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The following situation can occur within a business that you represent. ABC Company 
Inc. is a manufacturer that has been in existence for over 25 years. ABC’s sole owner, 
as he looks to the future, sees a trend developing in his industry. He notices that the 
majority of customers now placing orders are also requesting a modifi cation of his 
product, one that he is currently unable to perform at his factory. ABC, with a desire to 
change along with technology, begins to look at the purchase of machinery necessary 
to perform the modifi cation necessary to perform the modifi cation. After an extensive 
search, ABC settles on XYZ Equipment Inc. to provide the necessary machinery. ABC 
signs a contract with XYZ, and on Jan. 1 of the subsequent year, the machine is up and 
running.

Almost immediately, there are problems with the equipment, and these issues trickle down to affect the customer 
base. Customers are complaining, with products being returned and orders slowing down, resulting in a signifi cant 
decrease in ABC’s sales. After several months of unresolved problems with XYZ’s equipment, ABC decides to 
purchase another machine from a competitor company of XYZ.

But the damage is done. How many customers has ABC lost? In addition, how many potential new customers 
has ABC lost because of the chatter among retailers in the industry? ABC’s contract with XYZ has been breached. 
What are ABC’s lost profi ts and what can it recover?

LOST PROFITS DEFINED

Lost profi ts are defi ned as damages for the loss of income to a business measured within a reasonable degree of 
certainty. In the example above, ABC suffered a loss of profi ts due to the alleged breach of contract by XYZ. So 
what can ABC recover? As the following chart illustrates, there are several elements that go into the answer.
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LOST REVENUES

The fi rst element in the determination of lost profi ts is the calculation of lost revenues, which is equal to the 
calculated lost sales less actual sales. At the onset, there are several known methods to consider in calculating lost 
sales, and certain factors infl uence the choice of a method. One of the factors to consider is how long the business 
has been in existence. If the entity is a mature business, the before-and-after method may be appropriate. This 
method is a comparison of the fi nancial performance of the damaged party before and after the interruption of 
its operations by the wrongful act of another. The theory for this method is that "but for" the wrongful actions 
of another, the injured party would have experienced similar revenue trends after the damaging event as it 
did before the event. In applying this method, the historical sales of the company could be used as a basis to 
calculate the lost sales. Additionally, the actual sales are identifi ed up through the date of the calculation. Once 
determined, the actual sales are subtracted from the calculated lost sales, resulting in the lost revenues.

There are other possible methods to calculate lost revenues. One example is the yardstick method, which may 
utilize the fi nancial performance at another similar location of the damaged party, or the fi nancial performance of 
similar companies owned by others. If the business is a new enterprise, other factors may need to be considered 
in selecting a method, as the business lacks an historic track record of revenue generation. The factors present 
in each particular situation will have to be considered to determine the proper method to use in calculating lost 
revenues.

AVOIDED COSTS

After determining the lost revenues, the expenses associated with generating the lost revenues must now be 
calculated. These costs are generally referred to as avoided costs. Avoided costs are defi ned as the costs that 
would have been incurred to produce lost revenue. To calculate the avoided costs, which is equal to the calculated 
expenses less actual expenses, the cost structure of the damaged party needs to be examined and understood. 
Costs need to be analyzed, and a determination on whether a cost is fi xed, variable, or semi- variable must be 
completed. Furthermore, the relationship between individual cost categories and their effect on sales should be 
studied.

In performing the computation of avoided costs, calculated expenses may be determined using one of the 
methods discussed above, among others. Additionally, actual expenses are identifi ed up through the date of the 
calculation. Once determined, the actual expenses are subtracted from the calculated expenses, resulting in the 
avoided costs. 

DETERMINING THE DAMAGE PERIOD

In completing a calculation of lost profi ts, the damage period must be determined, and this period will vary 
depending on the underlying cause of action and the facts of the case. If the case is a breach of contract, the 
remaining term of the contract should be considered. However, there could be situations where this may not 
be appropriate. For example, if a contract is for a long period of time, or even an unspecifi ed period of time, 
uncertainty of achieving the level of lost profi ts calculated may lead to a reassessment of the damage period. 

For some other actions, the damage period is usually from the date of the wrongful act until the date the injured 
party is “made whole.” The injured party is “made whole” when the business either restores itself to an equivalent 
position prior to the damaging act, or events that would have occurred without the damaging act dictate the end 
of the damage period. Each individual assignment will have its own cause of action and fact pattern, and this 
information will need to be considered in determining the damage period. 



ADJUSTMENTS TO LOST PROFITS

Lost profi ts occur over time, commencing at some point, continuing up through the trial date, and possibly into 
the future. Once lost profi ts are calculated, there are adjustments that convert past lost profi ts and future lost 
profi ts to the trial date. Past lost profi ts are those lost from the date of the damaging event up to the trial, while 
future lost profi ts are those that are expected after the trial. Generally, prejudgment interest, which converts the 
damages from the time of the incident to the trial date, is used to compensate the damaged party for the interest 
not earned on past lost profi ts. Future lost profi ts, expected after the trial, must be discounted back to the trial 
date to avoid overcompensating the damaged party, meaning future lost profi ts must be converted to present 
value. 

To compute the present value of a future amount, a discount rate must be developed; and to determine the 
appropriate discount rate, certain factors should be taken into consideration. One such factor is the time value 
of money, which is the concept that a dollar is worth more in your hands today than waiting to receive it at some 
point in the future. Another factor to consider is risk. The greater the level of risk, the greater the discount rate 
for accepting that risk. 

It is important that the discount rate developed is supportable, based upon a sound methodology, and that it 
correctly applies the facts and circumstances of the case. In summary, when completing a lost profi ts calculation, 
both prejudgment interest and the discounting of future lost profi ts should be considered to convert lost profi ts 
to the trial date. 

CONCLUSION

There is the possibility that your company may have been breached, and may need a lost profi ts analysis. An 
attorney may prove the liability, but that is only part of the battle. After all, in a dispute with a need for a lost 
profi ts analysis, proving liability is meaningless without proving the damages. Furthermore, calculating damages 
is also meaningless without proof of liability. The legal elements and the lost profi ts analysis must come together 
to build a solid case with indisputable evidence. 

Gabe H. Shurek is a senior manager in Gettry Marcus’s CPA, P.C. business valuation and litigation services 
group. Email: GShurek@gettrymarcus.com.

Reprinted with permission from Corporate Counsel Online, October 2013 ALM Media Properties, LLC.


