ending Date of
Harm Damages
TABLE 2 - PERMANENT HARM
56
5 Projected Profits “But
For" Harm
7 \
3
2
1
0
12/31/2012 12/31/2013 12/31/2014 12/31/2015 Year
Dateof DateofTrial Ending Date of Damages -
Harm Continue into Perpetulty

harm into perpetuity. An appropriate
measure of damages might be the loss
in value calculated as the difference
between the value of the business
before the harm and the value of the
business after the harm.

The appropriate measure of
damages in which the business is ini-
tially temporarily harmed, but then
ceases operations, would be measured
using both lost profits and lost value.

Decemhber 2015/January 2016

Lost profits would be used to measure
damages for the period in which the
business is temporarily harmed, and
lost value would be used to measure
the permanent harm at the time opera-
tions cease.

DAMAGES PERIOD
The period of time over which dam-
ages are calculated typically begins on
Continued on next page
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TABLE 3 - QUANTIFYING DAMAGES— LOST PROFITS EX ANTE METHOD

the date of harm and ends on the date
the plaintiff would have been returned
to the position it otherwise would have
attained but for that harm. For exam-
ple, in a breach of contract claim, dam-
ages are generally projected to a point
at which the operations return to nor-
mal or over the remaining contract
term, if the contract term can be estab-
lished with reasonable certainty. Alter-
natively, if the loss in value is perma-
nent, the damages may be determined
based upon a projection of the lost eco-
nomic income into perpetuity.

MEASUREMENT DATE,
INFORMATION CONSIDERED,
AND DISCOUNT PERIOD

The measurement date for purposes of
calculating damages is typically the
date of harm or the date of trial." Once
the measurement date is determined, it
is then necessary to select the informa-
tion to be considered for purposes of
analysis and also to determine how
past and future damages will be val-
ued (i.e., consideration of the time
value of money). As discussed in The
Comprehensive Guide to Lost Profits and
Other Commercial Damages, there are
two primary approaches that are used
in practice: ex ante and ex post.” The dif-
ferences between the ex ante and ex post
approaches consist of three key ele-
ments:

1) Effective measurement date

2) The information to be considered

3) The discount period

In applying an ex ante approach, the
date of initial harm is selected as the
measurement date. The damages peri-
od begins on the date of harm and
ends on the date the harm ceases. Only
the information that is known or rea-
sonably knowable as of the date of
harm is considered for purposes of the
analysis and subsequent events are
irrelevant. All lost profits (both past
and future) are discounted back to the
date of harm. Prejudgment interest for
the period between the date of harm
and date of trial is then added to the
present value of the damages. Table 3
illustrates the application of the ex ante
approach.

1213172012 12312013

Date of Harm

et

Measurement Date

Projucgment intarsst

Applicabie 1o all damages

12312014 121312015

Date of Trial Ending Date of

Damages

Discount Period

TABLE 4 - QUANTIFYING DAMAGES— LOST PROFITS EX POST METHOD

12/31/2012 12/31/2013

Date of Harm

#‘

Date of Trial
Measurement Date

Damages Period
Information Considered

Projudgment Inerest

Applicable to
Damages Before Trial

12/31/2014 12/31/2015

Ending Date of
Damages

Applicable to
Damages After Trial

In applying the ex post approach,
the date of trial is selected as the meas-
urement date. The damages period
begins on the date of harm and ends on
the date the harm ceases. All informa-
tion that is known or reasonably know-
able as of the date of trial is considered
for purposes of the analysis (subse-
quent events after the date of harm are
considered). Damages between the
date of harm and date of trial (past
damages) are not discounted. Prejudg-
ment interest for the period between
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the date of harm and date of trial are
added to these past damages. Any
future damages after the date of trial
are discounted back to a present value
as of the date of trial. Table 4 illustrates
the application of the ex post approach.

Proponents of the ex ante
approach note that it properly consid-
ers risk in that it measures damages at
the date of the harm based on the infor-
mation known or knowable at that
point in time, and this value reflects
Continued on next page
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the expected risk of achieving future
income. This approach results in mak-
ing the plaintiff whole based on the cir-
cumstances that existed as of the date
of harm. Alternatively, the ex post
approach assumes a certain outcome
as it considers information subsequent
to the date of harm. This approach
results in making the plaintiff whole
based on the circumstances that exist-
ed as of the date of trial.®

The differences in outcomes that
may be obtained using the ex ante and
ex post approaches are illustrated in a
1990 article, “Janis Joplin’s Yearbook
and the Theory of Damages.”” The
article presents a hypothetical case
involving the theft of a high school
yearbook that cost $5. The yearbook
was signed on graduation day by Janis
Joplin, who later became a famous rock
star. Sometime after this date, but
before Joplin became famous, a thief
stole the yearbook. After Joplin became
famous, her signature was worth
$1,000 to collectors. The theft was dis-
covered and the original owner of the
yearbook sued the thief for damages.
At issue is whether the damages
should be based on the value of the
yearbook at: 1) the date of theft (ex
ante) — $5, or 2) the date of the trial (ex
post) — $1,000. The article proposes
that making a plaintiff whole means
making it whole as of the date of harm,
which ignores hindsight and takes into
account uncertainty, and adding to this
amount the time value of money.

