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Calculating Lost Profits for a Business

Often in the course of business, a firm will be damaged by the actions of another 
party. If such losses can be shown to have been caused by wrongful conduct, they 
may be recoverable by the injured party. Recoverable economic losses consist of the 

lost profits to the damaged business plus any on-going, continuing expenses. In this article we 
present an overview of how this amount is calculated.

Lost profits are defined as the revenues or sales not received as a result of the actions of another 
party, less the costs associated with producing those sales.  The costs of producing the sales 
that do not continue, or are saved, might include sales commissions, cost of materials sold, 
direct labor, and distribution costs. To a Certified Valuation Analyst (“CVA”) or an Accredited 
Valuation Analyst (AVA), the computation of damages can be expressed in incremental 
revenue/cost terms, where the incremental change is caused by a specific event or series of 
events.  The top down model is shown below: 

lost profits  =  lost revenues  -  saved, non-continuing expenses  +  “extra” expenses due to interruption.

A naive implication of this model is that one can ignore those costs that continue to be incurred during the period 
of interruption, as the injured party with or without the business interference generally would have incurred 
those costs.  However, this is not so as we can see when the equation is restated as a bottom up model:

lost profits  =  lost net income  +  continuing expenses  +  “extra” expenses due to interruption.

Courts have generally agreed with CVAs/AVAs on these two propositions, and continuing expenses 
(“overhead” or “general and administrative” expenses in accounting terms) can be ignored in measuring 
lost profits only if a top down approach is used. Extra expenses are included in the lost profits computation 
when the injured party has to incur additional overhead costs in an attempt to mitigate the damages caused 
by another party. For example, there may be additional advertising expenses undertaken to reverse the effect 
on the name or goodwill of the business from actions by another party. Fixed costs are usually continuing 
expenses, but there can be exceptions to this rule, as in a fire loss where the rent is abated during the period 
of interruption – the rental expense would be non-continuing.  Variable costs are usually saved expenses, 
but here too, there are exceptions to the rule.  Direct labor might continue as an expense during the period 
of interruption because it is less costly to do so than to find, hire and replace, at a later date, those personnel 
laid off at the time of the injury.  Given the propositions above, computation of lost profits using a top-down 
approach is a four step process, as described below.

Step 1. Estimate “But For” Revenues
The first step in computing lost profits is to determine the level of sales that would have been received “but 
for” the interruption. In breach of contract cases where the level of service or value of product is specified, 
this is fairly easy to determine. However, in more general tort cases the CVA/AVA must rely on a wide range 
of data and facts to project the “but for” level of sales. Econometric and time-series forecasting models can 
be of great use in this step, since the best estimate of the interruption period sales is related to a variety 
of factors concerning the capacity to produce a service or product. This capacity is best determined by 
examining what has actually gone on before and/or after the business interruption itself. The business’s 
performance, excluding interruption periods, sheds considerable light on what the business could have done 
during the interruption period.
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Recent Judicial Decisions on the Valuation of S Corporations

The 1999 decision by the U.S. Tax Court in Gross v. the 
IRS sparked a controversy over the correct methodology 
for valuing interests in corporations electing to be taxed 

under Subchapter S of the Internal Revenue Code.  The conclusion 
of the judge, affi rmed by the appellate court, was that corporate 
net income should not be reduced by a corporate income tax 
if the corporation does not in fact pay such a tax.  Following 
shortly after the Gross decision, there were three cases in tax 
court dealing with valuations of S corporations, Heck, Adams 
and Wall.  All three of these cases adopted the Gross precedent, 
allowing no corporate income tax burden.  

The tax court has just issued a new opinion on another S 
corporation valuation case, Dallas v. Commissioner (TC Memo 
2006-212).  Both experts for the taxpayer tax affected corporate 
earnings, one arguing that this was necessary because the 
corporation might lose its S status following a sale, and the 
other arguing that stockholders pay the tax on corporate income 
instead of the corporation.  The tax court rejected both arguments 
in short order, citing Gross

The value implication of these cases is that the S election causes the value of a corporation to increase 
by 67% over its value as a C corporation.  For example, a C corporation with $100 of net income 
before tax might pay $40 of corporate income tax, leaving $60 for distribution to the stockholders.  
Using a 20% capitalization rate, the value of the corporation would be $300.  Removing the $40 
corporate income tax, leaves $100 for distribution to the stockholders, and a value of $500.  Given 
that the pool of willing buyers for a corporation is the same whether or not the corporation has made 
an S election, the difference in the value conclusion is so extreme as to suggest that something must 
be amiss. 

