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1. INTRODUCTION

Once liability on the pat of the defendant is edstablished, the court will consder evidence with
repect to the economic loss dleged to have been suffered by the plaintiff as a consequence of
the defendant’ s wrong-doing.

While damages can be divided into two broad categories, (@) compensatory and (b) other, in-
cluding exemplary, or punitive, damages, this paper will address the quantification of compent
satory, or economic, damages clamed by a plantiff where breach of contract or tortious conduct
by the defendant is aleged. References will be made to both Canadian and American
jurisprudence.

A budness vduator retained as an expat to quantify economic damages will rey on counsd
with respect to the relevant recovery theory, more specificdly, (@ the theory under which
damages are being claimed, (b) the requisite measure of damages and (c) the underlying facts.

Accordingly, the expet must (8) have a proper underganding of the legd issues (liability and
damage quantification), (b) quantify only those damages which result from the breach of contract
or tortious conduct (“factua causation” as opposed to proximate or legd causation % the latter
being for legd counsd to edablish) and (¢) exercise reasoned judgment in andyzing and
quantifying the plantiff’s economic loss. The expet will review the various heads of damages
with counsedl to ensure that there is a datutory, contractud or other legd bass for each
compensable element.

* Of Wise, Blackman, Business Valuators and Forensic Accountants. Mr. Wise is author of Financial
Litigation — Quantifying Business Damages and Values, Canadian Institute of Chartered Accountants
(loose-leaf service) and co-author of Introduction to I nvestigative and Forensic Accounting Practice | ssues,
CICA (1995).
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The quantification of economic damages may involve (8) delermining the loss in vaue of the
plantiff's busness which was adversdy affected by the dleged acts of the defendant, (b) de-
termining the plaintiff’'s loss of profits caused by defendant’'s conduct, or (¢) oth. Depending on
whether the defendant is lidble in a breach-of-contract clam or tort, the plantiff's logt profits
may be past, present and/or future.

In damage quantification, except in dtuations where a busness is totaly destroyed because of
the illegd conduct of the defendant!, it is generaly unnecessary to vaue the entire entity; per-
haps only a divison or department must be vaued. The vauation will be as of the point in time
immediaidy preceding the dleged wrongful, damaging conduct of the defendant. In other
dgtuations, paticularly with respect to intellectud-property infringement clams or congruction
cdams (see beow), the vauation exercise might be limited to a single product, product line or
project.

Vduing a busness as a going-concern or quantifying logt profits both involve (8 determining a
representative level of economic income and (b) converting that stream of income into a capitd
sum by gpplying a capitdization factor or discount factor.

A fundamentd difference between a business vauation for commerciad or fisca purposes and a
logt-profits quantification is that, in busness vduation, hindsght is inadmissble  However, in
quantifying damages, the underlying basis of the damage cdam may very wdl be the plantiff's
busness plan and/or projections. That is, if the budness plan and/or projections is/are credible,
they would be a key source of information for quantifying the logt profits particulaly if the
plantiff higoricaly had a good track record in making projections. In busness vauation, while
vaueis prospective, the firm's projections are only one of numerous factors

In vauaions for commercid or fisca purposes, the two fundamenta components of busness
value are (a) the current fair market values of the net tangible assets of the enterprise and (b) the
firm's intangible vdue. Typicdly, a busness is worth what it can earn. Where profits are fore-
gone by the plantiff as a result of defendant’s illegd conduct, the business vauator will focus on
the incremental profits lost by the plaintiff rather than on the plaintiff’ s busness asawhole.

It is beyond the scope of this paper to address the myriad issues which arise in the quantification
of damages. Each type of litigation has its avn specific set of factors and issues. For example,
the condderations which typicdly surface in securities litigation are totally different from those
aigng in condruction dams minority-shareholder remedies, busness interference, antitrug,
product liability, persond injury and so forth. My paper will identify the criticd areas in quanti-
fying economic losses when defendant’s ligbility has been edtablished rdative to contract and
tort.
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2. DAMAGES: BREACH OF CONTRACT vs. TORT

Where an award is made to a plaintiff because defendant was in breach of contract, plantiff is
entitled to be placed in the same position had the contract been honoured®.  In tort, the intention
is to place the plaintiff in the podtion he or she would have been had the tort not been
committed.

In contract, there can be excluson or disclamer clauses which may limit the defendant’'s expo-
aure in a damage dam. In tort dams, such limits would not apply unless the parties have ex-
presdy agreed to limit or waive tort lidbility. Damages recoverable in tort are usudly broader
than those recoverable in contract, as there are more avallable categories of damages which a
court may see as reasonably foreseesble.

As breach of contract law is intended to put the plaintiff in the postion he or she would have
been had the contract been honoured by the defendant, the court must consder what benefits
would be viewed as reasonably accruing to the plaintiff had the contract been performed:

“It is the general intention of the law that, in giving damages for breach of contract, the
party complaining should, so far as it can be done by money, be placed in the same
position as he would have been in if the contract had been performed ... . That is a

ruling principle. Itis a just principle.”4

Although both breach of contract and tort actions seek compensatory damages, they do not share
an identica standard for such damages. One author has expressed this as follows:

“The primary aim in measuring damages is compensation, and this contemplates that
the damages for a tort should place the injured person as nearly as possible in the
condition he would have occupied if the wrong had not occurred, and that the dam-
ages for breach of contract should place the plaintiff in the position he would be in if
the contract had been fulfilled.’

Lord Blackburn stated in Livingstone v. Rawyards Coal Co.°:

“l do not think that there is any difference of opinion as to its being a general rule that,
where any injury is to be compensated by damages, in settling the sum of money to
be given for payment of damages you should as nearly as possible get that sum of
money which will put the plaintiff who has been injured, or who has suffered, in the
same position as he would have been in if he not sustained the wrong for which he is
now getting his compensation or reparation.”
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In the Murano decison (outlined below), the court found that the causes of the plantiffs loss
were not the breach of contract, but the torts of trespass and conversion by the receiver.”

Recovery of damages for lost profitsis subject to certain basislegd requirements:

@ The damages must be proximately caused by the wrongful conduct of the defendant.
(b) The damages must be proven with “reasonably certainty”.

A plantiff is entitted to recover damages which can reasonably be attributed to defendant’s
breach of contract. The damages cannot be speculative, remote or unreasonable. The basic prin-
ciple is that defendant is not ligble for losses which were not, or could not have been, reasonably
contemplated or foreseen as of the date of the contract. ®

Once causation has been established as to the fact that there were damages incurred, there is less
certainty required as to proving the quantum of damages. That is, the fact that there were dam
ages must be proven; the quantum of damages may be determined with reasonable certainty
only.®

There are a number of Canadian and U.S. cases deding with “reasonable certainty”. The courts
in both countries have ruled that the requirement that damages be reasonably certain does not
mean absolute certainty or mathematical certainty.

The Supreme Court of Canada dtated: “Damages for lost profits need not be reduced to
mathematical certainty.”*°

The U.S. courts take the same position with respect to the “reasonable certainty” rule:

“The second requirement, that damages be reasonably certain, does not require ab-
solute certainty. Damages resulting from the loss of future profits are often an ap-
proximation. The law does not require that they be determined with mathematical
precision. It requires only that damages be capable of measurement based upon

known reliable factors without undue speculation ... « 11

The court, in M&R Contractors & Builders v. Michael'?, a Maryland case, summarized the
“reasonable certainty” rule asfollows:

“Courts have modified the ‘certainty’ rule into a more flexible one of ‘reasonable cer-
tainty”. In such instances, recovery may often be based on opinion evidence, in the
legal sense of that term, from which liberal inferences may be drawn. Generally, proof
of actual or even estimated costs is all that is required with certainty. Some of the
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modifications which have been aimed at avoiding the harsh requirements of the ‘cer-
tainty’ rule include: (a) if the fact of damage is proven with certainty, the extent or the
amount thereof may be left to reasonable inference; (b) where a defendant’'s wrong
has caused the difficulty of proving damage, he cannot complain of the resulting un-
certainty; (c) mere difficulty in ascertaining the amount of damage is rot fatal; (d)
mathematical precision in fixing the exact amount is not required; (e) it is sufficient if
the best evidence of the damage which is available is produced; and (f) the plaintiff is
entitled to recover the value of his contract as measured by the value of his profits.”

In Sott v. Johnston'®, a California case, the court stated:

“[Ilt appears to be the general rule that while a plaintiff must show with reasonable
certainty that he has suffered damages by reason of the wrongful act of defendant,
once the cause and existence of damages have been so established, recovery will not
be denied because the damages are difficult of ascertainment.”™

In Bonelli v. Volkswagen of America, Inc.'®, aMichigan case, the court stated:

For a plaintiff to be entitled to damages for lost profits, the losses must be subject to a
reasonable degree of certainty and cannot be based solely on mere conjecture or
speculation; however, mathematical certainty is not required, and even where lost
profits are difficult to calculate and are speculative to some degree, they are still
allowed as a loss item.

3. CONTRACT LITIGATION

Contract litigation is generdly divided among cases involving (8) sdes, (b) breach of warranty
and (c) other contract cases. Sales cases relate to buyer's logt profits or sdler’s logt profits.
Breach-of-warranty cases are divided between express warranties and implied warranties. Other
contract cases include exclusve agency, franchise, didributorship agreements, congruction
contracts, contracts to render services, covenants not to compete, leases, etc.

The basic legd principles which gpply in the cdculation of compensatory damages arisng from
breach of contract are:

> Expectation Interest % Compensation for the loss of benefit that would otherwise have
accrued to plaintiff had the contract been carried out by the parties (e.g., loss of profits).
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> Reliance Interest % Compensation for wasted expenditure incurred by plaintiff in
relying on defendant’ s promise to perform (e.g., start-up costs, assembly costs).
> Restitution Interest % Redtitution for those benefits plaintiff had conferred on defendant

in reliance of the latter’ s promise to perform (e.g., advances made).

As a plaintiff is entitled to be placed in the postion he or she would have been had the defendant
performed under the contract, the measurement of damages in respect of the plantiff's expecta
tion interest is the expected profit which would have been reasonably anticipated from the per-
formance of the contract. Accordingly, the plaintiff must show that (@) there was a loss of profits
and (b) the measurement of these lost profits has been determined with reasonable certainty. If a
busness or an asst has diminished in vaue, the plantiff must edtablish with reasonable cer-
tanty the amount of the reduction. This rule is subject to the qudification that the extent of the
losses may depend on whether the plaintiff took steps to mitigate the dameges.®

If the plaintiff has earned income because of having entered into a subgtitute contract, the income
must be applied againg the lost profits if it can be demonsrated by the defendant that the income
could not have been generated “but for” the breach.!’ If lost profits are not to be offset by other
income, the plantiff must show tha he or she would have been ale to earn the other income in
addition to that which was expected from the contract had it been carried out by defendant. In
wrongful dismissd cases, however, other income must be offset againg the employee’ s damages,
because the employee would not have been able to earn such other income. But where a
businessisinvolved, it may well be able to earn other income in addition to the lost profits.

3.1 Damage Date

The firs step in the damage quantification process is for the vauator to ascertain the effective
quantification date. There are four possble dates a court may choose for assessng damages for
breach of contract:

@ The date of the contract;

(b) The date of the breach;

(© The date of thetrid (or, if gpplicable, the date of the reference); and
(d) A date between the breach and the trid.

