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Reasonable Certainty for
New Business Lost Profit Calculations

By Josh Shilts, Villela & Shilts LLC
(Jacksonville, Florida, USA)

Recently, | had an engagement that involved cal-
culating lost profits for a new business, which
can be a challenge for accounting and valuation
experts. Little guidance has been provided, and
what is available is limited in its application. An
expert’s biggest concern is to avoid providing
speculative, unsupported lost profit estimations.
However, the recent 5th Circuit Court of Appeals
decision in Mansour v. Youtoo Media' has pro-
vided practical guidance for experts to mitigate
such concerns. Along with guidance such as the
Fannon and Dunitz's 5th edition of The Guide to
Economic Damages,? experts working for either
the plaintiff or defendant can form a supportable
opinion.

Five focus areas. Courts and triers of facts are
looking for experts to support their lost profits of
a new or unestablished business by displaying an
understanding of the new business market and
the company’s own internal abilities. An expert
should supply information about the subject
company and the market in which it is looking to

1 Mansour Al-Saud v. Youtoo Media, LP & Christopher
Wyatt, 2018 U.S. App. LEXIS 29680.

2 The Comprehensive Guide to Economic Damages, 5th
edition, Nancy Fannon and Jonathan Dunitz, Business
Valuation Resources, 2018; see also Allyn Needham,
"Lost Profits: Fifth Circuit Decision Clarifies Reasonable
Certainty for the Modern New Business Rule,”
QuickReadBuzz, Feb. 28,2019, and Victor P. Goldberg,
“The New-Business Rule and Compensation for Lost
Profits,” The Criterion Journal on Innovation, Vol. 1,
2016 p. 341-372.

operate. Experts should focus their work on the
following five areas:

1. Subject company’s ability to penetrate the
market;

2. Strength and experience of the subject
company’s management;

3. Subject company’s capital resources;

4. Market's need for product and/or service;
and

5. The ability of the subject company to rec-
ognize a profit.

The following discussion focuses on the five areas
above and what information an expert should
investigate in relation to those areas and how to
provide support for exculpatory and inculpatory
evidence. As with any lost profits engagement,
the expert needs to be cognizant of not skewing
the results to the benefit of their client while ig-
noring prevalent factors.

1. Ability to penetrate the market. The expert
needs to conduct a market analysis similar to
what he or she may have done in business school
or when writing a business plan. This analysis
includes:

e A description of the state of the industry
and where it is headed. Relevant industry
metrics such as size, trends, life cycle, and
projected growth should all be included
here.

Reprinted with permissions from Business Valuation Resources, LLC

bvresources.com


http://bvresources.com

REASONABLE CERTAINTY FOR NEW BUSINESS LOST PROFIT CALCULATIONS

BUSINESS VALUATION UPDATE

Publisher: Sarah Andersen

Managing Editor: Monique Nijhout-Rowe
Senior Copy Editor: David Solomon
Desktop Editor: Warren Simons
Executive Editor: Andrew Dzamba