Since Gross, there have been many articles published by numerous authors discussing new 
methodologies for the valuation of S corporations.  The new methodologies generally quantify the 
dollars saved by the stockholders from the S election compared to C corporation status, and place 
a present value on this savings.  Except in the instance where an S corporation distributes all of its 
income to its stockholders every year, the dollars saved are not equal to the corporate tax avoided, 
and the value difference is less than 67%.  In fact, the difference can be zero, or even negative, 
depending on the amount of net income actually distributed, the tax rates assumed, the exit strategy 
assumed, and the likely willing buyer assumed.  These new methodologies have yet to be argued in 
front of the tax court.  Dallas was a another missed opportunity.

There is also a recent Delaware Chancery case, Delaware Open MRI Radiology Associates, P.A. 
v. Kessler (898 A.2d 290, Del. Ch. 2006).  This is the fi rst national scope S corporation valuation 
case published since the Gross decision that gives consideration to the interplay of corporate and 
individual tax rates.  The judge focused on disposable income in the hands of the stockholder as the 
common denominator between C and S valuation.  This case did not present as an issue distributions 
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Beyond that, the relevance of this case is the method the court used to value 
the goodwill.  Boris (plastic surgeon) and Ann Ackerman were married in 
1991. Before they were married a prenuptial agreement was signed placing 
a value on Boris’ medical practice of $162,000.  The agreement stated that 
any increase in value would be community property and that, in the event 
of divorce, a forensic accountant would be hired to place a value on the 
business. The couple separated in 2001. Among the issues litigated as a 
result of the divorce was the valuation of the practice.

When valuing a professional practice there are two key elements.  The 
first is profit as in any other business. The second is goodwill. This factor 
is unique in family court since there are parallel calculations being done: 
income for the purpose of establishing support and income for the purpose 
of establishing the value of an asset. The greatest concern is that the same 
income is not used for both purposes—double dipping.  In Ackerman, the 
court adopted the capitalization of excess earnings method.  In simple terms, 
this method requires that the earnings from a business are capitalized only 
to the extent that the earnings exceed the earning power of the professional.  
For example, if the medical practice for a doctor generates $350,000 annual 
income and the earning power of the doctor in another place of employment 
is $275,000, then only $75,000 is capitalized to determine the value of a 
business.

This scenario, then, makes the analysis of earning power and/or reasonable 
compensation a central issue.  The wife’s expert opined that reasonable 
compensation was from $291,000 to $355,000. The husband’s expert 
opined that reasonable compensation was $551,000.  In effect, the wife’s 
expert was saying that more of the income was due to the goodwill value of 
the practice and the husband’s expert was saying that the income was due 
more to the personal efforts of the husband.

The court decided that the reasonable compensation amount was $544,000. 
The final result was in the husband’s favor—there was minimal value to 
the practice outside the personal goodwill of Mr. Ackerman.  

Several other issues were decided by the court in the Ackerman case but 
from a valuation standpoint several points were reinforced as it relates to 
valuation of professional practices:
	 •	 One of the experts based reasonable compensation conclusions on   
		  “regional” studies. The court was astute enough to identify that  
		  a survey of the western states will produce a low result when  
		  analyzing the income of a doctor in a high-income wealthy area such  
		  as where Dr. Ackerman practiced.
	 •	 One of the experts based his reasonable compensation opinion  
		  on, among other sources, personal interviews with plastic surgeons  
		  in the immediate geographical area.  While this seems to be a  
		  reasonable approach, the court disregarded it.  
	 •	 Once again a court has established that value is based on historical  
		  earnings not projected earnings. While this is contrary to how  
		  business is valued in virtually every other venue, it seems to be the  
		  law of the land in family courts around the country.
	 •	 The value of the professional goodwill continues to be linked to the  
		  earning power (reasonable compensation) of the individual doctor.  
		  The remaining income generated by the business is then relevant to  
		  determine the goodwill value of the business.
	 •	 The value of a well written prenuptial agreement is highlighted  
		  once again. Establishing, in advance, the method and procedure 
		  of valuation in the pre-nuptial could have saved both sides a lot 	
		  of legal fees. 

