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The Spoiler

Defense counsel can make vast use of a certified public accountant’s expert
testimony when attempting to avold or limit assessment of punitive damages.

BY THOMAS M. NECHES

lsintifs” eounael rontinely rely on a corti-
fed public accountant's expert testimotry
regarding punitive damages, However, al
ttmips, defense counsel neglect the oppor
tunity to offer expert testimony o rebnt
plaingif’s evaluatdon of delendant's wealth
or to persuade the trier of fact that puni-
tive damages should not be awarded in the first place.
Sometimes, defense counsel helieves that if the defen-
dant needs an expert to teal with punitive damages, the
deferddant should sot be in trial, and the case sertles,
in fact, CPA assistance to defense counsel can be in-
valuable in reducing the amount of pursitive damages or,
better still, avoiding them eutirely.
“Punitive damages are awarded only for outrageous
conduct, that is, for acts done with a bad motive or with
a reckless indiference to the interests of others,” Martin

v. Jakns-Manville Corp., 508 Pa. 154, 454 A 24 1088, 1067
(1985). CPA expert testimony can be used to help per
suade the trier of fact not to award punitive damages.
Often, the alleged wrongful acts were purportedly com-
mitter] by an individual, or a very small number of em-
ployees or agents of 2 company. In such cases, the CPA
may be able to testify that the company’s system of fi
nancial internal cantrols could not have been expected
to detect the agent's wronghal acts, as the agent's acts
were not in furtherance of the company’s business and
outside the scope of the agent's employment; the agent
was N6t in A management capacity, as the agent’s acts
were not authorized, ratified or appraved by the compa-
ny: or the agent's employment history and wark perfor-
manee were consistent with the company's and indusiry
employment standards,

in some instances, the CPA may be able to testify that
defendant’s allegedly wranglul acts are a normal husi-
ness practice in defeidant's industry. The CPA may also

Thimas M. Neches, & certifisd public accountant, 1s se-
nigr parines of Simpson & Compary, & flem of cerified
public ascountants specializing in litigation services,

bie able Lo comment on and quantify the elfects of defen-
dant's effoets to repuir the problem after the fact, In tort
cases, punitive damages may not be recovered without
proal of actual damages; therefore, CPA expert testimo-
ny that there are no economic damages is desirable
from a defonse perspective,

An effective CPA expert can help defense counsel
convinee the trier of fact that plaintiff suffered no finan-
cial lass even if defendant acted wrangfully. However,
avpiding punitive damages by claiming zero economic
damages is an all-or-nothing proposition, as an award of
nominal damages is enpugh to sapport a further award
of punitive damages, For example, courts have affirmed
an gward of $550,000 1 punitive damages based upon an
award of §1 compensatory damages. Werschhell v. Unit-
ed California Bank, 85 Cal. App. 3d 981, 149 Cal. Rptr.
829 {1878).

Thete is no tlearcut limit lo the size of punitive dam-
ages, The U5, SBuprame Court has stated: “We need not,
and indeed we cannot, draw a mathematical bright line
between the constitutionally acceptable and constitution-
ally unacceptable that would fit every rase. We can say,
however, that general concerns of reasonableness and
ardequate guidance from the court when the case is tried
ta a jury propecly enter into the constitutional calculus,”
Facific Mutugl Life Tisuvance Co. v, Hastip, 4941 5.1, 19
(1991). The high court then endorsed a list of factors
that could be taken into consideration in determining
wiiether a punitive damage award was excessive or inad-
equate (499 U5, at 21): whether there is a reasonable re-
lafionship between the punitive damage award and the
harm likely to result from the defendant's conduct as
well ag the hartn that actually has ocourred; the degree
of reprehensibility of the deferdant’s conduct, the dura-
tion of that conduct, the defendant’s awareness, any con-
ceaiment, #nd the existence and frequency of similar
past conducl: the profitability to the dedendent. of the
wramgzful conduet and the desirability of removing that
pralit and of having the deferdant also sustain a luss; the
“financial position” of the defendant; the costy of litige

tlon; the impasition of crimingl sanctions on the defens
danl for U5 corduct, these to be taken in mitigation; (he
exislence of other civil awarils againat the defendant for
the same conduct, these als to be taken in mitigation.

CPAg have important inforrsation to provide the trier
af fact abwut cach of these factors. Regarding actual and
potential harm caused hy defendant’s conduet, if the puni-
tive damages phase of trial has been reached, actual eco-
nacnic harm has already been determined. A fnding of
nominal economic damages does nol let defense counsel
rest fagy on punitive damages, however. Penitive dam-
ages awards that are up to 500 times greater than come
pensatory damnges have been found to be reagonable by
apﬁllab: courts, In addition, if actual dameges are found
to be nominal, plaintiffs counsel will likely argue that po-
tential dasrages could have bean much greater. Defense
counsel should be ready with CPA expert testimany Lo