The effective quantification date chosen by the court generdly depends on the particular facts of
the case™. Such facts may incdlude, for example, the purpose for which the cortract was con
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cluded, the ypes of goods or services under the contract and the ability of the plaintiff to miti-
gate damages. The courts have exercised discretion in their attempt to be fair. *° There are vaid
aguments in favour of the date-of-breach rule as well as for the date-of-judgment rule?® For
example, the effective date may be sgnificant where the breach of contract occurred in respect of
the sdglof red estae where the property vaue had sgnificantly changed since the date of the
breach.

The Quebec Court of Appeal in Golden Eagle Canada Ltd. v. Ray Gas Bar Inc.??, a case involv-
ing damages for lost profits, decided that what actually had occurred since the breach date was
the best proof.

The vauator must be guided by the attorney as to the effective date of damage assessment.

In tort cdams, insofar as foreseedbility is rdlevant, the materid time is when the tort was
committed.

3.2 Loss of What Profits?

In quantifying damages for logt profits, it is the loss of net profits (generdly before income
taxes). Depending on the circumdances, “net profits’ may be interpreted differently. For
example, can the term mean “net profit before owner's remuneration” or “net profit before non

recurring expenses’?

It is dso important to avoid “double-counting”. Plantiff will not be entitted to double the re-
covery which might be avalable if the appropriate expenses are not deducted. For example, if
extra space had been leased in contemplation of the contract being performed, plantiff may be
entitted to cdam from defendant the “wasted” rent; however, in cdculaiing plantiff's loss of
profits, such rent must be deducted. Smilaly, if plantiff is daming loss of remuneraion as
wel as logt profits, the amount of remuneration must be deducted from the future lost profits
cacuation.

The various types of damages in contract law include genera, consequentia, nomina, liquidated
and punitive damages. For generd and consequentid damages (i.e, expectation interest, rei-
ance interest and reditution interet — see Section 3 above), the concept of “reasonable
certainty”, referred to earlier, isakey factor.
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4. TORT LITIGATION

These types of cases ae generdly categorized among (8) negligence, (b) intentiond torts and
(c) drict ligaility in torts:

> Negligence includes cases involving persond injury, property damage, etc.

> Intentional torts include (i) fraud, (ii) interference with a contract, (iii) busness inter-
ference, (iv) converson, (v) defamation, (vi) nuisance and (vii) unfair competition.

> Strict liability in tort is generdly limited to physica harm to a user or consumer caused
by the vendor’ s product.

The numbers of cases involving tort causes of action have incressed subgantidly, with a
ggnificant risein the daims for logt profits damages.

There are two categories of lossesin tort:

> Positive Losses % Haintiff is entitted to compensation to the extent that his or her
existing assets have been diminished by expensesincurred or by a change of postion.

> Consequential Losses % Haintiff is entitled to compensation for having been deprived
of the advantage, profits and earnings that would have been redized had the tort not
been committed.

As with contract damages, the concepts of “causation” and “remoteness’ play a significant ole.
Paintiff has the burden of proof that defendant's acts caused the damages. In tort, foreseeability
is judged a the time the tortious act is committed, whereas in contract it must be foreseegble at
the date the contract is made, not when it is breached. However, the Supreme Court of Canada,
in Laurentide Motels v. Beauport (City), [1989] 1 SCR 705, at 829, held that this rule is not
absolute and is subject to exceptions:

“ ... an estimate of future damages is made on the basis of predictions or extrapola-
tions, methods which necessarily involve some uncertainty. If instead of such projec-
tions it is possible to establish the loss actually suffered, there can be no better
evidence.”

The plaintiff's dleged loss can take many forms.  Generdly, the plaintiff seeks reasonably fore-
seeable, “but-for” logt profits of the business or property, as well as out-of-pocket costs. In other
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words, “but for” the dleged acts of the defendant, the plaintiff had anticipated redizing
reasonably foreseeable profits.

There are three types of economic damages to be calculated:

> General Damages % Generad damages include economic losses which the plaintiff has
not yet susained (such as future loss of income) and intangible clams for pain and
auffering (consequentid losses).

> Soecial Damages ¥ Specid damages include the actua out-of-pocket disbursements
incurred, and loss of income suffered, by or on behdf of a plaintiff up to the time of the
trid (pogtive losses).

> Other Damages % These include loss, injury, or damage to, property arisng from
negligence and damages in persond injury daims (induding fadity).

5. RECOVERY OF DAMAGES FOR LOST PROFITS
51 Established Business vs. Unestablished Business
511 Established Business

Quantifying logt profits is much eeser if the plantiff has been in busness for a number of years
and has a proven track record of profits. The plaintiff's experience either before or after may
help demongrate that the profits could have been earned and would thereby remove the specula-
tive character as to the future business profits of the busness. There must be more than pure
conjecture; there must be some form of credible evidence which will support the lost profits so
cdculated. In some cases the plaintiff may be able to satisfy the court that he/she had operated a
amilar business previoudy a some other location and that such past experience, when compared
with the subject busness in respect of which the damages are being damed, is sufficently
comparable (teking into account relevant adjusments and condderations). Where the plaintiff
can satisfy the court that, as an operator of the business, he or she demonstrated a successful
track record as a business person running such an operation, the court may accept the clam for
damages for logt profits,

5.1.2  Unestablished Business (“New-Business Rule”)

Because of the uncertainty surrounding the future of an unestablished business (as opposed, for
example, to a mature business with a track record), courts years ago generaly did not award loss
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of profits resulting from a breach of contract relating to such a busness. This is because it was
fdt that prospective profits were too uncertain, contingent or speculative. However, because of
the increesing acceptance by the courts of expert testimony and credible projections, particularly
if the plantiff can show experienced stewardship, such cdlams are often admitted. Nonethdess,
there must be strong proof. In Fera v. Village Plaza, Inc.?3, the Michigan Supreme Court stated:

“These cases and others since should not be read as stating a rule of law which pre-
vents every new business from recovering anticipated lost profits for breach of con-

tract. The rule is merely an application of the doctrine that [in] order to be entitled to a
verdict, or a judgment, for damages for breach of contract, the plaintiff must lay a
basis for a reasonable estimate of the extent of his harm, measured in money.”

In an earlier case, Barbier v. Barry?*, the court stated that a new business will not be denied
recovery of damages for logt profits merely becauseit is not an established business.

In Sandard Machines Co. v. Duncan Shaw Co.?°, the court stated:

. it may well be that estimates of the future profits of a business which has just
been started, or one which has only recently been launched, are likely to be much too
speculative to afford an adequate basis for an award of damages. ... but we do not

think [this] proposition is necessarily always true. Thus as we see it a sharp line of
distinction should not be drawn between old and new businesses, but recourse should
be had in both situations to the basic question whether a prospective loss of net
profits has been shown with reasonable certainty ... ".

In aHawaii case, Chung v. Kaonohi Center Co.2°, the court expressed this concept as follows:

“In our opinion, it would be grossly unfair to deny a plaintiff meaningful recovery for
lack of sufficient ‘track record’ where the plaintiff has been prevented from establishing
such a record by defendant’s actions. Thus we hold that where a plaintiff can show
future profits in a new or unestablished business with reasonably certainty, damages
for loss of such profits may be awarded.”

While courts in the U.S. and Canada generdly adlow damages for logt profits of an unestablished
business provided they can be proven with ressonable certainty,?’ cases distinguish between (a) a
new business and (b) anew product or new venture of an existing business.

While it is more difficult to meet the dandard of “reasonable certainty” where there is no past
higory of profits (say in a dart-up operation), the courts in both countries will often make an
award provided that the quantification does not involve speculation.
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The Murano Decision

In Murano et al v. Bank of Montreal and Peat Marwick Thorne® Mr. Justice Adams of the
Ontario Court of Judtice devoted nearly 50 pages of his judgment addressng the issues reating
to business losses, including those regarding unestablished businesses. He had to ded with the
issues of causation, foreseegbility and certainty. He referred extensvely to both United States
and Canadian case law.

In Murano, the plaintiffs which operated a chain or retal home-video rentd Sores in the
Province of Ontario, dleged that the Bank of Montred destroyed their businesses by faling to
give ressonable notice of demand for repayment of loans and by immediady appointing a
recelver, Peat Marwick Thorne, over financidly drategic assets More specificdly, the plaintiffs
sued because (1) the receiver took possession d the plaintiffs stores and (2) the bank breached
its duty of confidence.

Murano had been operating four retall home-video renta stores in Ontario under the trade name,
“BANDITO VIDEO” (“Hilton Divison”), and was just in the process of closing one retail outlet.

Murano had aso just opened five other stores under the trade name “Top 30" and negotiated
leases for a further seven stores to be opened later in the year. There were dso plans to open
more than seventy Tor 30 stores over the following four years.

In addition, just one month before the bank’s aleged actions, the plaintiff had agreed to purchase
the companies which owned and operated BANDITO VIDEO’S 8 corporate stores and 44 franchised
dores (“Bandito Video Divison”). This transaction was to close a month following the bank’s
gopointment of a receiver. At the time, BANDITO VIDEO was one of the largest video-rentd chain
store operationsin Canada.

Murano clamed that the bank’s actions in saizing the Hilton Divison destroyed that division and
prevented the BANDITO VIDEO transaction and the Top 30 trade initiatives from being carried out,
in tha the owner of the Bandito Video Divison (Mr. Glenn) would not go through with the
transaction in light of the receivership, nor would a lender advance funds for the required down
paymen.

Mr. Justice Adams, referring to the American jurisprudence, noted that: “ ... where expert evi-
dence is tendered and the entrepreneur has a track-record, it may be possible to assess damages
with the required certanty: Harsha v. State Savings Bank, 346 N.W. 2d 791 (lowa S.C. 1984) at
pp. 798-99".

Thetria judge aso referred to a decision of the Court of Appedls of South Carolina®®:

“If the fact of damages is established, the law does not require the amount of damage
to be proven with mathematical certainty; damages may be recovered if there is evi-
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dence upon which a reasonable assessment of the loss can be made. The estimation
of damages, however, cannot be based on conjecture or speculation; it must pass the
realm of opinion not founded on the facts and must rest on evidence from which a
reasonable accurate conclusion regarding the amount of loss can be logically and ra-
tionally drawn. There must be a certain standard or fixed method by which the loss
may be estimated with a fair degree of accuracy.”

With respect to projected lost profits Justice Adams referred to the U.S. and Canadian

jurisprudence:

“In assessing the reliability of projected future profits, a record of past earnings will
obviously increase the certainty of such a prediction. However, a lack of evidence of
past earnings does not automatically preclude a new business from recovering for lost
profits. Rather, a new business must be allowed to prove lost profits to a reasonable
level of certainty by expert testimony, by evidence of actual profits of similar busi-
nesses, by evidence of proven managerial experience and expertise, and by evidence
of subsequent earnings if such evidence is available. Nevertheless, damages should
not be awarded for lost profits which are entirely speculative and uncertain. See Al
Edwards v. Container Craft Carton and Paper Supply Company, 327 P. 2d 622 (Calif.
Dist. Ctr. App. 1958) and Cooke Associates Inc. v. Warnick et al, 664 P. 2d 1161 (Utah
Sup. Ct. 1983). But once a defendant has been shown to have caused a loss, liability
should not be escaped because the amount of the loss cannot be proven with preci-
sion. Consequently, the reasonable level of certainty required to establish ‘the
amount’ of the loss is generally lower than that required to establish ‘the fact or cause
of a loss’. See Cooke Associates v. Warnick, supra, at p. 156 and Bradshaw
Construction Ltd. v. Bank of Nova Scotia [[1993] 1 W.W.R. 596 (B.C.C.A.) at 612-13].”