Involving valuation professionals “up-front” in prenuptial or buy-sell 
agreements is a smart way to reduce conflict, uncertainty, and expense at 
the “back end” when everyone is already unhappy.  

Step 2. Estimate Associated Costs (Saved Expenses)
Variable costs during other periods are usually the best evidence of 
the saved or incremental costs to the firm of not receiving the “lost” 
revenues claimed in step 1. Regression models can be useful here to 
determine how certain types of costs vary with levels of service or 
production. Those costs that vary with production or sales should be 
included in determining lost profits, while those that do not vary with 
production (i.e., fixed, or continuing, costs) should be excluded in this 
computation. An example of a variable, or saved, cost is the accounting 
category called “cost of goods sold.” Some or the entire amount of 
selling expense may be variable, and therefore saved, as well. Because 
accounting definitions do not uniquely identify which costs are variable 
and which are not, the CVA/AVA must often use considerable judgment 
and statistical expertise to make the separation. 

Step 3. Examine Continuing Expenses 
Patterns for Extra Expense
It is sometimes the case that certain typical overhead costs may increase 
during or after the business interruption period as a result of the injury.  
Detecting these increased costs is easier when management of the 
business is consulted concerning cost trends. For example, management 
may incur overtime expense to make up lost production.  Examining 
any month-to-month changes in overhead can also identify these costs. 

Step 4. Compute Lost Profits
Lost profits are the “but for” additional revenues that would have been 
attained, less associated saved expenses related to those lost revenues, 
plus any additional overhead costs incurred by the damaged party 
resulting from the interruption. 

Conclusion
We have now seen that in computing lost profits, net profits are the 
appropriate measure of the loss; the definition of net profits that is used, 
however, may not correspond to the net profits figure that appears at the 
bottom of an income statement.  It may be equal to or lower than the 
gross margin, but more often is higher than the net margin, as the injured 
party’s loss includes the net profit it would have earned plus those costs 
and expenses that continue during the period of interruption.

Valuing Professional Goodwill
In re Marriage of Ackerman
An ongoing debate in the valuation 
community is how to identify and value 
professional goodwill. These debates 
stem from and lead to significant 
court cases where the issue 
is placed before a judge to 
decide. In January, 2007 a 
significant case was decided by 
the California Court of Appeals and the results 
of the case have attracted national attention.  It has become known as 
“The Ackerman Decision.” (California Court of Appeal, 4 Civil G034582, 
G034259, 146 Cal.App.4th 191, 52 Cal.Rptr.3d 744) Contrary to previous 
court decisions in California, and other states, the courts did not question 
whether professional goodwill existed.  By virtue of that alone, this was an 
important case establishing—or reaffirming—that professional goodwill 
is a factor in the valuation of professional practices. 



Start-Up Company Stock 
and Options

 
New ventures go through stages as they progress 
toward an IPO or acquisition.  There is the start 
up phase, the angel stage, the venture capital 
stage, the mezzanine or bridge stage, and finally, 
the exit event.  The exit can take several forms, 
including an IPO or an acquisition by a publicly 
held company.  

During these stages of development, companies 
typically issue common stock and stock options 
to employees.  When stock is issued, taxation 
is determined under Section 83 of the Internal 
Revenue Code.  The general rule is that the 
value of the stock is ordinary income when all 
restrictions on the employee’s ability to receive or 
resell the stock have lapsed.  This could be years 
after the grant of the stock award, if for example, 
the employee must work for the company for a 
few years before he in entitled to keep the stock, 
or resell it.  The stock could be near to worthless 
now, but worth a significant amount later if the 
company succeeds.  

Legal counsel usually recommends that the 
employee recipient file what’s known as an “83(b) 
election.”  The election causes the employee to 
be taxed on the value of the stock when received, 
instead of later when the restrictions lapse.  
The value of the stock must be determined in 
accordance with the rules of that section.  These 
rules generally require that any restrictions on the 
receipt or resale of the stock be ignored, except 
a restriction which by its terms will never lapse.  
Companies are wise to document the value of 
the stock for Section 83 purposes with a written 
valuation report.