R.JAMES ALERDING, CPA/ABV, ASA
ALERDING CONSULTING LLC
INDIANAPOLIS, IN

CHRISTINE BAKER, CPA/ABV/CFF
ADVANCED ARCHITECTURAL PRODUCTS LLC
ALLEGAN, MI

NEILJ. BEATON, CPA/ABV, CFA, ASA
ALVAREZ & MARSAL VALUATION SERVICES
SEATTLE, WA

JOHN A. BOGDANSKI, ESQ.
LEWIS & CLARK LAW SCHOOL
PORTLAND, OR

ROD BURKERT, CPA/ABV, CVA
BURKERT VALUATION ADVISORS LLC
MADISON, SD

DR. MICHAEL A. CRAIN, CPA/ABV, CFA, CFE
FLORIDA ATLANTIC UNIVERSITY
BOCA RATON, FL

MARK 0. DIETRICH, CPA/ABV
FRAMINGHAM, MA

JOHN-HENRY EVERSGERD, ASA, CFA, MBA
FTI CONSULTING
SYDNEY, AUSTRALIA

NANCY J. FANNON, ASA, CPA, MCBA
MARCUM LLP
PORTLAND, ME

JAY E. FISHMAN, FASA, FRICS
FINANCIAL RESEARCH ASSOCIATES
BALA CYNWYD, PA

LANCE S. HALL, ASA
STOUT RISIUS ROSS
IRVINE, CA

THEODORE D. ISRAEL, CPA/ABV/CFF, CVA
ISRAEL FREY GROUP LLP
SAN RAFAEL, CA

Executive Legal Editor: Sylvia Golden, Esq.
Chief Revenue Officer: Lisa McInturff
President: Lucretia Lyons

CEO: David Foster

EDITORIAL ADVISORY BOARD

JARED KAPLAN, ESQ.
DELAWARE PLACE ADVISORY SERVICES, LLC
CHICAGO, IL

HAROLD G. MARTIN JR.
CPA/ABV/CFF, ASA, CFE
KEITER
GLEN ALLEN, VA

GILBERT E. MATTHEWS, CFA
SUTTER SECURITIES INC.
SAN FRANCISCO, CA

Z. CHRISTOPHER MERCER, ASA, CFA
MERCER CAPITAL
MEMPHIS, TN

JOHN W. PORTER, ESQ.
BAKER & BOTTS
HOUSTON, TX

RONALD L. SEIGNEUR,
MBA, ASA, CPA/ABV, CVA
SEIGNEUR GUSTAFSON
LAKEWOOD, CO

ANDREW STRICKLAND, FCA
SCRUTTON BLAND
UNITED KINGDOM

EDWINATAM, ASA, CBV
DELOITTE
HONG KONG

JEFFREY S. TARBELL, ASA, CFA
HOULIHAN LOKEY
SAN FRANCISCO, CA

GARY R. TRUGMAN,
ASA, CPA/ABV, MCBA, MVS
TRUGMAN VALUATION ASSOCIATES
PLANTATION, FL

KEVIN R.YEANOPLOS,
CPA/ABV/CFF, ASA
BRUEGGEMAN & JOHNSON
YEANOPLOS PC
TUCSON, AZ

Business Valuation Update™ (ISSN 2472-3657, print; ISSN 2472-3665, online) is
published monthly by Business Valuation Resources, LLC, 111 SW Columbia Street,
Suite 750, Portland, OR 97201-5814. Periodicals Postage Paid at Portland, OR, and at
additional mailing offices. Postmaster: Send address changes to Business Valuation
Update (BVU), Business Valuation Resources, LLC, 111 SW Columbia Street, Suite 750,
Portland, OR 97201-5814.

The annual subscription price for the BVU is $459. Low-cost site licenses are
available for those who wish to distribute the BVU to their colleagues at the same
firm. Contact our sales department for details. Please contact us via email at
customerservice@bvresources.com, phone at 503-479-8200, fax at 503-291-7955
or visit our website at bvresources.com. Editorial and subscription requests may be
made via email, mail, fax or phone.

Please note that, by submitting material to BVU, you grant permission for BVR to
republish your material in this newsletter and in all media of expression now known
or later developed.

Although the information in this newsletter has been obtained from sources that BVR
believes to be reliable, we do not guarantee its accuracy, and such information may
be condensed or incomplete. This newsletter is intended for information purposes
only, and itis not intended as financial, investment, legal, or consulting advice.

Copyright 2019, Business Valuation Resources, LLC (BVR). All rights reserved. No
part of this newsletter may be reproduced without express written consent from BVR.
Please direct reprint requests to permissions@bvresources.com.

e |dentification of the specific target market
and the various qualitative and quantitative
characteristics of that target market. These
include target market characteristics of your
customer such as their age and median
income. Other items to address are target
market spending habits and the market's
size in terms of dollars and units. Under-
standing how much market share the subject
company believes it can garner will be very
important in determining the ability to profit.