With respect to foreseeability, the judge commented as follows:

“ ... | am satisfied that those business losses were reasonably foreseeable at the time
of contracting. The Bank sought and obtained comprehensive information from
Murano and GlennC about their business activities before deciding to contract with
them. The Bank was aware that Murano was an active entrepreneur with several
other ventures. At all times, the Bank would be alive to the devastating impact a re-
ceivership has on a debtor's ongoing financial credibility. At all times, the Bank would
also know that the adverse impact of a receivership would be magnified if it became
known that the debtor could not be trusted and was generally in a desperate financial
situation.”

Refarring to a portion of a United Kingdom decison, Monarch Steamship Company v. A/B

Karlshamns Oljefabriker, [1949] 1 All ER 1 (House of Lords), Justice Adams then stated:
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“ ... [I]t was reasonably foreseeable at the time the parties contracted that these kinds
of breaches could destroy Murano’s business and produce losses of the order estab-
lished. From what the Bank knew about Murano at the time they entered into dealings
with him, | am satisfied that neither the existence of loss nor the extent of loss was
unforeseeable. As well, since the plaintiffs have made joint claims in tort and contract,
the difference in the time at which foreseeability is to be assessed in tort and contract
claim is not material.”

Mr. Jugtice Adams concluded that he found “the losses established to be reasonably foreseeable
in both contract and tort and caused by the defendants wrongful actions’.

6. DAMAGES FOR LOST PROFITS % METHODOLOGY

The drcumdgances surrounding the particular cam for recovery of dameges will determine the
gpecific type of dam which is filed, whether it be n respect of breach of contract, loss of bus-
ness opportunity, business interference, etc. Damages for logt profits are recoverable only to the
extent that the breach or tort, as the case may be, was the proximate cause of the loss, the burden
of proof being on the plaintiff. While the plantiff's burden is to present the best possble evi-
dence, the courts in both Canada and the U.S. recognize that damages for lost profits cannot be,
nor must they be, proven with absolute precison.

In attempting to prove the quantum of logt profits, the plantiff must present and support a
reasonable basis for the calculation of damages.

Whatever type of clam is made (except for breach of contract, which may be subject to certain
provisons within the contract itsdf, induding liquidated damages), most logt-profits
determinations are based on one of the following three approaches:

(@D} The Before-and-After Approach
2 The Y ardstick (Comparable) Approach
(3) The Sales Projection (“But For”) Approach.

6.1 Before-and-After Approach

Of te three gpproaches, this approach is generaly best suited to a business having an established
pattern of activity or track record. It compares actua (affected) activity to normdized “but for”
activity. Applying this method, the plaintiff’'s “but for” profit during the affected period (damage
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period) is estimated based on (a) normalized actud results attained prior to the defendant’'s a-
leged dameging acts and (b) normdized actud results after the effects of the sad acts have
subsded. The plantiff’'s actua results during the damage period are then compared to the pre-
and post-damage period results, as appropriate, consdering seasona and other externd factors.
This method depends on the expert's ability to establish and support a proven historica track
record of the plaintiff so that the pre-damage period and/or post-damage period can serve as
benchmarks. As noted, the andyss must include consderation of factors such as seasondity
(e.g., the damage period being in December for a maor dpartment store), as well as unusua or
non-recurring factors, including competitive effects, if applicable.  Often, in practice, only the
“before period” or the “after period” is available for purposes of predicting the “but for” results
of the plaintiff during the affected period (damage period).

To the extent that past operating activity can be used for purposes of making projections, any
assumptions used in the projections must be reasonable.  Reasonable and objective tedts,
however, should be gpplied to corroborate the projections, to the extent possible. For example, if
the plantiff dleges that the damage period reflects the loss of customers due to the damaging
conduct of the defendant, the projections (“but for” the defendant’s acts) should be tested by
actudly atempting to identify customers who, in fact, discontinued purchasng merchandise
from the plaintiff (assuming such customers would be prepared to tedify at trid). This may hep
convince the court that there is less conjecture or speculation (often percelved vis-a-vis the
projections) and bring some practicd redity to the damages quantification.

6.2 Yardstick (Comparable) Approach

This gpproach is sometimes suitable when the plaintiff does not have a long enough period to
prove a higtoricd financia track record for the business, but the relevant marketplace is mature.

Applying this method, the plaintiff’s profits during the damage period are compared to results of
gmila companies or to indusry peformance. The difficulty with this method lies in (9
properly identifying subgtantidly smilar  companies (“guiddine companies’), businesses or
indudries which would serve as meaningful “comps’ and (b) demondrating tha the profits
cdamed by plantiff are comparable to the profits gererated by those “comps’. This is Smilar to
the problem in vauing companies when adopting the market approach, viz, in finding other
companies in the same business to be used as guideline companies for purposes of vauing the
subject. A high degree of subjectivity and judgement is involved in sdecting companies having
meaningful and objective data for developing valuation ratios to apply®! vis-a-vis the plantiff.

In applying the yardstick method, it is necessary to obtain and andyze financid and operdaing
data on the guideline companies, as avallable. Corsderation is dso given to adjusments to the
finandad daa of the plantiff and the guiddine companies to minimize the differences in
accounting trestments when such differences are sgnificant.  Unusua or non-recurring items are
also analyzed and adjusted as appropriate.
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In certain cases, a comparable, but unaffected, divison or branch of the plantiff, itsdf, may
provide the necessary benchmark. For example, a plaintiff operating a chain of retail stores may,
if one of the stores has been injurioudy affected, consder the operations of one of its other
branches, assuming such other branch has smilar characteridtics, including, among other things,
gze, demographics, location, competitive environment, floor space, smilar paking facilities,
etc. Insuch acase, regresson analyss may prove useful.

In addition to the problems of finding appropriate and reliable comparables, the vauator must
adso consder, as gppropricte, any effects of market podtion or even monopoly or oligopoly.
There can be mgjor differences among industry participants.

6.2.1  Regression Analysis

This technique is being usad with increesing frequency in financid litigation in order to meke
forecasts/predictions concerning future events®>  Conceptudly, regresson andyss is a time-
series method which measures the extent to which one set of data (e.g., the historicd sdes of a
retail store) depends upon, or is influenced by, another (eg., total retall sdes in a geographic
aed). The regresson modd will initidly establish the leve of corrdaion exiding between the
two sats of data and then determine the accuracy of using such information to predict future
events (eg., forecasting future sdes of the retall store based on tota retail sdes in a geographic
aed). In this manner, regresson andyss can be more precise than other time-series methods
(eg., percentage change, trend or grgph andyss) due to its ability to quantify the reiability of
the forecast with statistical accuracy, which is not the case with other time-series methods.®®

6.3 Sales Projections (“But For”) Approach

Adopting this approach, a modd is created for the damaged business, based on assumptions as to
how the plaintiff would have performed but for the adverse effects of the defendant’s aleged
wrong-doing.  Accordingly, plaintiff’s projected sdes and profits are estimated during the dam-
age period based on such assumptions. These “but for” results are then compared to the actua
results of the plaintiff during the damage period.

Because this methodology requires the cregtion of an economic modd which includes sdes pro-
jections aong with related net profit etimates, a proven historical track record to support the
projections and profits may be necessary to convince the court, notwithstanding that there may
be avalable empiricd daa and indusry publications forecasting industry growth and
profitability.
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The plaintiff’s lost profits are cadculated as the excess of (a) the projected but for results over (b)
the actud results during the damage period. To the extent that the value of the business as a
capital assat has suffered, such loss is dso taken into account. (However, the aggregate of the
lost profits during the damage period and the decrease, if any, in the value of the business cannot
exceed the current present value of the stream of future profits expected to be generated by the
business prior to the defendant’ s alleged acts))

The traditional statement of operations (income statement) will present the accounting profit of
the business. For accounting purposes, profits equal gross revenues less expenses. However, in
measuring logt profits in avil litigation, the finendd datements of the plantiff are, & mod, a
dating point. In fact, it may not necessarily matter whether or not the business earns a “net
profit” from operations. In lost-profits damage clams, what matters is the lost profit suffered by
the plantiff due to the dleged wrong-doing of defendant. Accordingly, once the loss of gross
revenues has been determined, in order to recover damages, the lost profits on such revenues
must be cdculated. The lost revenues in excess of the incrementa codts reaing to those
revenues equa the loss of “contribution margin’. Generdly, loss of contribution margin (see
below) equals “logt profits’ for damage- quantification purposes.

7. ESTIMATING REVENUES AND COSTS
7.1 Loss of Gross Revenue
711 Causation

Whether the recovery of damages for lost profits relates to breach of contract or tort, the funda
mentally accepted principle is that there must be “proximate cause” resulting from the dleged
wrongful conduct of the defendant. The plaintiff must demondrate that the dleged conduct by
the defendant caused the plaintiff’s losses.

A plantff daming log-profits damages resulting from the loss of gross revenues (sales, fees,
rents) must show that the defendant’s conduct caused a reduction in sdes volume, rentd income,
gross professond fees, ec., i.e, must show factud causation. To be successtul, the plaintiff
must not only prove that the defendant violated the former’s legd right, but that such violation
caued injury. The plantiff has the burden of proof of demondrating to the court that
unconnected, “externd”, factors were actudly the cause of the lost revenues. For example, if, at
the reevant time, there waswere an economic downturn, seasond or cydlicd fluctuations,
effects of a recesson, mismanagement by plantiff, loss of key employee, introduction of a
sgnificant competitive or replacement product, or the loss of a mgor customer — to the extent
that any of these events caused a decrease of plaintiff’s gross revenues — the plantiff will not be
compensated for the lost profits attributable to such externd causes. Adjustments must be made
S0 that the effect of externd causes will not be included in the clam for recovery of lost profits.
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The andyticd methods used by the vauation expert to establish causation, i.e,, whether there has
been aloss of revenues due to the defendant’ s wrong-doing include:

> Comparison to industry gatistics
> Comparison to other companies operating in the same field
> Comparison to those segments of plaintiff’s business which were not adversely affected.

For example, a loss in the plaintiff's market share can be converted into the sdes volume that
plantiff would have enjoyed but for the defendant's acts.  Alternatively, comparison may be
made of the plaintiff's sdes volume (in units) before the defendant’s dleged conduct with units
sold theresfter. A third approach might be to compare the sdes volume of a smilar firm (if
avalable) or to other indicators obtained from published Satigtics (if available). A trend in the
industry may be indicated which would asss in esimating a reasonable saes volume “but for”
the alleged wrong-doing of defendant. Use of industry Satistics and other published or empirica
data should be made with extreme caution; any use thereof must stland up in cross-examingtion.

The vaduaor must not overlook factors such as, for example, whether the plaintiff actudly hed
the ability to produce the lost sdes volume clamed and the ability to ddiver the affected
products in the context of the projected sdes. Would there be a sufficient labour force and/or
financing available to support the projected loss of revenue? What about competition during the
damage period? Do the projections take this factor into account?