An alternative view was
expressed by the Supreme Court in
Sinclair Ref. Co. v. Jenkins Petroleum Co.
In this case, the U.S. Supreme Court
advocated an ex post approach with
respect to the information to be consid-
ered, noting that all available evidence
comprised a “Book of Wisdom” that
should be evaluated in reaching a deci-
sion:

At times the only evidence avail-
able may be that supplied by testi-
mony of experts as to the state of
the art, the character of the
improvement, and the probable
increase of efficiency or savings of
expense.... This will generally be
the case if the trial follows quickly

Franklin M. Fisher and R. Craig Romaine, in their 1990 article “Janis Joplin’s Yearbook
and the Theory of Damages,” examine a hypothetical case that questions whether
damages should be based on the value of a yearbook at:

1) the date of theft (ex ante) — $5, or 2) the date of the trial (ex post) — $1,000.

after the issue of the patent. But a
different situation is presented if
years have gone by before the evi-
dence is offered. Experience is then
available to correct uncertain
prophecy. Here is a book of wis-
dom that courts may not neglect.
We find no rule of law that sets a
clasp upon its pages, and forbids
us to look within.”

Some experts have adopted a hybrid
approach that blends aspects of both
the ex ante and ex post approaches. The
hybrid approach is similar to an ex ante
approach with respect to the measure-
ment date, the damages period, dis-
counting, and calculation of prejudg-
ment interest. However, it is similar to
the ex post approach with respect to the
information considered. Ultimately,
the selection of the appropriate
approach for measuring damages is a
legal matter, and the expert should
seek guidance from the attorney
regarding applicable statutes or case
law.

CALCULATING LOST PROFITS

The approach for calculating lost prof-

its damages involves three steps:

1. Forecast the revenues the plaintiff
would have earned but for the harm

2. Estimate the incremental (avoided)
costs related to the estimated rev-
enues
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3. Calculate the difference between the
estimated profits and actual profits

The costs that should be deducted
from lost revenues to derive lost prof-
its are incremental or avoided costs.
These costs represent those expenses
that would have been incurred in con-
nection with the generation of the lost
revenues but, because of the harm,
were not incurred (or avoided). Incre-
mental costs include variable costs,
and may also include certain fixed
costs (e.g., those costs incurred to
expand production capacity in order to
attain projected revenues but for the
harm).

DISCOUNT RATE

The discount rate is a factor used to

calculate the present value of future

damages such as lost profits as of the
measurement date. “The Comprehen-
sive Guide to Lost Profits and Other

Commercial Damages” presents three

alternative types of discount rates:

1. Safe rate: Rate of return on a safe
investment, determined as a mat-
ter of law (e.g., a U.S. Treasury
security)

2. Investment rate: Rate earned from
investing the damages in some
type of investment

3. Risk-based rate: Rate equivalent to
the risk the plaintiff would have
incurred had it actually received
the damages®

Continued on next page
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Q&A Guide to Financial Valuation

“If one could consult a thought
leader in the profession, surely
the names of Jim Hitchner,
Shannon Pratt, and Jay Fishman
would be on everyone’s short list.
Moreover, to have agreement on
the answer would be even better!”

— HAROLD G. MARTIN, JR.,
CPA/ABV/CFF, ASA, CFE
Partner-in-Charge of Valuation
and Forensic Services, Keiter
Richmond, VA

“I highly recommend this book
for individuals who want a better
or more in-depth understanding
of the valuation process and
methodology.”
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Managing Member, Saltzman, LLC
President, NACVA

Denver, CO

“This new work by three of the
profession’s top thought leaders
will provide insight and clarity in
many areas to anyone within our
profession. Based on my technical
review, | found it a great addition
to my BV bookshelf.”

— RONALD L. SEIGNEUR,

CPA/ABV/CFF, ASA, CVA, CGMA
Managing Partner,

Seigneur Gustafson LLP

Denver, CO
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TAXES AND DAMAGES

Lost profits are generally taxable as
ordinary income to the party to whom
damages are paid. This is true for
either a legal judgment or settlement.
Consequently, lost profits should be
prepared on a pre-tax basis.

PREJUDGMENT INTEREST

Many jurisdictions provide that a
plaintiff should be compensated with
interest on lost profits from the date of
harm to the date of trial. This type of
interest is referred to as “prejudgment
interest.” The applicable rate and type
(e.g., simple versus compound) is typi-
cally defined by statute.

SUMMARY

The ultimate objective of the CPA
expert is to assist the trier of fact in
understanding the evidence. In busi-
ness litigation, the opinion expressed
by the expert who demonstrates an
understanding of, and conducts his
work in accordance with, the legal
principles, professional standards, and
concepts applicable to economic dam-
ages will be perceived by the court as
more credible. Consequently, his or her
testimony may be given more weight
by the court in reaching a final deci-
sion. s

Reprinted with permission from the
Virginia Society of Certified Public
Accountants (VSCPA).

I wish to thank the following profes-
sional colleagues for reviewing this
article and providing their insights: R.
James Alerding of Alerding Consult-
ing, LLC, Neil J. Beaton of Alverez &
Marsal Valuation Services, Kristopher
J. Boushie of NERA Economic Consult-
ing, Dr. Michael A. Crain of The Finan-
cial Consulting Group, and James R.
Hitchner of Financial Valuation Advi-
sors.
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