Stock options (excluding statutory plan options 
and ESPP shares) are taxed in accordance 
with a different set of rules.  These rules are 
the recently enacted “deferred compensation” 
rules of Section 409A.  The rules require the 
inclusion in ordinary income of the value of 
the stock, even before exercise, as soon as all 
risks of forfeiture lapse.  Typically, a ten-year 
option becomes exercisable after two years of 
continued employment, but the employee waits 
as long as possible after that before actually 
exercising. Nevertheless, Section 409A would 
tax the employee on the value of the stock at 
the two year mark when his right to exercise 
and retain the stock vests.  And furthermore, 
the continuing increase in value of the stock 
will also be taxed annually.  And furthermore 
to that, there is a 20% tax penalty imposed.

There is an exception to this rule.  If the exercise 
price of the option is at or above the fair market 
value of the stock at the date of grant, then the 

stock option is exempt from the Section 409A 
rules.  Thus, for start up companies as well as 
any closely held company issuing stock options 
to its employees, it is essential to obtain a written 
valuation of the stock subject to the option.  
Again, the value is determined without regard to 
any restrictions that will lapse.

The regulations provide a few avenues by which a 
closely held company can determine the value of 
its common stock.  Each avenue requires the skill 
and knowledge of a valuation professional.  The 
preferred course is to obtain a written valuation 
report from a professional who takes into account 
the tangible and intangible assets of the company, 
its projected cash flows, similar publicly 
traded companies, lack of control and lack of 
marketability, and all other factors affecting the 
value of the stock.  The valuation methodologies 
used for compliance with generally accepted 
accounting principals are most frequently used 
for Section 409A compliance.  Valuations as of 
a specific date are generally valid for Section 
409A purposes for up to one year, or until the 
company experiences a significant growth event, 
such as the achievement of  its first sale, or a new 
round of financing.  

Please contact us to discuss the valuation of your 
company’s common stock before implementing 
a stock or stock option award plan.  The 
consequences of not addressing value are too 
ominous to ignore.

Fair Market Value
 

When a valuation expert prepares a valuation of a 
business, the standard of value is based upon the 
purpose of the valuation. The most widely used 
standard of value related to business valuations 
is Fair Market Value. Fair Market Value, is 

the standard of value utilized by the Internal 
Revenue Service and Courts in valuations for 
federal income and estate tax purposes. It is 
also the legal standard of value in many other 
valuation situations. 
 
The technical standard for determining Fair 
Market Value has remained unchanged for more 
than 35 years. The Internal Revenue Service 
definition is: 

 “Fair market value is the price that property 
would change hands between a willing 
buyer and a willing seller, when the former 
is not under any compulsion to buy and the 
latter is not under any compulsion to sell, 
both parties having reasonable knowledge 
of the relevant facts.” (I.R.S. Revenue 
Ruling 59-60).  

 
The best way to understand the meaning of fair 
market value is to break down the definition into 
its five major components: 
	 1)	 price, 
	 2)	 property, 
	 3)	 willing buyer and willing seller, 
	 4)	 no compulsion to buy or to sell, and 
	 5)	 having reasonable knowledge of 		
		  relevant facts. 

The first component, “price,” in various 
regulations and cases, is defined as “adequate 
and full consideration in money and money’s 
worth” for the subject interest being valued. 
This is the market price. How this “price” is 
determined, for valuation purposes, depends on 
certain characteristics including if it is publicly 
traded, if there are any prior transactions which 
indicate a “price,” or if there are markets that 
determine the price. 
 
The second component, “property,” is the entity 
or interest that is to be valued.
 
The third component, the “willing buyer and 
willing seller” are hypothetical persons, dealing 
at arm’s length, and dedicated to achieving 
maximum economic advantage. In other words, 
if a willing buyer would buy at that price, would 
a willing seller really sell at that price?
 
The fourth component, “no compulsion to buy 
or to sell,” implies that prices that the property 
would bring in a sale that was forced upon the 
seller or the buyer would not indicate Fair Market 
Value. Financial pressures may cause a seller to 
act more hastily and accept a price lower than 
Fair Market Value, or a buyer forced to purchase 
may pay a price higher than Fair Market Value.
 
The fifth component, “having reasonable 
knowledge of relevant facts,” assumes a value is 

continued



determined based on facts that are reasonably available at the valuation date.  These facts include marketplace data as well as company information and 
general economic information.
 