7.2 Estimating Costs

Once the loss of sdes volume caused by defendant’s aleged conduct has been established
(estimated) with reasonable certainty, the loss of profit thereon (sales minus reated costs) must
be determined, as damages relae to lost net profits Edimating cods is essentid to any log-
profits quantification. However, costs are rarely known or ascertainable with precison. Even an
examination of the plaintiff’s books of account or accounting records used to develop the annud
financid datements, may not provide an adequate picture of the cost pattern of the plantiff's
busness. Accordingly, the busness vauaior must andlyze the plantiff's cost patterns, carefully
consdering the “variable’ and “fixed” components (see below).

To quantify dameges for logt profits the expet will use the plantiff’s higoricd financid
(including cost) data as a bass upon which to esimate the “but for” incrementd cods. The
issues of the case often require the expert to estimate a complex set of costs for a specific
dgtuation which may be different from cost data normdly gathered in the plantiff's accounting
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system. The expert will rdy on whatever company data he or she can obtain as wel as empiricad
data gleaned from industry and government sources.

The cost pdatern reaing to the operations of any busness is typicdly divided among the
following three categories:

> Variable Expenses ¥ Those expenses that vary in direct proportion to gross revenues or
leved of activity (e.g., labour hours, production volume, etc.), apart from fixed expenses.
> Semi-Variable Expenses % Expenses which are part way between fixed and variable

and may be conceved as comprising fixed and variable components (eg., telephone
charges have a fixed monthly component plus a variable component reated to long-
distance usage). These types of expenses often occur because the relationship between
cost and volume is not regular but takes the form of a “step” function, i.e, they change
a certan key activity levels.

> Fixed Expenses ¥ Those expenses that are fixed in amount regardless of gross revenue,
Some may be fixed to the extent that they will not vary up to a certain gross revenue
limit; if the revenues are increased above that limit, these expenses will increase, but
may remain fixed a the higher amount up to the new gross revenue limit.

As mogt variable @sts can be directly traced to the product itsdlf, cost alocation issued can arise
with respect to (a) fixed cods and (b) certain variable components of manufacturing overhead.
As fixed cogs are usudly incurred for the benefit of the entire business ettity as a co-ordinated
unit, for genera accounting purposes, most fixed costs require dlocation to processes,
departments, divisons, products or some other identifiable unit or profit centre of the enterprise.

7.21  Absorption Costing v. Direct Costing

Absorption costing, or conventiona costing, treats all manufacturing costs as product codts, the
fixed and variable cost dements are co-mingled within the individud accounts. Under absorp-
tion codting, therefore, fixed production codts are gpplied to the product and become part of Cost
of Goods Sold (see Table 1 below). In absorption cogting, costs are seldom classified as fixed or
variable.

Direct costing (dso cdled vaidble cogting, margind costing or incrementd cogting) has a dif-
ferent impact on net profits because fixed manufacturing is consdered a period cost rather than a
product cost. More specificdly, direct codting includes actua prime costs plus pre-determined
variable manufecturing overhead; fixed manufacturing overhead is excluded (Table 1). Also,
other variable expenses are deducted in agpplying the direct costing method. Accordingly, under
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direct coding, increases or decreases in units sold will result in proportionate increases or
decreases in incremental income because only variable cods are assigned to the cost of units
produced. Under direct costing, the emphass is placed on the number of units sold, and the
income or loss will, accordingly, move in the same direction as the sales volume. In a marging-
income andyss, the quedtion is therefore “What does it cost to produce one more unit?’, or,
“How much is saved by producing one less unit?” Net income or net loss does not increase or
decrease,34however, in direct proportion to sdes volume because unit fixed costs do not remain
constant.

In summary, the difference a the manufacturing levd between the results obtained goplying a
direct costing method versus an absorption costing method arises from the amount of fixed
manufacturing cods dlocated to the work-inprocess and finished goods inventories of a
busness In Table 1, dodng inventory is $6/unit under direct costing and $8/unit under
absor ption costing.

Because loss-of-profits determinations in avil litigation require the calculation of net profits the
plantffs Cost of Goods Sold is only a darting point, because variable expenses included in
gened and adminidrative (i.e, non-manufacturing) overhead must be deducted aso (from
Gross Profit). For example, sdles commissons, wrapping supplies and ddivery expenses would
vary in direct proportion to the “but for” incremental sales.

As noted in Table 1, in direct, or incrementa, codting, lost profits are generadly caculated as the
loss of “contribution margin® (i.e, loss of incrementa profits) on the lost sles. The contribution
margin of a product, divison or profit centre (such as a retail store outlet) is the excess of total
gross revenues atributable thereto over the related total variable costs, such excess contributing
towards the company’ s totd fixed costs.

The example demondrates that the key area in determining loss of profits (i.e, loss of contribu-
tion margin) relates to the didinction between “fixed coss’ and “varidble cogs’. Variable costs
associated with the lost sales are to be deducted.
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Table1

COMPARISON OF ABSORPTION AND DIRECT COSTING

PLAINTIFF COMPANY

CALCULATION OF LOST PROFITSDURING THE DAMAGE PERIOD

Absorption Costing Direct Costing

Lost sales— 1,000 units @ $10

Cost of sales

Variable manufacturing costs— 1,100 units
Fixed manufacturing costs

Cost of goods available for sale
Less ending inventory (100 units)

Gross margin
Lesstotal selling and administrative expenses

(i.e., expenses saved), including $400 of variable
expenses

Net income (LOST PROFIT)

Unit Cost

I &

loo 8

$6,600
2,200

$8,800
800

$10,000 | Lost sales

Less ending inventory (100 units @ $6)

Variable manufacturing cost of goods sold
Variable selling and administrative expenses

8,000 | Total variable costs charged against sales

$2,000 | Contribution margin (LOST PROFIT)
Lessfixed costs:

Fixed manufacturing costs
900 | - Fixed selling and administrative expenses

$.1.100 | Net income

Variable manufacturing costs of goods produced

$10,000
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In most logt-profits determinations, there are typicdly differences of opinion between opposng
experts as to what codts are truly “variable’ and therefore “deductible’ in ariving a lost contri-
bution margin.  As noted above, some costs have both fixed and varidble components (such as
light, heet and power, where higher production volume requires more utility costs in the manu-
facturing process, or production labour may increase with increased production as a result of
overtime, etc.). Fixed, or overhead, expenses are deductible provided (and to the extent) that
there would have been an increase in such expenses in order to generate the “but for” revenues.
For example, ddivery expenses (deivery wages, vehicles, efc.), dericd sdaries, dectricity (if
extra shifts are working), etc. % even though classfied as “fixed” expenses for accounting pur-
poses ¥ are to an extent, varidble. Whether an expense is fixed or variable may differ from
industry to indugtry and it is usudly in examinationfor-discovery that the expense characteristics
can be better understood. The bottom line is that the higher the varidble codts, the lower the
contribution margin or lost profit.

7.2.2 Recovery of Overhead Costs

The more common types of damages clamed in respect of increased costs include interest, extra
expenses incurred, general and adminidrative expenses and increased manufacturing overheed,
such as rent, factory sdaries, light, heat, etc. There must be proof that the particular expense or
cost would have been lower “but for” the dleged acts of the defendant.

In breach-of-contract cases, the plaintiff must prove that the overhead expense bears some rea-
tionship to the non-fulfilment of the contract by the defendant. This matter was dedt with in the
Province of Ontario some 70 years ago in Hi-Speed Tools Ltd. v. Empire Tool Works®. In extra-
contractua matters, the court conddered overhead “aising naturdly from the act complained
of ”*®  The Ontario Court of Apped held that whether the damages are claimed in contract or in
tort, the same principles gpply to the calculation of overhead.

In a Quebec case, Bell Telephone Co. v. Montreal Dual Mixed Concrete Ltd.>’, the Court of
Apped permitted Bell to recover various items of overhead as well as generd expenses based on
generdly-accepted accounting practices.  The types of overhead included direct labour, vehicle
charges, materid charges and other employee benefit charges directly related to wages. The
Court regected the defendant’s argument that such expenses would have been incurred in any
event by Bell, irrespective of the repairs required.

In other cases the courts have held that relevant items of overhead are recoverable as part of the
costs of reparing a plantiff’s damaged property if the plantiff can prove the connection as wdll
as the basis upon which the overhead has been calculated.
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8. DISCOUNT RATE

The cdculation of dameges rdating to lost profits before the judgment date should include
interest, which would have been earned (or saved) by the plaintiff on the amounts lost*® Dam
ages with respect to the loss of future profits (post-judgment) should reflect that interest will be
eaned on the award by the court during the period between the judgment date and when the
amount would have been earned “but for” the defendant’s wrongful conduct. In the latter case,
the loss of future profits will be discounted to reflect the future interest income which would be
earned by the plantiff.

Hence, an essentid step in quantifying lost future profits (and loss of opportunity) is to select the
appropriate discount rate to be gpplied in “present-vaduing” plantiff's projected future profits
back to the damage date. This discount rate will have two components:

> A component to recognize the time-vaue of money, i.e., that $1 to be received a some
point in the future is not worth $1 today; and

> A component which recognizes the risk of achieving the profit expectations.>®

For example, where an award is not taxable (such as in certain persona injury cases), the
present-value discount rate should be a tax-free rate. On the other hand, where a plaintiff is
awarded damages for logt future sdary or wages pursuant to an employment contract, the award
will be taxable® and therefore must be caculated on a pre-tax bass, with the discount rate
reflecting taxable income.

Certain juridictions will prescribe the rate of interest. The various components of the loss clam
and the discount rate used must be consstent. The expert should be careful to ded with the ef-
fects of inflation, recognizing that the nomind rate of interest incdudes a component reflecting
the redl rate of interest and a component reflecting inflation.

There is yet another variable Over what period of time should the lost profits be caculated for
purposes of quantifying damage? If, for example, there is a five-year contract, then the damage
period would generdly cover five years. It would be important for the accountant or vauator to
edtablish whether there is a renewa option or, even if not, whether there would have been some
likdihood that the contract would have been renegotisted or renewed a the end of the
contractua term. If there is such a possbility, a resdud vaue may be determined and
discounted back to the damage date.
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9. DESTRUCTION OF ENTIRE BUSINESS

If a business has been totaly destroyed because of a breach of contract, an aternative approach
to quantifying damages would be to vaue the busness as a going-concern, assuming a notiona
sde thereof immediately prior to the breach, and deduct the liquidation proceeds on the
redization of the plaintiff’s assets.

If the damages relate to the loss of the entire business enterprise, a specific segment thereof, or a
product line, it may be appropriate to “capitdize’ the “but for” expected income or cashflow
dream. This will yield the present vadue (as of the damage date) of the loss of a capital asst,
rather than the present value of the expected future ncome lost during a finite period because of
the defendant's wrongful conduct. This type of cdculation will dso yidd the reduction in the
vaue of abusiness due to a permanently impaired segment.

When an entire business is destroyed because of the conduct of the defendant, the plantiff may
sue for the vaue of the destroyed business (less any proceeds that might have been redized on
liquidation). Should the plaintiff be entitied to the loss of the “far market vaue' of the business
or the loss of value measured by some other standard of value? Fair market vaue is the so-caled
willing buyer-willing sdller sandard.

“Vaueto owner’*!, however, is

“The price the owner would pay rather than be denied the uninterrupted ownership
and use of his property. In economic terms, value to the owner equals the cost of
substitute property plus the cost of finding and acquiring suitable substitute property
and completing the exchange. The cost of transitional inconvenience and loss of in-
come may also be involved. In emotional terms, value to the owner may be
immeasurable.”