rebut this contentisn. Regard-
ing the duration of conduct aned
frequency of similar canduct,
CPA expert testimony can in-
form the irler of fact when the
wrongful conduct began and
ended, based on the review of
defendant’s financia) records,
The CPA alse may be abie to
testify to whether similar con-
duct had been previously dis-
covered, On the questior: of
profits eacned by the defendant
hecause of the wrongful con-
disct and the financisl position
of the defendant, the analysis of
defendant's profitability and fi-
nanclal position i the demain of
the CPA ekpert, Evidence of de-
fendant’s financial condition
must be presented to the jury
before punitive damages can be
imposed, Adgms v, Murahami,
54 Cal3d 105 (1991}, In provid
ing information to the jury
about defendant’s financial con-
dition, most courts focus on net
worth, which should be deter-
rnined as of the trial date, rather
than when the wrongful acts
 were committed. Zhadan o,
Downtoten Los Angeles Motors,
100 Cal. App.3d 821, 838, 136
Cal, Rpte. 132, 143 (1979). A
nile of thumb seems to he that
punitive damags awards generally are not allowsd to ex-
ceed 10 percent of the defendant’s net worth. Dewlin o,
Rearny Mesa AMC/feep/Renault, nc., 155 Cal, App.3d
381, 393496, 202 Cal, Ryotr. 204 (1984).

Defense counsel may wse CPA expert testimony to
undermine plaintiffs calculations of defendant's wenlth
and profits. In some cases CPA expert testimony may be
used to explain to the jury why a company's net worth as
determined by plaintiff is an inapprapriate, incormplete or
inaccurate measure of the company’s wealth or ability to
pay a punitive damages award.

Suppose, for example, plaintifs cxpert relies nn the
net warth of a company as reported in its audited finan-
cial siztements prepared in accordance with generally
accepted accounting principles. This would seem to be
an ideal basis for determining a cornpany’s net worth,
However, a company’s net worth as reported in its finan-
cial statements often is quite different from the compa-
ny's actual current market value, The primary reason for
this is (hat agsets are recorded in financial siatemetts al
their depreciated historical purchase prices, rather than
their current market values, Perhaps defendant’s net
warth eansists primartly of 2 non-  Continued on Page 13
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liquid, non-income-producing asset,
for example, undeveloped land, pur-
chased and recorded in defendant's
financial staternents at a price higher
than its current market value, In this
case, defendant’s net worth as report-
ed in its financial statements would
overstate both defendant’s actual net
worth and its ability to pay a punitive
damages award.

Plaintiff's expert may have focused
primarily on plaintifC’s business and
may have a limited understanding of
that buginess, limited access to defen-
dant's business records and limited
time and resources to conduct an
analysis of defendant’s net worth or
profit margins. In such cases, defense
counsel should memorialize at depo-
sition plaintiff's expert's scanty urdér-
standing of defendant and its incss-
try. Defense counsel should use the
CPA expert to uncover any etrors
plaintiffs expert has made in inter-
preting defendant’s financial records
and help develop cross-examination
questions highlighting this expert's
lack of knowledge about unusual as-
pects of defendant’s accounting
records, ponrecurring ilems, or the
“story” behind specific entries in fi-
nancial statements, Defense counsel
may be able to use this information to
show the jury that plaintiff's expert re-
ally s not particularly expert in this
setting. ,

A CPA retained by defense coun-
sel may have the advantage of heing
better informed than plaintiffs expert
about defendant's business opera-
tions. If plaintiff has not made a claim
for disgorgement of defendant’s un-
just enrichment, defendant may not
be required to disclose its financial
records prior to the punitive damages
phase of trial. For non-publicly held
defendants, plaintiff’s expert may

have only a amatter of days or even
hours to analyze defendant’s financial
records to determine defendant’s
wealth or profits. For publicly held
corporations, detailed financial infor-
mation disclosed in Securities and
Exchange Commission filings are
readily accessible via the Internet.
Similarly, insurance companies' finan-
cial statements are available through
quarterly filings with the state depart-
ments of insurance, However, even in
these cases, the supetior knowledge
about the defendant’s financial and
business operations available to the
defense CPA expert may be able to
tip the scale in defendant’s favot.
Another situation in which CPAs

' can assist defense counsel may arise

if plaintifi attempts to present finao-
cial information to the jury pertaining
to defendant’s owners or parent or
controlling companies. CPAs can as-
sist defense counsel in protecting the
“corporate veil” by providing expert
testimony as to whether defendant
filed articles of incorporation, issued
stock, adopted corporate by-laws, ap-
painted officers, held and document-
ed meetings of shareholders and the
board of directors, obtained an em-
ployer identification number, invest-
ed sufficient capital to condiect busk
ness, maintained separate accounting
records, filed corporate tax retirns,
segregated corporate and personal
funds, docurnented and muintained at -
arms length all related-party transac-
tions, or treated as compensation all
personal use of corporate assets,
CPAs can be used hy defense

. counsel to.collect, verify, analyze and

testify abbut both. plaintiffs and de-
fendant’s costs and expenses, and
can rehut overstated claims made by
plaintiff. For example, a significant
portion of costs of litigation claimed
by plaintiff may in fact be regular
legzal costs incurved in plaintiff's ordi-
nary course of business,
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