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Damages in Breach of Contract Cases

By Brent A. McDade
mcdadeb@mercercapital.com

Damages calculations in breach of contract cases are nothing more than an attempt to determine the
amount of money that will make a plaintiff “whole” after suffering some alleged wrongdoing (breach of contract) at
the hands of a defendant. In general, this means calculating the present value of the lost profits of the plaintiff
caused by the alleged breach of contract.

Business appraisers recognize that the value of a business enterprise is the present value of the future
cash flows associated with that business enterprise. The cash flows associated with a contract can be thought of
as a sliver of the cash flows of the business enterprise, so some of the same valuation techniques (particularly
discounted future benefits methodologies) can be applied in damages calculations. Using the discounted future
benefits method to determine damages related to the breach of a contract is a fairly simple exercise from the point
of view of the arithmetic involved. The analyst determines the amount and timing of the foregone cash flows
related to the breach of the contract and then determines an appropriate discount rate at which to reduce those
cash flows to the relevant date (typically, the date of the breach). However, neither step of this process is as
straightforward as it might at first appear, and a number of analytical decisions must be made in any damages

calculation.

Coming Summer 2004 — A
The Integrated Theory of Business Valuation!

T emmeesaa L cading business valuation practitioner Chris Mercer's newest book is entitled
of Business Valuation The Integrated Theory of Business Valuation.

This text organizes the various, and sometimes incongruent, theories and
evidence that currently exist in the valuation world, always keeping a focus on
the basics of valuation. =~ Topics addressed include the levels of value,
marketability discounts, minority discounts for controlling interests,
normalizing adjustments, fundamental adjustments, S corporation valuation,
control premiums, and restricted stock and pre-1PO studies among others.

Visit our website at www.mercercapital.com to pre-order your copy for only $95!
Regular Price: $110
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The first job of the analyst is to examine the facts of the case and the contract itself to formulate a theory
of damages. The theory of damages refers to the logical framework underpinning a calculation of damages, and
the theory of damages often provides vital clues as to how to proceed with the analysis. The theory of damages
will often start with a “but for” statement, and it generally ends with a statement that will dictate the analyst’s
approach to the problem. If, for example, a customer defendant breaches an exclusive supply arrangement by
buying from another vendor, the theory of damages might be as follows: “But for the bad acts of the defendant
(i.e., the breach of the exclusive supply agreement), the plaintiff would have sold more units to the defendant.”

It is important that the analyst develop the theory of damages more fully. This further development of the
theory of damages often occurs during the analysis itself. After an analysis of unit sales before and after the
breach, the above theory of damages might develop into: “But for the fact that the defendant began buying 300
units per month from a third party, the plaintiff would have continued to sell the additional 300 units per month to
the defendant.” Note that this theory of damages is more specific, and it leads to additional analytical questions,
such as “How much profitability is associated with the sale of 300 units per month?” and “For how many months
has or will the plaintiff suffer the loss of the profits associated with the sale of 300 units?”

Answering these questions allows the theory of damages to develop even more fully: “But for the fact
that the defendant began buying 300 units per month from a third party, the plaintiff would have continued to sell
an additional 300 units per month to the defendant, each of which would have resulted in an additional $100 per
month of net cash flow to the plaintiff for the 18 months remaining until the expiration of the contract.”

The development of the theory of damages and the clear statement of the logical underpinnings and
assumptions of the analysis are of vital importance. It allows a user of the analysis to understand why certain
calculations are appropriate rather than others, and it also allows a user of the analysis to quickly determine its
relevance by determining whether the user agrees with the underlying theory of damages. While the analyst
should always seek to develop the most logical theory of damages, there is sometimes a need to explore
alternative theories of damages and prepare alternative calculations. The calculation of damages, much more so
than the determination of value in the typical appraisal situation, varies with the parties’ differing interpretations of
both the law and the facts.

As an example, Mercer Capital was involved in a case where the date on which the damages occurred
was one of the items in dispute. Our clients had a legal theory that said that the damages occurred on Date 1,
and we calculated the damages at $X. The other side in this case had a legal theory that said that the damages
occurred on Date 2, and their expert calculated the damages at $Y, using a methodology that we did not believe
was appropriate. The trier of fact determined that Date 2 was the appropriate date for the determination of
damages. Fortunately, we had prepared an alternate calculation as of Date 2 that the trier of fact found more
credible than that of the opposing expert, so our client still managed a partial victory.