Justice Rand of the Supreme Court of Canada stated in Irving Oil Co. v. The King, tha it would
“represent the sum which as a prudent man he would be prepared to pay rather than to fal b
obtain or retain his property”.*3

10. QUANTIFICATION OF LOST PROFITS

The role of the business vauation expert may be to () prepare a damage quantification report on
behdf of the plantiff or (b) rebut a plantiff's damage quantification report prepared for the
defendant. The defendant’s expert may not only be asked by counsd to prepare a critique of the
damages report of the plantiff’'s expert, but in some cases will dso be asked to prepare a
“counter-damages’ report.  Some defence counsel believe that, as the onus of proof is on the
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plantiff, why should this task be performed by the defendant's expert? Defence counsd who
request that their expert not only provide a critique of the plaintiff’'s damage report but aso pre-
pare a separate report might believe that they may convince the court to accept their own expert’s
analysis and conclusons rather than those of the plaintiff’s expert.

In civil litigation, the more common types of damage clams relate to the following:

Lost revenues,

Lost profits,

Log earnings- capacity;

Loss of commercid goods,
Loss of the vaue of abusness,
Increased operating costs;
Lost cash flow;

Extra cogt;

Mitigation.

V V V V V V V V V

Whether the litigation relates to breach of contract or tort, the plaintiff’'s vauator must develop
an economic modd of what would have happened “but for” the defendant's dleged wrongful
acts. In the process of developing such a modd, the expert must gather and interpret documents
and facts. If there are assumptions to be made, they must be reasonable and supportable in cross-
examination and not susceptible to being replaced by contradictory evidence adduced at tridl.

The critique report prepared by the defendant’s expert will attempt to rebut or discredit the report
prepared for the plaintiff and by chalenging the accuracy of the underlying facts and the analyss
and judgment exercised by plaintiff’s expert.

As the quantification of economic damages (or the vaduation of a business enterprise) is neces-
saily subjective and is an at rather than an exact science, there are host of judgmental aress
which the expert may have to address in cross-examination by opposing counsd.*4

In summary, the expert retained for purposes of proving, or disproving, damages (as the case
may be) will often peform a least the following professona services on behdf of his or her
client:
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Expert Retained by Plaintiff

> Preparation of damages report, quantifying plaintiff’s economic loss;

> Providing viva voce testimony as an expert witness a trid;

> Assding in formulating quesions for counsd in cross-examination of defendant's
expert.

> Providing rebutta (counter-proof) evidence following defendants case.

Expert Retained by Defendant

> Preparation of critique report, identifying any erors or inconsstencies, and anayzing
the weaknesses in report of plaintiff’s expert;

> Providing viva voce evidence a trid;

> Assgance in formulating quesions for counsd in cross-examinaion of plantff's
expert.

10.1 Factors To Consider in Quantifying Damages

The specific (and often inter-related) everts or transactions caused by defendant and resulting in
damages to plaintiff, thus giving rise to the dam for logt profits, must be identified.

The following example, which relates to the condruction industry % an industry involving many
vaiables — exemplifies this rule.  Factors which must be consdered by the expert in quantifying
damagesfor logt profitsin congruction-rdated clamsinclude:

> Delays
Failure to provide the contractor Site access as scheduled
Ddayed or changed design drawings
Late ddivery of owner-supplied equipment or materids
Untimdly fidd inspections
> Extra work
> Escalation % These require proof that costs incurred in later periods had higher unit

prices than the prices that would have existed had no delay occurred. Escdation dams
frequently include labour costs. A dday clam on a large, complex project is often a se-
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ries of many individud delays, and the labour costs generdly comprises multiple crafts
(electricians, labourers, pipe fitters etc) with multiple wage leves (apprentice,
journeyman, foreman, etc.) within each craft.

> Acceleration ¥ Accderation results when a contractor revises the contract schedule to
complete the remaining activities in less than time than planned. The contractor usudly
reduces the time span by adding manpower and shifts, increesng overtime and revisng
work sequences. If the owner ordered the acceleration or if the gppropriate authority re-
fused to dlow the contractor a proper time extenson, the contractor may receive
compensation for the additional costs. Acceleration cogtsinclude:

Premium portion of ovetime and inefficiencies associated with extended
overtime

Higher wage rates of added shifts

Vendor's premiums for expedited delivery of materids
Equipment increases required to support added crews
Digruptive effects on the workforce causing lower productivity

Extra hours associated with revised work.

> Disruption
Uneven labour force levels, including overtime
Inefficient work force leve

Inefficient sequence scheduling, “sacking of crafts’ (eg., forcing plumbers
and dectricians to work smultaneoudy in the same location)

Excessve drawing changes

Early, late or out- of- sequence materid and equipment ddliveries
Delayed or restricted Site access

Performance beyond contract specifications or tolerances.

> Contractor termination
> Cost of capital.

If a contractor cannot complete a project because of a breach by the owner or the owner’s agent,
the contractor may recover the lost profits which would have been earned had the project been
completed. Log profits ae generdly measured as the remaning contract price, less the
contractor’ sincremental costs to complete the project.*
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10.2  Quantifying Business Interruption Loss

Busness interruption insurance is intended to leave the insured paty in very much the same
financid pogtion before the loss occurred.  The quantification of a business interruption loss is
often mandated to the professond accountant or business valuator.

Often the quantification process can be reasonably draight forward, particularly where the dam-
ages are auffered by the more usud commercid establishment, such as a manufacturer, distribu-
tor or retailer. However, the sdection and gpplication of an appropriate methodology may not be
that Smple where the business is not your typical operation (such as an airport, a duty-free shop,
an amusement park, etc.).

10.2.1 Example

The following example outlines the types of consderations and factors to be addressed in the
quantification process.

A decision was rendered by the Court of Queen's Bench of Alberta In 1994, “¢ invalving adaim
for busness interruption losses suffered as a result of a fata catastrophe that struck the roller
coader of what was then the world's biggest shopping mal and amusement pak, West
Edmonton Madl (the “Mdl”).

As a consequence of this tragic accident, business in the Mal was severely disrupted, and other
damages and losses ensued. One of the cdams made by the Mdl from its insurers was for
business interruption loss.

As a brief background, the Mall was built in three phases over severd years. Phase | was built in
1981 and comprised a regiond shopping mall. Between the opening of Phase | and mid-1983, a
second phase of the Mal was condructed. Phase Il included an amusement park caled
“Fantasyland”.  (The name “Fantasyland” is no longer used as a result of an action by Walt
Disney Productions preventing West Edmonton Madl from using the word “Fantasyland” in de-
scribing the amusement park atractions®’.  For purposes of convenience, it will be used in the
following comments to describe the amusement park of Phase Il of the Mall.) Phase Il of the
Mall opened in September 1985.

To increase the rate of return vidtaion, mgor theme parks around the world make continuing
cgpitd invesments in ther fadlities frequently in the form of new, larger, more excting “thrill
rides’. These are very large, fast and exciting rides which exert strong and unexpected forces on
the rider participants. Fantasyland was designed to hold severd “thrill rides’, induding the
roller coaster (caled the ‘Mindbender”), which had officidly opened on March 15, 1986. It was
very popular and generated significant income shortly after it opened.
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The Mindbender was built as the world's largest indoor, triple-loop roller coaster. During the
three-month period immediately preceding the derailment, March 15, 1986 to June 14, 1986 (the
“Base Period”), the Mindbender produced revenues of gpproximatey $1 million. It was forced
to close as a result of the derallment and underwent substantial design modifications before re-

opening.

Fantasyland generated gross ride revenues for the three-month period immediaidy preceding the
Accident Date of more than $2.3 million.

School holidays and summer vacations had a dramatic upward effect on amusement park reve-
nues. The summer holiday months of July and Augus typicdly provided the highest revenues
for Fantasyland.

During the business interruption period, the Mal had generated sdes per square foot of $296 and
$294 for the years 1986 and 1987, respectively. (In 1986, the nationa average for retail stores
was $249 per square foot.) The sgnificance of this satistic was that the Mall was able to attract
vistors with the reaulting pogdtive synergisic effects among the various rides activities,
attractions and retail stores.

The Mdl dso played a sgnificat role in Alberta's touriam industry. The Edmonton Convention
and Tourism Authority had processed 1,374 inquiries concerning the Mal in 1986 and a further
1,852 dmilar enquiries in 1987. Of an edimated 13.2 million and 13.6 million personttrips to
the Mdl in cdendar 1986 and 1987 respectively, tourig vidtation condituted an estimated
19.0% for each year. Totd tourigt vidtation to the Madl grew by 14.44% from 1985 to 1986 and
by 3.51% for 1986 to 1987.

Fantasyland differed notably from most other amusement parks around the world by virtue of its
being both fully encdlosed and climate-controlled. The most obvious benefit of this structura de-
dggn was that Fantasyland was able to operate on a year-round basis, without being affected by
westher conditions.

As the Mdl and its insurers were unable to agree as to ether the coverage or the quantum of the
business interruption loss, the former sued.

The Mal’s insurance policy provided a “gross earnings’ form of coverage. This form adopts an
approach where the insured garts with revenues and deducts certain variable codts to arrive a a
mid-point contribution margin cdled “gross earnings’ as the bads for coverage. The man de-
ductions are goods and supplies as wel as services consumed directly in sdes or production.
Expenses that might not continue during the interruption period may aso be deducted. The
amount of coverage is based on a specific time-period, generdly one year’'s operating results.
(Standard policies are marketed as one-year packages and the indemnity period does not extend
beyond that time, notwithstanding that the business' facilities have not yet been repaired.)
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As regards the loss quantification, the objective of the policy is to totaly indemnify the insured
50 that he or she would be in the same financia postion had the loss not occurred. Hence, the
cacuation is intended to arive a what the insured's results would have been had there been no
loss and compare this with actua results, i.e., projected results less actud results.

The Madl’s insurance policy, which covered the following business interruption loss, provided as
follows

“ ... the reduction in ‘Gross Earnings’ directly resulting from such interruption of busi-
ness, less charges and expenses which do not necessarily continue during the inter-
ruption of business, not exceeding such length of time as would be required with the
exercise of due diligence and dispatch to rebuild, repair or replace such part of the
above described property as has been destroyed or damaged, commencing with the
date of such destruction or damage and not limited by the date of expiration of this
Policy but not exceeding the ACTUAL LOSS SUSTAINED by the Insured resulting
from such interruption. Due consideration shall be given to the continuation of normal
charges and expenses including payroll, to the extent necessary to resume operations
of the Insured with the same quality of service which existed immediately preceding
the destruction or damage by the perils insured against.”

Theterm, “Gross Earnings’, used above was defined in the policy as.

“the sum of :

() total net sales, and

(i) other earnings derived from operations of the business, less the cost of:
merchandise sold, including packaging materials therefor,

materials and supplies consumed directly in supplying the service(s) sold
by the Insured, and

service(s) purchased from outsiders (not employees of the Insured) for
resale which does not continue under contract.

No other costs shall be deducted in determining Gross Earnings.
In determining Gross Earnings due consideration shall be given to the experience of

the business before the date of damage or destruction and the probable experience
thereafter had no loss occurred.”

Fantasyland had the following operating hours during the business interruption period:
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> Specid holidays (Chrigmas Eve, Chrigmas Day, New Yea's Eve) % Specid hours
with early dlosing times.

> Fridays, Saturdays and school holidays %2 10:00 am. to 10:00 p.m.