A standard of value addresses the questions “value to whom?” and “under what circumstances?” In certain instances, other standards of value are 
appropriate, whether determined by the purpose of the valuation, statute or case law.  Other standards of value include:
	 •	 Fair Value—a legally created standard of value that applies in certain transactions and situations including cases of stockholders’ dissent and 	
		  oppression matters, corporate dissolution, and valuations of a company going private. The definition of Fair Value refers to an equitable, just and 	
		  reasonable value for property, without reference to a market transaction. This differs from Fair Market Value by assuming the property holder has  
		  no interest in entering the market. Fair value is also the standard used for financial reporting purposes.
	 •	 Investment value—“the specific value of an investment to a particular investor or class of investors based on individual investment requirements,”  
		  rather than the unspecific buyer or seller assumed in the definition of Fair Market Value.
	 •	 Intrinsic or fundamental value—an analytical judgment of value perceived to be a “true” or “real” value by an investor based on the investor’s  
		  perception of the characteristics of the investment.
	 •	 Synergistic Value—the highest value that would be paid for control shares, generally if the purchase was made for a specific purpose of 	
		  the buyer.

While there are many standards of value, including those discussed above, Fair Market Value remains the most well known and widely used standard of 
value related to business valuations. A Certified Valuation Analyst is trained in business valuation and is qualified to assist you in performing valuations 
for these different standards of value.

If you have questions, please contact our office.

How to Review a Valuation Report

Business valuations are prepared for many purposes including litigation cases, 
estate and gift tax purposes, and for the purchase or sale of a business. To properly 
understand and utilize a valuation, the reader should critically review the report to 
determine its accuracy and reasonableness.   

The fi rst step in reviewing a business valuation report is to determine if the report is 
prepared by a qualifi ed appraiser, includes detailed planning, identifi es the critical 
factors, documents and analyzes specifi c information. 

While reviewing the report, it should be evident that the appraiser has an 
understanding of the company’s unique characteristics including the history, 
ownership, management, products, services, customers, suppliers, facilities, and 
personnel. It should be apparent that the valuator has analyzed and understands the 
risks involved, the stability or irregularity of the earnings as well as any other relevant factors that affect the company being valued. In 
the report, the appraiser should consider the external factors that may affect the company as of the effective valuation date including the 
national and local economies, government regulations, and demographic trends.

In reviewing the business valuation report, the reader should look for common errors or defi ciencies and ask a series of questions:
 • Does the appraiser possess the proper education or experience to perform the valuation?
 • Is the report mathematically accurate? 
 • Does the appraiser properly apply case law and statutes? For instance in a marital case, is personal and business goodwill properly 
  calculated and treated?
 • Has a site visit been performed?  By performing a site visit the appraiser is better able to understand the business’s products, assets, 
  liabilities, and the competence of employees. 
 • Has the appraiser properly identifi ed and valued the interest? For instance is the interest a minority interest or controlling interest?
 • Has the appraiser properly analyzed the books and records of the company and made appropriate adjustments? Was an analysis made to 

fi nd material personal expenditures? It is important to understand the accounting methods being utilized by the company and to 
  determine if they were being applied consistently. For instance is the cash or accrual method being used?  If a construction company, 
  how are contracts being accounted for (under the percentage of completion method or the completed contract method)? Have there been 
  proper allowances set up for accounts receivables or other contingencies?
 • Has compensation been properly adjusted? Failure to properly adjust compensation could have a material impact on the valuation. 
 • Has the appraiser searched for and analyzed market data and its effect on the company’s value?
 • Has company documents and agreements been properly analyzed to determine their effect on value?
 • Has there been a thorough and thoughtful analysis of the factors affecting risk. 
 • Has the appraiser considered the income, market and asset approaches? The valuation report should discuss the rationale for the 
  approach(s) that is most appropriate under the circumstances.
 • How have growth rates been determined? Are they realistic and do they require additional working capital, or plant capacity and was it 
  considered in the valuation report?
 • Has the appraiser discussed the discounts that were applied, how the specifi c discounts were computed and discussed empirical evidence 
  and the company’s unique characteristics? 

After analyzing the valuation report, the reviewer should consider whether the value conclusion determined 
by the business valuator makes economic sense for the purpose that the valuation was prepared for. Would 
the reader buy (sell) the business for the value stated?

As the valuation reports can be very specifi c and detailed, it may be necessary 
to engage another qualifi ed valuation practitioner to assist you in the review. If you have questions, 

please contact our offi ce.
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