Because the theory of damages can change somewhat given the decisions of the trier of fact in the case,
it is important that analysts work closely with counsel in order to develop the theory of damages. This does not
mean that the analyst loses any independence from the parties in the case or that the analyst should be an
advocate for the position of one side or the other. As expert witnesses, we are advocates only of our own
opinions, not of the specific positions taken by the parties or the lawyers in the case. However, it is important that
the theoretical underpinnings of the opinions rendered by the experts in the case are consistent with the
arguments of the parties in the case, and it is important that the opinion make clear what portion of the testimony
is the independent opinion of the expert and what portion is a restatement of the assumptions of counsel.
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It is also important to explicitly define profit for the purposes of a lost profits calculation. Typically,
damages that are the result of a breach of contract should be calculated based on the lost incremental profitability
of the plaintiff. Typically, the analyst will seek to determine the incremental profitability associated with the
contract and will not allocate the fixed costs of the organization to the contract. Any analysis presented to a trier
of fact should make it clear what expenses were considered in the analysis and why. It should also be clear what
expenses were not considered, and why not. Once again, this will assist in allowing the trier of fact to determine
whether the conclusions reached are consistent with the theory of damages that the trier of fact determines is
appropriate.

Once the appropriate measure of profitability has been defined and the lost cash flows associated with
the breach of contract have been determined, it becomes necessary to discount those cash flows to the damages
date. It is important that the analyst carefully consider what discount rate is appropriate, as the discount rate will
vary on a case by case basis. The discount rate used should reflect the risk of the cash flow stream being
discounted to the present, and it must be appropriate to the cash flow or profitability stream selected. The
discount rate might be determined as the weighted average cost of capital of the plaintiff, the required return on
the plaintiff's equity, the required return on the defendant’'s unsecured debt obligations, or some other rate more
appropriate to the specific facts and circumstances of the case. In any event, it is important that the analyst
clearly communicate what discount rate was used and why so that a trier of fact can determine whether the
discount rate used was appropriate.

Mercer Capital has experience in preparing credible analyses of business damages in a number of
contexts, including breach of contract cases. If you or one of your clients is involved in a dispute involving
business damages, please feel free to call a member of our Litigation Support Team to discuss the matter in
confidence. 4
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MERCER CAPITAL PUBLICATIONS ‘

Quantifying Marketability
Discounts: Revised Reprint

DEVELOPING & SUPPORTING MARKETABILITY
DISCOUNTS IN THE APPRAISAL OF
CLOSELY HELD BUSINESS INTERESTS

Quantifying  Marketability Discounts: Revised
Reprint presents a practical model to assist
business appraisers in developing, quantifying and
defending marketability discounts — the QMDM
(Quantitative Marketability Discount Model).

We have bundled the QMDM (on diskette) with the
book. The QMDM allows you to quickly and easily
quantify marketability discounts in the appraisal of
minority business interests.

Order your copy of Quantifying Marketability
Discounts: Revised Reprint along with the
QMDM on diskette today for only $135 at
www.mercercapital.com.

Valuation for

Impairment Testing

THE FIRST SFAS 142 VALUATION RESOURCE
FOR CFOs AND AUDITORS

Mercer Capital has written Valuation for
Impairment Testing: The Finance and Accounting
Professional's Guide to Valuing Reporting Units for
Compliance with SFAS 142 which offers a
comprehensive analysis of compliance issues
regarding SFAS 141 and 142 from a valuation
perspective.

It serves as a how-to book for companies who
choose to perform at least some part of their
impairment testing internally, and as a valuable
reference for any finance and accounting
professional who needs to understand the valuation
implications of the pronouncement.

Order your copy of Valuation for Impairment Testing
today for only $69 at www.mercercapital.com.

MERCER CAPITAL ON THE ROAD ‘

To book a Mercer Capital professional as a speaker at your next meeting, please contact Barbara Walters Price, CME at

mailto:priceb@mercercapital.com.

May 7, 2004
American Society of Appraisers New York Chapter
“Employee Stock Options — Quantitative Ways to
Determining Liquidity Discounts”
New York, NY
Matthew R. Crow, ASA, CFA

May 17, 2004
New York Society of CPAs
“Toward an Integrated Theory of Business Valuation”
New York, NY
Z. Christopher Mercer, ASA, CFA

June 7 - 8, 2004
Darling Consulting Group
“Independent Banks Rejoice!”
Newburyport, MA
Z. Christopher Mercer, ASA, CFA

July 17 - 20, 2004
National Speakers Association Convention
“Is Your Business Ready for Sale?”
Phoenix, AZ
Z. Christopher Mercer, ASA, CFA

October 7 - 9, 2004
American Society of Appraisers Business Valuation
Conference
“Employee Options Valuation”
San Antonio, TX
Matthew R. Crow, ASA, CFA