> All remaining days— Noon to 8:00 p.m.

An dl-inclusve Day Pass to Fantasyland was $12.50 (as of June 27, 1987); passes for children
of 3 to 10 years were $10.50; infants under 2 were admitted free. Alternatively, individud ride
tickets could be purchased for 60¢, with each specific ride requiring a particular number of
tickets per ride. (For example, the Mindbender required six tickets per individud ride.)

The Madl's busness vauaor conddered a number of possble methodologies that might be
adopted in quantifying the business interruption loss, but concluded that the following approach
was the most gppropriate, as the Base Period (above) could be relied upon to project the results
that would reasonably have been achieved by the Phase Il dtractions, had the derallment of the
Mindbender not occurred.

To determine the quantum of the loss, he used the Base Period to project expected revenues from
both (@) Fantasyland ride attractions and (b) Fantasyland divison games and concessons during
the business interruption period, based on amusement-park experts reports. From an andyss of
dally revenue paterns, he categorized the actua revenues during the Base Period into high-,
medium- and low-revenue days, asfollows.

> High-revenue days. dl Saturdays, Sundays on long holiday weekends, and each day
during spring and summer bresks and Chrismeas;

> Medium-revenue days. dl other Sundays, dl Fridays and Mondays of long holiday
weekends; and

> Low-revenue days. dl remaning days.

Certain exceptions were made to these categories in respect of Chrigmas Eve, Chrigmas Day,
The Catholic School Board teacher conferences, etc.

To determine expected revenues, the Mdl’s vauation expert gpplied appropriate average daily
revenues fom the Base Period to the high-, medium- and low-revenue days during the business
interruption period.

To arive a the budgness interruption loss according to the policy, he deducted the following
amounts from the expected Fantasyland division revenues determined above:



QUANTIFICATION OF ECONOMIC DAMAGES Page 31

> the actud revenues redized during the business interruption period,
> expected revenues from rides that were discontinued during such period; and
> expenses saved from the resulting deficiency.

His cdculation of the busness interruption loss was based upon a number of assumptions,
induding:

> Attendance levels of Fantasyland were impaired on a long-term basis as a result of the
accident;

> There would have been specid promotions (i.e, coupons, eic) used in the business
interruption period to achieve the same results as those achieved during the Base
Period; and

> The Mdl aitracted a sufficient number of tourists and Edmonton had a large enough

population to sustain attendance levels enjoyed during the Base Period.

To quantify the budness interruption loss for the business interruption period, the Mdl’s vauator
segregated and cal culated independently:

@ the Fantasyland ride revenue deficiency;

(b) the game and concession revenue deficiency; and
(© saved expenses.
Ride Revenue Deficiency

“Ride revenue deficiency” was condgdered as the excess of total expected ride revenue, had the
accident not occurred, over actua revenue during the business interruption period.

During the Base Period, revenue from dl Fantasyland rides (incdluding Mindbender) was $2.3
million. The vauator classfied actud daly ride revenues earned during the Base Period ac-
cording to his definitions of high-, medium- and low-revenue days. Average daly revenue for
high-, medium- and low-revenue days during the Base Period was accordingly determined as
$50,500, $26,200 and $12,500 respectively.

Expected revenue during the business interruption period was caculated by applying the daily
revenue averages in the Base Period to the corresponding high-, medium- and low-revenue days
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during the busness interruption period. Accordingly, the vauator determined total expected
revenue during the period to be $13.4 million.

From the expected revenue determined above, he deducted actud ride revenue for the business
interruption period of $4.4 million. This yidded log revenue of $9.0 million. From this the
vauator deducted $123,000, representing the expected revenue pertaining to rides discontinued
during the business interruption period.

This deduction was necessxy to avoid overdtating expected ride revenues during the business
interruption period (by including revenues therein for the other rides (the Saker and Bumper
Boats rides) subsequent to their respective discontinuations on June 18, 1986 and August 2,
1986). The percentage of totd Base Period ride revenues of the Saker and Bumper Boatswas
goplied to the amounts of expected ride revenue remaning during the business interruption
period (after ther discontinuation). In this manner, the Mal's vauator determined the
deductions required for these other rides at $42,000 and $80,000, respectively.

In making the foregoing deductions, the vauator arived a ride revenue deficiency of $8.9
million.

Games and Concessions Revenue Deficiency

During the relevant period, Fantasyland had a number of “pay-as-you-play” games and souvenir
and other concessions. Games and concessons revenue deficiency was considered the excess of
expected games and concessions revenues, had the derailment not occurred, over actud revenue
during the business interruption period.

Games and concessons revenue deficiency was determined by the Mal’'s busness vauation
expert asfollows.

@ Actud daly revenues during the Base Period were classfied according to high-,
medium- or low-revenue days,

(b) Daly revenue averages for high-, medium and low-revenue days were applied to the
number of high-, medium- and low-revenue days during the business interruption
period; and

(© Actua revenue during the business interruption period was deducted from the expected
revenues determined in (b) to arive a games and concessons revenue deficiency of
$400,000.
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Saved Expenses

Saved expenses as aresult of the shutdown of Mindbender comprised:

Labour costs of Mindbender operators and maintenance steff;

Oil, grease and tire costs related to Mindbender ;

Utility codts reated to Mindbender; and

Direct cogts of sales associated with lost games and concessons revenues.

YV V V V

The labour and utility costs were determined by reference to hourly rates and planned hours of
operation during the business interruption period based upon representations of the Paintiffs
management.  Direct games and concessons costs of sdes were determined by applying the
actud percentage of such costs of sdes to revenue during the business interruption period to the
revenue deficiency as determined by the Mal’s vauator. QOil, grease and tires expenses were
based on actua costsincurred in 1990 and 1991.

The vduator accordingly arived a saved expenses during the business interruption period of
$250,000.

In ariving at total saved expenses during the business interruption period, he considered the
following items as potentidly condituting types of expenses which would not be incurred as a
reult of the deralment. However, he ultimatedy omitted them from his cdculaion for the
following ressons.

> Advertising and promotion expenses — while at first glance the cessation of operations
of the Mindbender would seem to diminate the need for advertisng and promotion ex-
penses, actual experience showed that Fantasyland’'s advertisng and promotion
expenditures roughly doubled during the business interruption period;

> Maintenance materials — detailed information was not available to quantify any saved
expenses (other than those related to oil, grease and tires) that might have resulted from
the roller coaster maintenance employees being rendered unnecessary. However, as it
was noted that many of the maintenance supplies had been put to other uses within
Fantasyland, the vduator condgdered it unlikdy tha any remaning materid and
supplies expenses would be sgnificant; and

> Depreciation expense — the vauator did not deduct depreciation expense as it condti-
tutes a nonrcash item which is a subjective accounting and/or tax dlocation of previ-
oudy expended capitd payments (i.e, sunk costs). In this light, it did not gppear that
there were any ggnificant increases or decreases in the economic life of the roller
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coager equipment resulting from the derallment which would impact depreciation ex-
pense. Findly, the paticular depreciation base used for the roller coaster equipment
would not lend itsalf to deducting depreciation as a saved expense.

Individual Ride Comparison

The second largest revenue-producing thrill ride during the Base Period, dso targeting the ado-
lescent and adult markets, was the “Daring Drop of Doom” (“Freefall”) consging of a 13-storey
direct vertical drop.

A further observaion concerning the vauator's comparative andyss between the Mindbender
and the Freefall is that it had been achieved usng actud revenues for the Freefall which them
selves had been negatively impacted, as were dl Fantasyland rides, attractions, games and corn+
cessons during the business interruption period because of the accident. Therefore, “but for” the
accident, the level of “expected” Freefall revenues would be increased by moving the Freefall
graph upwards (i.e, verticdly). Hence, the physcd gap between (a) the higher expected reve-
nues and (b) the lower actua revenues for the Freefall (as wel as the remainder of Fantasyland
rides and games and concessions, less the saved expenses), condtituted the business interruption
loss.

However, for the foregoing loss quantification to be reevant, the court had to find tha the
insurer was liable,

The court concluded that the Mal had much less of a dlam for business interruption losses under
the insurance policy in the circumstances of the case, dating that the losses “are not covered
under the insuring agreements because of the exceptions, which apply. They are not covered
under resulting damage for the reasons dstated earlier”. However, as is often the case when a
court finds that there is ligbility on the part of defendant, it will nonetheess proceed to determine
the losses suffered (in the event that the appea court overturns the judgment of the triad court):

“l have disallowed the business interruption loss. In the event that | am wrong in
some aspect which would have seen that claim allowed, the following comments will
be appropriate.

“Had it been necessary for me to assess this claim, certain finding of fact and
commentaries upon expert evidence and opinion would be necessary ... .

“... But | am satisfied that for the purposes of a Gross Earnings calculations, the
methods devised for determining the income for various kinds of days at the Park, and
the analysis depending on high holiday days, high days and low days, ... is an accept-
able method to be use d for determining likely income streams to be gained on a
particular kind of day or month during the interruption period.
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“I preferred the evidence of the [Mall's] experts on the problem of the base period.

Having regard to the wording of the policy, | am of the view that the [Mall's] experts ...
were on the right track in choosing the period from opening day to the day of the acci-
dent as a comparable period for basis of projection of the Gross Earnings loss. In my
view it was the best comparable for use in the circumstances. It may have been con-
servative. While the policy says that regard must be had to experience after the busi-
ness interruption period, in my view it is wrong to give that experience the weight that
the Defendants’ experts would have given it, and the analysis they argued for
amounted to hindsight.

“l also reject the evidence of the [Defendants’ expert] where he would discount the
earlier results obtained by the roller coaster by a straight or concave line reduction
method featured in his evidence. This evidence was supported by other experts of-
fered by the Defence. Nor was | impressed by his analysis which changed the meth-
odology of calculation depending upon the type of attraction he was assessing. |
prefer the theory of the Plaintiffs’ experts that the projection should take into account
an increase in revenue in the first summer of operation of the machine if it had not
been for the accident. Those figures should be projected for the next summer. In
doing so | favour the approach of [Plaintiffs’ experts], whose evidence | preferred over
that offered by the Defence. [The Defendants’ expert's] theory had an air of artificiality
about them beyond even that which was necessary for the reconstruction of this de-
fined loss. Nor do they reflect, in my opinion, the seasonality of the attraction being
assessed.

“The parties to this suit agreed in argument before me that the assessment of a loss
such as this was not entirely scientific, and that it might be necessary for a Court to
compromise on the figures suggested by either side.”

The judge concluded that he would have favoured the analyss put forward by the Plaintiffs, but
with the addition of a more quickly deteriorating level of use than their experts put forward and
rgecting the theory of “declining draight ling’ of the Defendants expet.  While the andyses of
the Mdl’s vduator most nearly followed that pettern, in order to modify them so as to dlow for
the portions of the Defence theory which the Court did accept, the judge stated that he would
have discounted the expert’s projections “by at least 25%, and more likely by 30%, to dlow for
the demondrated comparability of the known results of the ongoing Fantasyland performance in
a difficult economic market, and alowing an extra reduction for the novety effect in the second
year”.

