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						Whether prosecuting or defending a claim for lost profit, it is critical to identify and quantify the economic damages. Lost profit can result from many causes – including breach of contract, fraud, and patent infringement – that can greatly affect your business. To recover or refute lost profit damages, they must be explained – clearly and persuasively — to the jury. A qualified CPA expert witness can help you determine and elucidate the lost profit. Experienced lost profit expert witness at Thomas Neches & Company LLP in Los Angeles can accomplish these tasks for you.

Calculating Lost Profit

Here is a simplified case study of calculating lost profit for a business.  The first step is to determine the company’s historical sales.  These are presented in the graph below.

[image: XYZ Company Actual Sales Chart]

Sales increased during 2013-2016, dropped significantly in 2017, and ceased entirely thereafter. XYZ Company sued Defendant, claiming Defendant’s acts wrongfully caused XYZ Company’s sales to decline and the company to close down. The question is, what would XYZ Company’s sales have been absent Defendant’s wrongful acts? There are a variety of methods to project sales, including:

	Regression
	Linear
	Non-Linear
	Multiple



	Historical Growth Rate
	Exponential Smoothing
	Shifting
	Comparable Sales
	Related Products


In this example, we chose the linear regression approach to projecting sales, as shown in the graph below.

[image: XYZ Company Actual Sales, But for Sales and Lost Sales Linear Progression Approach Chart]

An alternative approach to projecting sales could have been the historical growth approach, as shown in the graph below.

[image: XYZ Company Actual Sales But for Sales and Lost Sales Historical Growth Rate Approach]

In this example, the historical growth rate approach results in significantly higher lost sales than the linear regression approach. This is shown in the table below.

[image: XYZ Company Actual Sales but for Sales and Lost Sales Linear Regression Approach and Historical Growth Rate Approach Charts]

Factors Contributing to Lost Profit

The appropriate method to project “but-for” sales depends on the XYZ Company’s individual facts and circumstances.  The analyst should consider all factors, including and other than Defendant’s wrongful acts, that may have affected XYZ Company’s sales. These factors include:

	Advertising
	Capacity
	Capital Investment
	Competition
	Damage Period
	Economic Climate
	Government Regulation
	Industry Trends
	Lead Time
	Market Saturation
	Market Trends
	Price Changes
	Product Life Cycle
	Product Mix
	Reputation
	Sales and Distribution Methods
	Seasonality
	Service Responsiveness
	Quality
	Warranties


 

Regardless of how lost sales are determined, it is important to understand that lost profit, not lost sales, is the appropriate measure of damages.

Understanding Marginal and Average Profit

Two of the most commonly used measures of profit are “marginal profit” and “average profit.”  In calculating the marginal profit associated with lost sales, one subtracts all the additional costs that would have been incurred if the lost sales had been earned.  Typically excluded are overhead costs like rent or officers’ salaries, which would not have increased if XYZ Company had earned the lost sales.  In calculating the average profit associated with lost sales, one subtracts – on a pro-rate basis – all costs the company incurred.

As shown in the table below, using marginal profit versus average project may result in a significant difference in calculated profit as a percentage of sales.

[image: XYZ Company Average Profit and Merginal Profit Year Ended Dec 31 2017]

The final steps in calculating lost profit are to apply the appropriate profit percentage to lost sales and to discount projected future lost profit to present value. The choice of discount rate has a significant impact on the resulting calculated lost profit. The table below shows lost profit in which lost sales were determined using the linear regression approach, to which the average profit percent is applied. Calculated lost profit is discounted to present value at two alternative rates, 8% to 15%.


	Year	Lost

Sales	Average

Profit

Percent	Lost

Profit	Discounted

Lost Profit (8%)	Discounted

Lost Profit (15%)
	2017	$4,833,000	22%	$1,063,000	$1,063,000	$1,063,000
	2018	3,866,400	22%	$851,000	$239,000	$85,000
	2019	2,899,800	22%	$638,000	$166,000	$55,000
	2020	1,933,200	22%	$425,000	$102,000	$32,000
	2021	966,600	22%	$213,000	$47,000	$14,000
	Total	$14,499,000		$3,190,000	$1,617,000	$1,249,000




 

An alternative calculation determines lost sales using the historical growth rate approach, to which the marginal profit percent is applied.


	Year	Lost

Sales	Marginal

Profit

Percent	Lost

Profit	Discounted

Lost Profit (8%)	Discounted

Lost Profit (15%)
	2017	$4,700,000	41%	$1,927,000	$1,927,000	$1,927,000
	2018	$4,933,000	41%	$2,023,000	$568,000	$202,000
	2019	$4,872,000	41%	$1,998,000	$520,000	$173,000
	2020	$4,293,000	41%	$1,760,000	$424,000	$133,000
	2021	$2,847,000	41%	$1,167,000	$260,000	$76,000
	Total	$21,645,000		$8,875,000	$3,699,000	$2,511,000




 

Contact a CPA Expert Witness for Help with Lost Profit Cases

These tables show that the following choices all have a material impact on lost profit calculations:

	Approach to projecting but-for and currently-expected sales,
	The measure of profit (marginal profit versus average profit), and
	The rate at which projected future lost profits are discounted to present value


 

When you need a CPA expert witness in California to perform these calculations and to justify them to the judge and jury, look for an expert with experience:  Thomas M. Neches, CPA/ABV/CFF, CVA, CFE Lost Profit Expert Witness in Los Angeles.


					

				

			

		

	

	







	
	[image: CPA Certified in Financial Forensics Logo]
	
[image: CPA ABV Accredited in Business Valuation Logo]
	
[image: CVA Logo]
	
[image: Certified Fraud Examiner Logo]
	
[image: American Bar Association Logo]
	
[image: AICPA American Institute of Certified Public Accountants Logo]
	
[image: CPA Blue Logo]
	
[image: NACVA Logo]
	
[image: ACFE Association of Certified Fraud Examiners Logo]
	
[image: American Statistical Association Logo]












    


    IF YOU HAVE ANY QUESTIONS, PLEASE CALL THOMAS NECHES DIRECTLY AT 213.448.7750.


    CONTACT  US
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