October 7 - 9, 2004
American Society of Appraisers Business Valuation
Conference
“Valuation of Closely Held Banks”
San Antonio, TX
Z. Christopher Mercer, ASA, CFA

November 9, 2004
AICPA Business Valuation Conference
“Integrated Theory of Business Valuation”
Orlando, FL
Z. Christopher Mercer, ASA, CFA

November 11, 2004
Tennessee Federal Tax Conference
“Valuation Cases Panel”
Nashville, TN
Z. Christopher Mercer, ASA, CFA
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MERCER CAPITAL ADVISORS

Currently Offering Companies to Qualified Prospects
** Mercer Capital Advisors is the investment banking division of Mercer Capital Management, Inc. **

Direct Mail Marketing Services Company Wholesale Hardware Company
a provider of turn-key direct mail marketing services to distributor/retailer of shelf hardware, builders’ hardware
customers in a variety of industries and hand tools

Home Storage Products Company

For more information,
click on the company to view their company profile in PDF format
or call Owen T. Johnson at 901.685.2120
or e-mail him at mailto:;johnsono@mercercapital.com

A GENTLE PLUG FOR OUR FIRM ‘

MERCER CAPITAL is a business valuation and investment banking firm serving a national and international clientele.
Our reputation for excellence is based on an ability to solve complex financial problems expeditiously. We convert over 20
years of experience, including thousands of assignments, into solutions for the issues of today.

Mercer Capital provides a broad range of independent valuation and financial advisory services, including:

e Dispute Analysis Services and Expert Testimony e Valuation for Estate and Gift Tax Matters

o Valuation for Shareholder Liquidity Matters e Valuation of Employee Stock Ownership Plans

In addition, we provide valuation services for the following financial statement reporting purposes:

e Purchase Price Allocations * Valuation of Employee Options
e Valuation of Restricted Stock Options e Valuation of Intangible Assets
e Goodwill Impairment Testing e Fairness Opinions

e Valuation for Corporate Income Tax Issues e Corporate Litigation Support

We also provide financial consulting services to audit committees and boards of directors, including:

o Retained Advisor to Audit Committee ¢ Financially-Oriented Services including:
« Valuations, fairness opinions, and/or capital raising in = Independent analysis of company'’s financial condition
Going Private transactions and performance, as well as market performance
« Facilitator of Board / Management Communications * Review public disclosure filings from a financial
perspective

MERCER CAPITAL ADVISORS is the investment banking division of Mercer Capital and specializes in providing
merger and acquisition services to sellers or buyers of private businesses or public companies divesting divisions and
subsidiaries. In addition, Mercer Capital Advisors assists clients in industry consolidations, roll ups, and refinancings.
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INTERNET COMMERCE: OBTAIN PROPOSALS TO VALUE YOUR BANK, FLP or LLC VIA OUR WEBSITE

The cost (in terms of your time and delays in obtaining proposals) has just gone down. Use one of the PROPOSAL
REQUEST FORMS on our website.

Many of your colleagues have already used our PROPOSAL REQUEST FORMS and are impressed by the decrease in
transactional overhead and the increased ease in obtaining actionable proposals for their clients. We are pleased to be doing
business with them. Try it yourself! Visit our website and provide us with the pertinent information via this form and we'll
prepare a proposal and deliver it to you via e-mail, fax or USPS. Complete confidentiality assured.

UNSUBSCRIBE |

We will continue to send the newsletter as published at no cost unless you notify us that you wish to be removed from the
distribution list. To REMOVE yourself from this list, send an e-mail to: mercer-owner@mercercapital.com and type the words
"Unsubscribe — Value Matters" in the subject line (without the quotation marks).

MERCER
CAPRITAL
Business Valuation ¢ Investment Banking
Headquarters: Midwest Office:
5860 Ridgeway Center Parkway, Suite 400 206 Kentucky Towers
Memphis, Tennessee 38120 Louisville, Kentucky 40202
901.685.2120 « Fax 901.685.2199 502.585.6340 « Fax 502.585.6345

www.mercercapital.com

DISCLAIMER. This publication does not constitute legal, valuation, tax, or financial consulting advice. It is offered as an information service to
our clients and friends. Those interested in specific guidance for legal and accounting matters should seek competent professional advice.
Inquiries to discuss specific valuation or corporate finance matters are welcomed. Permission is specifically granted to send copies of this
Value Matters™ to others who might have an interest in its contents. Permission is also granted to quote portions of this newsletter with
proper attribution.

Copyright © 2004 by Mercer Capital Management, Inc., all rights reserved. Text, graphics, and HTML code are protected by US and
International Copyright Laws, and may not be copied, reprinted, published, translated, hosted, or otherwise distributed by any means without
explicit permission.
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