As to the quedtion of a proper length of busness interruption period, the Plaintiffs clamed that it
should run from the date of the accident to the day that the roller coaster resumed operations at
the park. In this connection, the Court ruled in favour of the Defendants and concluded that the
interruption period should not be more than one year, based on a number of reasons spelled out
in the 174-page judgment.
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11. INTELLECTUAL-PROPERTY INFRINGEMENT DAMAGES
11.1 General

As patents, copyrights, trade marks, trade names and smilar intellectua property grant the owner
a legd monopoly, potentia value is created because the owner has the right to exclude competi-
tion and can often charge monopolistic prices. Such ability to earn an above-normad rate of re-
turn (super profits or premium profits) can add dSgnificant vaue to a busness or enterprise
owning these assets.

With vauable intellectud property, the owner must protect such asset when another party uses or
exploits the property without permission. Hence, the owner will do so through the court system.

Because intellectud property has become such a drategic and critical asset of many businesses,
providing dgnificant competitive advantage, proper quantification of infringement damages
requires detalled quantitative andyss supported by sound finance, invesment and vauation
theory. The quantification of lost profits and reasonable roydties must be based on accepted
principles and practices of invesment andyss, as with other types of damages, it cannot be
based on speculation.*®

11.2 Breach of Contract

Typicdly, licences and franchises create intangible property by virtue of a contract or an agree-
ment. If falure by the defendant to honour the terms of a contract causes economic harm to the
plaintiff, the latter may be able to recover damages reasonably datributed to the defendant’s
breach of contract. The quantification of economic loss, or loss in vdue to the plantiff, is
performed by a business vauation expert.

11.3  Patent Litigation

If a party attempts to make, use or sdl a patented item, the patent owner may sue the infringer
for injunctive rdief and damages. The business vduator quantifies the patent-owner’s damages
under both a lost-profits approach and a reasonable-royaty approach, or a combination of both
goproaches. Damages generdly constitute the difference between the plantiff’s pecuniary pos-
tion after the infringement, and what his or her postion would have been had the infringement
not occurred.

The plantiff can recover as damages (a) ether loss of profits the plaintiff falled b enjoy due to
the infringement or reasonable roydties or (b) an accounting of profits, a the plantiff's dec-
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tio®. Sometimes, a combination of both approaches is adopted. In addition, if monetary
damages are awarded, the plaintiff may also be entitled to pre-judgment interest.

In order to prove lost profits, the patentee must satisfy the court that:

> There was a demand for the patented product;

> There were no acceptable non-infringing aternatives to the product; and

> The patent owner had the manufacturing and marketing cgpability to meet the demand
for the product.

(In the U.S, there is the so-cdled “Panduit Requirement” or “Panduit Causation Test” which
adds afew more factors — see below.)

Accordingly, from a log-profits perspective, the focus of the patent infringement damages is on
the plaintiff’s profits and not on those of the infringer.>°

Loss of profits can be based on lost sdes, price erosion or accelerated market entry. Reasonable
roydties are established by consdering (@) an edtablished roydty, (b) a hypotheticaly-negotiated
royaty and (c) an anaytical gpproach. These methods are outlined below.

11.3.1 Lost Profits Method

Where there is a loss of unit sales, there may aso be a loss of accessory products®. A concept
known as the “Entire Market Vdue Rule’ has developed, where a plantiff may be entitled to
recovery of damages based on the value of the entire apparatus, including convoyed or accessory
or collaterd goods and services which would have accompanied the patented product's sdes
(e.g., cameras and film, razors and razor blades, televison sets and service contracts, etc.). From
a quantification point of view, there must be reasonable anticipation that sales of the accessories
would have been made.

When higher costs of production result from infringement, they often arise from loss of purchase
discounts on large quantities and/or operating inefficiencies.  For example, if the infringement
results in a manufacturing operation working at less than full capacity, or ordering less rav mate-
rid supplies than would otherwise earn the business a quantity discount, the product costs will be
higher. Also, there might be more down-time and other inefficiencies in the manufacturing
operations.

Logt profits resulting from lower sdling prices may be due to loss of market share, in that the
busness may be forced to sdl a lower prices to mantain its market podtion. Types of price
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eroson clams include (a) sdes made a eroded prices and (b) sdes not made at new, higher
prices which would have prevaled had the infringement not occurred. Condderation must be
given to the impact of the eroded prices on the volume demanded.

In the United States, damages for logt profits on patent infringement are often subject to a test
developed by Chief Judge Markey of the U.S. Court of Appeds for the Federa Circuit, referred
to as the “Panduit Requirement” (“Panduit Causation Tedt”). This requires the owner of a patent
to prove that:

> there was demand for the infringed product;

> there were no acceptable norrinfringing subgtitute products avalable to saidy the
demand,

> the owner of the patent possessed the manufacturing and marketing capability to exploit
the demand; and

> lost profits are capable of being quantified.>

Under Panduit, dl of the foregoing must be sdisfied in order for a logt-profits caculation to be
gopropriate, faling which the reasonable-royaty cdculation may be the only recourse avalable.
In Panduit, the court aso recognized that a reasonable royalty for purposes of damage cdcula
tions can possbly exceed what two paties might agree on in a hypotheticd arm’s length nego-
tiation, and that such reasonable roydty should be established by determining the vaue of the
intellectua property and the extent to which such vaue had been enjoyed by defendant. Meeting
the Panduit Test, however, is not necessary for recovery and may no longer be sufficient.

Mogt of thelitigation occurs in connection with acceptable non-infringing dternaives

There has been modification of the Panduit Causation Test in those ingances in which there are
more than two suppliers in the marketplace®® In another case involving causation, BIC Leisure
v. Windsurfing, the test was whether, but for the infringement, the plaintiff would be able to show
that it would have made the infringer's sdles  The court concluded that what is particularly im-
portant is an understanding of the market, i.e, if the plaintiff’s products and defendant’s products
were not redly in the same market, why should plaintiff be entitled to the defendant’s sales in the
“but-for” world?*

There is yet another component of logt profits.  This is sometimes referred to as the “Accelerated
Market Entry”, which recognizes that if, by infringing, the defendant was able to get a head dart
in the marketplace and build up goodwill through such an advantage, the patent holder may be
thereby prgudiced. The defendant will nonethdess have developed customer relaionships. This
is dmilar to a gtuation in an other-thanrintelectud-property context where a restaurant must
close its doors for, say, a month due to illegd interference and its patrons go to a competing res-



QUANTIFICATION OF ECONOMIC DAMAGES Page 39

taurant located nearby. It may very wel be that once the damaged restaurant re-opens its doors,
many of its former cusomers may continue to patronize the competitor. In paent litigation, the
patent holder must prove that it would ill have made certain of the infringer’s sdes both before
and after the expiration of the patent.

In summary, the damages for lost profits are based on an anayss of what the patent owner
would have earned but for the infringement. If the owner can demondrate that he or she would
have made the infringing sdes, there should be a recovery, as logt profits of the profits that
would have been redized on such sdes. If the patent owner cannot prove lost profits, he or she
can recelve, as a minimum, a reasonable roydty with respect to saes of the infringing product
made by the defendant.

11.3.2 Reasonable Royalties Method

If lost profits are not appropriate or cannot properly be determined in patent, trade mark and
copyright actions, damages can be established through a reasonable royaty.

This approach is based on the estimated future royaty stream, generdly expressed as a percent-
age of revenue, which could be generated by licensing the right to use the trade mark or brand
name. Alternaivdy, this may be condrued in terms of the royaties one would be required to
pay if he or she did not own the trade mark or brand, but merdy manufactured under licence
from the plaintiff.

More specificdly, roydty and licenang terms entered into in exchange for the ability of another
party (licensee) to exploit the intelectual property are established to provide the owner of the
ast with a fair rate of return on investment. The rate of return must aso be acceptable to the
potentid licensee and should congder the raes of return available on dternaive forms of in-
vestment which compare, in terms of risk, () the vdue of the intdlectud property, (b) required
complementary assets used to commercidize such propety and () the redive investment risk,
such as potentid obsolescence, competing technology, industry changes, government regulations
and other factors.

Roydties must relate directly to profits. As noted above, a reasonable royaty may be established
applying one of the following three methods:

> An established royadlty.
> A notiondly (hypotheticaly) negotiated roydlty.
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> Adopting an analytical gpproach (which determines the reasonable roydty as the excess
of the anticipated profits from infringing sdles over a normdized leve of industry profit
margin).

With respect to the notiondly (hypotheticaly) negotiated roydty, there is a “rule€’ in the U.S.
known as the “willing licensor-willing licensee rule”™:

“In fixing damages on a royalty basis against an infringer, the sum allowed should be
reasonable and that which would be accepted by a prudent licensee who wishes to
obtain a license but was not so compelled and prudent patentee, who wished to grant
a license but was not so compelled. In other words, the sum allowed should be that
amount which a personal desiring to use a patented machine and sell its product at a

reasonable profit would be willing to pay."55

There are a host of factors to consider for purposes of determining what is a reasongble roydty in
a specific cae.  In the United States, the leading case which provides guidance is Georgia-
Pacific Corp. v. United States Plywood Corp.>®. This decision sets out 15 factors to be con
ddered in atempting to estimate a reasonable royalty, i.e, a notiond roydty rate that would have
been negotiated in the open market between a willing patentee and a willing infringer a the
commencement of the infringement:

1 Royadlties received by the patentee for the licenang of the infringed patent, proving (or
tending to prove) an established royadty.
Rates paid by the licensee for the use of comparable patents.
The nature and scope of the licence, as exclusve or nonrexclusive, or as redtricted or

non-restricted territoridly or with respect to whom the manufectured product may be
sold.

4, The licensor's edablished policy and marketing program to mantan its patent
monopoly by not licenang others to use the invention or by granting licences under
specid conditions designed to preserve the monopaly.

5. The commercid reaionship between the licensor and licensee, such as whether they
are competitors or whether they are inventor and promoter.
6. The effect of sdling the patented specidty in promoting sdes of other products of the

licensee, the exiding vaue of the invention to the licensor as a generaor of sdes its
non-patented items and the extent of such tag-al ong/accessory/convoyed saes.

7. The duration of the patent and the term of the licence.
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8. The edablished profitability of the patented product, its commercid success and its
current popularity. 57
9. The utility and advantages of the patented property over the old modes or devices, if

any, which had been used for working out Smilar results.

10. The nature of the patented invention, the character of the commercid embodiment of it
as owned and produced by the licensor and the benefits to those who use the
invention.58

11. The extent to which the infringer has used the invention and any evidence probative of
the value of such use59

12. The portion of the profit or sdling price cusomary in the particular busness or in
comparable busnesses to dlow for the use of the invention or analogous inventions.

13. The portion of the redizable profit that should be credited to the invention as digin-
guished from other factors (non-patented dements, the manufacturing process, business
risks or significant features or improvements added by the infringer).®°

14. The opinion testimony of qualified experts.

15. The amount which a prudent licensor (such as the patentee) and a prudent licensee (such
as the infringer) would have agreed upon (a the time the infringement began) if both
hed been reasonably and willingly trying to reach an agreement; i.e, the amount which
a prudent licensee — who desired, as a business propostion, to obtain a licence to
maenufecture and sdl a paticular aticle embodying the paented invention — would
have been willing to pay as a roydty and yet be able to make a reasonable profit and
which amount would have been acceptable by a prudent patentee.

In effect, and subject to a few modifications, the cdculated roydty rate is a notiond rae which
might reasonably have been negotiated between the patent owner and another party immediately
prior to the infringement. ®*

The Court of Appeds (First Circuit) in Panduit has modified the foregoing andyss by gating:

> A reasonable roydty determined after infringement is not andogous to a negotiaion
between willing parties.