* An analysis of competition detailing the
subject company’s direct and indirect com-
petitors. Understanding of the supply chain
and distribution channels is also necessary
information in supporting your lost profits
estimation.

e A "SWOT" analysis identifying the subject
company and competitors’ strengths, weak-
nesses, opportunities, and threats is a valu-
able procedure as well as a demonstrative
exhibit.

e Barriers to entry need to be documented
and understood.

e Time to entry is the last component that
not only affects the ability to penetrate, but
ultimately the lost profits calculation.

2. Management's strength and experience. While
an interview with management is important to
understand individual capabilities, experts can
perform other procedures to assess the strength
and experience of management and its relevance
to the new business. First, interviews with em-
ployees and “colleagues” in the same or similar
industry will help to identify strengths as well as
weaknesses. Understanding an individual’s weak-
nesses and determining whether that individual
has identified and mitigated such weaknesses is
an important indicator of business acumen.

A benchmark analysis, against other leaders, is a
strong piece of information to use in interviews.
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Design questions that not only address man-
agement'’s plans and beliefs, but also how they
plan to make up for any limitations they or their
team may have. For example, if a manager is not
adept with finance, ask what individuals or other
resources have he or she employed to make up
for this.

3. Capital resources. Just because someone
wants to enter an industry or market doesn't
mean he or she has the capital adequacy to do
so. An expert should evaluate the balance sheet
of the subject company and/or related entities or
individuals. This step further addresses manage-
ment strength and experience.

If internal capital is not available, ask whether
management has an alternative plan for funding.
If so, how does this affect the profitability and
viability of the new business?

4. Target market’s needs. No one knew they
needed an iPhone, but that didn't deter Apple.
This is a harder category to analyze for products
and services in unfound industries. However, the
expert should study the subject company’s trends
and the viability of a new product or service by
researching the intended users. The answer most
likely won't come from a single source of infor-
mation. Experts should evaluate the legitimacy
of any new business especially those in new or
emerging industries or markets.

5. Ability to profit. If an expert can “check the
box” on the above, the ability to profit section
is easily confirmed and stated. Experts need to
explain how the categories above allow for the
ability to profit. More importantly, experts need
to explain and define when profits will occur as
it is common for many new businesses to incur
losses for a period of time.

Case in point. In my recent engagement, | had to
address a new business and lost profits. The breach
by defendant was based upon a contractual item,
and counsel asked me to calculate lost profits. | first
addressed the company'’s ability to penetrate the
market. One of the key findings was that, but for the
breach, the subject company would have been able
to penetrate because of existing relationships and
the brand image of the defendant.

What was key in this analysis was detailing the
balance sheet strength of the subject company
in order to fund its new business without any
debt financing. In my opinion, this one variable
showed that the subject company had the “stuff”
to purchase fixed assets and utilize capital to fund
operations without any outside hypothetical fi-
nancing. Third, included with my financial analysis
was a detailed assessment of management and
their qualitative capabilities. The most important
aspect was explaining the niche market and corre-
lating future growth based upon capacity figures.

By following the five focus areas above, experts
can provide triers of facts with a complete analy-
sis to support their lost profits cases. If assump-
tions are used, it is important to note them. Any
new business will incur attacks from opposing
counsel on the speculative nature of future per-
formance. This is expected, but, by articulating
the sections above along with the causation,
experts can provide triers of facts with a reason-
ably objective analysis.

Josh Shilts, CPA/ABV/CFF/CGMA, CFE, is a
partner with Villela & Shilts LLC, a full-service CPA
and advisory firm located in Florida (Jacksonville
and Ocala). He is focused on providing valuations,
forensic accounting, and litigation support to at-
torneys, individuals, and businesses with complex
financial matters and disputes.
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