> It is smply a damage cdculaion which must produce a result sufficient to compensate
the patent holder for the infringement determined after a paent has been found vdid
and infringed.

> The infringer would lose nothing and have everything to gan if it could count on
paying only the normd, routine royaty which anon-infringer might have paid.

> “Reasonable royaty” is a convenient shorthand for “damages’.
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> Reiance is often placed on data and events subsequent to the commencement of the
infringement and an adjudicated infringer must often pay more than the indudry-
licenang norm.

The following artificid suppositions are now imposed on the hypothetica- negotiation congtruct:

The patent isirrefutably known to be vdid a the time infringement commences.
Infringement is irrefutably known.

The patent owner iswilling to issue alicence.
Thelicensee iswilling to accept alicence.

All rdevant busness facts including those subsequent to the point of negotiation, are
deemed to be known to both parties.®?

YV V. V V V

While the Second Didrict Court committed “basc error” by faling to dlow the licensee “a rea
sonable profit after paying the suppositious royaty”.®®  Honeywell v. Minolta added three new
factors to the Georgia-Pacific rules.

The relative bargaining positions of the parties.

2. The extent to which the infringement prevented the patentee from using or <dling its
invention.

3. The market to be commercidly exploited.

Also, consderation of subsequent events and facts was explicitly permitted.

Apat from the foregoing infringement-litigation “rules’, guidance is dso provided by the
Regulations under the U.S. Internal Revenue Code which lig 12 factors which must be
considered in establishing an arm'’s length royalty for income tax purposes.®

11.3.2.1 The Analytical Approach

Adopting the anaytica approach, a reasonable roydty is determined by caculaing the excess of
the anticipated profits from infringing sdes over a “normd profit’ leve for the industry, such
excess yieding the roydty rate on infringing sdes. Emphass is placed on the anticipated profit
from exploiting the property a the time of infringement. Because there are two principd vari-
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ables in this caculaion, a high degree of judgment and andyticd support is required to satisy
the court.

In some cases, a plantiff may have regard to the operations of a comparable firm by which to
measure the damages had it not been for defendant’s infringing behaviour. This typicaly in-
volves 61‘5inding a busness having subgantidly smilar invetment characteridics to that of
plaintiff.

Applying the andytica gpproach to establish a reasonable roydty in the caculation of infringe-
ment damages requires the application of finance, invetment andyss and business vaudion
theory. Typicdly, a busness enterprise is financed by a combination of debt and equity. The
investor must recelve a reasonable rate of return on his or her investment in the company on the
weighted average cost of capitd (“WACC”). The WACC congders the cost of debt weighed by
the percentage amount of debt in the company’s capitd sructure as well as the cost of equity and
its percentage of totd capitd. The cost of equity is used to discount earnings or cash flow ac-
cruing to the equity invesment.®® It should be noted, however, that in the caculation of damages
for lost profits and reasonable roydties, financid expenses are excluded.

As outlined earlier, the busness enterprise typicdly has the following asset categories, or
components.

> Working Capital: Current assets less current ligbilities®’

> Other Tangible Assets Machinery and equipment, plant, land and buildings, office
furniture and equipment, vehicles, leasehold improvements, etc.

> Intangible Assets Goodwill and intellectua property.

The required rate of return is different for each of the foregoing categories of assets. The re-
quired rate of return on, say, land and buildings, may wel be different from that rdaing to in-
tangibles.  In busness vauation theory, there is an agpproach cdled the “Dud Capitdization
Method”, where a norma commercid return is caculaed on the far market vaue of the average
net tangible operating capitd employed and compared with the totd earning power of the enter-
prise. The excess of such totd eaning power over the norma commerciad return on the tan
gibles equas “super profits’ or “excess earnings’ atributable to the intangibles, most notably
goodwill and intellectua property.

In “formuld@’ terms, the “economic vadue added” by intangible assats is for a specific time
period, caculated asfollows:
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EVA; = earnings; - r (capital;.;)

Where:

« EVA =  Economic value added.

LI =  Cost of capital employed

e« capital; =  Netcapital employed at the commencement of period t.
e earnings; =  Actual earnings on the capital during period t.

Consdering the firm's basic categories of assets, WACC (which itsdf is apportioned between the
debt and equity in the firm’'s capitd dructure) can be adlocated among the asset categories within
the business, having regard to the respective degree of risk which each category represents.

In addition to attempting to establish a norma commercid return or normd industry profit mar-
gin, the andytica agpproach does not aways consider approprictely the relationship between
redive profit margins and the invesment which is required in other, complementary asssts. The
dandard “indudtry profit margin” cdculaion must dso take into account the complementary
asts required to commercidly exploit the property. The more unique the intellectud property,
the higher invesment might be required in tangible capitd assets (such as manufacturing
facilities) than the industry average, or vice versa

It is important to note the digtinction that, in infringement cases, a reasonable roydty permits the
licensee to retain a certain amount of profits whereas in the logt profits route, dl profits accrue to
the owner. This is because in am’'s length negotiations, the roydty agreed upon would, of
course, provide the licensee with a profit.

An andyss must dso be peformed comparing a “commodity product” with an “enhanced
product”, the latter generating super profits from the intdlectud property and the former pro-
viding a benchmark which can help provide the standard or norma industry product for purposes
of measuring the contribution of the enhanced product.?® In efect, the royalty rate is derived by
cdculaing the excess of the profit margin on the enhanced product over the profit margin on the
commodity product (where the commodity product is in the same industiry and requires a Smilar
levd of invesment in complementary assets).

11.4  Copyright Litigation

The cdculation of damages involves determining what the owner of the copyright would have
eaned had the copyright not been infringed. Moreover, if the profits earned by the infringer
exceed those lost by the copyright owner, the latter may aso be able to include such excess as
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damages. In effect, the owner of the copyright may recover the lost profits or the unjust profits
earned by the infringer (accounting of profits), whichever is greeter.

In copyright-infringement litigation as wdl as trade-mark actions, the owner is entitled to re-
cover the defendant’'s profits plus additiond actud damages suffered as a result of the

infringemen.

11.4.1 Accounting of Defendant’s Profits

A plantiff in a copyright action (as wel as in a trade-mark action) may be awarded the profits
eaned on the defendant’s infringement. This award may be driven by defendant’s intent and
conduct, whether innocent, ddiberate, wilful or fraudulent. An accounting of defendant’s profits
adso enables plantiff to saidy the damege requirement tha plantiff prove the amount of its
damages with reasonable certainty in such cases where plaintiff’s own lost profits or other dam-
ages may be too remote or speculative to estimate or project. On the other fand, when profits
cannot be reasonably established, a reasonable royalty can be used to quantify the damages.

The three judtifications for an accounting of defendant’ s profits are:

> An accounting represents compensation to plaintiff for sdes diverted to defendant as a
result of the latter's improper conduct. A defendant’s profits are deemed to condtitute a
fair measure of plaintiff’sloss on sdeswrongfully diverted to defendant.

> It may be judified on the bass of unjust enrichment or redtitution. This theory is
premised on the view that defendant has taken plaintiff’'s property as represented by
plantiff’s trade mark and has misused plaintiff’s property in making a profit.

> An accounting may be ordered to deter awilful infringer in the future.®®

If the damages aitributable to the infringement exceed the gain enjoyed by the defendant, the
plantiff might seek additional compensation over and above defendant’s actud profits. In such a
Stuation, it may be useful to present a “before-and-afte” andysis’®, showing the dedline in
plantiff's sdes. As the plantiff may recover log profits from infringed sdes, the sdes that de-
fendant made to purchasers who would otherwise have purchased plaintiff’'s products, but re-
celved defendant’s products, must be quantified. Expert evidence may have to be adduced with
respect to such diverson of sdes, perhaps dong with consumer- or market-surveys™. On the
other hand, in defending againg an accounting of profits, defendant might alocate its profits
between those reaulting from the aleged use of plantiff's trade mark and those redized as a
result of advertisng and having a better product.
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The plaintiff need only prove defendant’s sdes, however, the defendant must prove (@) the por-
tion of profits atributable to the infringement and (b) the various dements of cost or deduction
clamed which offset the gross profits derived from the sdes.  Accordingly, the defendant must
demondrate that the profits are the result of its own contributions, which critically impacted the
customers buying decisons. Whether the infringer actudly generated profits from the product
sdestendsto beirrelevant.

One of the two accounting methods outlined above in Section 7.2.1 may be consdered in deter-
mining the expenses, or expense components, to be deducted from the gross profits generated by
the infringer' ssdes.

1 The*“absorption” or “full cos” method; and
2. The “differential cost” or “incremental cost” method.”

As outlined earlier, the absorption cost method applies the infringer’s fixed costs againg the
sdes of the infringing product in order to arive a net profit. Under the differentid cost method,
only direct expenses actudly attributable to the infringing product are deducted, plus any incre-
ment in indirect expenses (such as overhead) resulting from the manufacture of the infringing
product, in order to arive & net profit from the infringing product. Expenditures which would
have occurred in any event, notwithstanding the infringement, are not deductible.

Often the Canadian courts accept the differential cost method as the appropriate methodology.

As with the quantification of damages for logt profits of the plaintiff outlined above, an account-
ing of defendant’'s profits requires the same andytical procedure, segregating variable expenses
from fixed expenses and properly quantifying the profits made by defendant on the infringing
sdes.

11.5 Trade-mark Litigation

A trade-mark owner may recover (@) damages suffered either as a result of the violaion of the
trade-mark rights or (b) the defendant’ s profits.

In the case of a registered trade mark, there is an additional statutory cause of action relating to
the infringement, viz,, with respect to the depreciation of goodwill™®. In this respect, the regis-
tered owned is permitted to prevent others from using a trade mark in any manner which would
depreciate the goodwill attached to the registered mark.”
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In certain cases, rights to unregistered marks or trade names may be enforced. In such cases, the
plantiff must prove that he or she has established goodwill or reputation in the area in which the
dleged infringing party is carying on busness The goodwill can be limited to a particular loca
territory or can extend across the country or throughout the world.

For a trade mark to have vaue, it should be recognizable, profitable and be identified in a
positive manner.

In order to obtan damages, a plantiff must show that it suffered actud injury. Compensable
items indude plantiff’s lost profits, increased costs or damage to goodwill. Costs of reparative
advertising to offset the harmful effects of defendant’'s unfair competition are a common item of
damagesinthisarea

It is interesting to note that, in the United States, there are five different measures of damages for
trade-mark infringement or unfair competition:

> An award to plaintiff measured by its actud losses, such as increased cods, damage to
business reputation and the like.

> An award to plaintiff based on plaintiff’sloss of net profits.

> An awad to plaintiff measured by defendant’s net profits (an accounting of profits),
dther as a means of measuring plantiff’s actua loss or based on a theory of unjust
enrichment.

> An award to plaintiff of punitive damages sanctioned by applicable sate law.

> An awad to plantiff and, in cetan circumsances to defendant, of reasonable
attorney’ sfees.

12. CONCLUSION

The foregoing comments can only highlight the many issues and variables which come into play
in quantifying economic damages. The process is, admittedly, highly judgmenta on the part of
the valuator. As Viscount Smon dated:  “Vauation is an art, not an exact science. Mahematica
certainty is not demanded, nor indeed isit possible.”

ENDNOTES:

(@] For example, in cases involving trespass and conversion, predatory pricing, illegal interference,
efc.
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