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•

•
l i t i g a t i o n  s u p p o r t

V aluation analysts are 
often asked to quantify 
intangible asset economic 
damages in various types 

of litigation claims. These claims could 
involve a breach of contract (such as a 
license agreement) or a tort (such as an 
infringement). Before performing any 
economic damages analysis, the analyst 
performs reasonable due diligence 
procedures with regard to all documents 
and data.

In this article, I will first consider the 
types of documents that you may need to 
review in the damages analysis. Such docu-
ments include:

 • Relevant legal claims documents
 • Relevant other legal documents
 • Relevant discovery documents

For some of those documents, you 
will attempt independently to verify their 
source and/or accuracy. In your expert 
report, you should disclose the extent to 
which you accepted any data or docu-
ments without independent verification 
or documentation.

Second, this article considers the ana-
lyst’s due diligence with respect to the le-
gal claims, the causation claims, and the 
damages claims. In your expert report, 
you should disclose the extent to which 
you accepted any legal assumption or le-
gal instruction.

Third, I will summarize the analyst’s 

due diligence procedures related to docu-
ments that may be considered to measure:

 • Lost profits
 • A reasonable royalty rate
 • Lost business value or cost to cure

Fourth, I will consider the analyst’s 
discussions with legal counsel, relating 
to the selection of an economic dam-
ages measurement method. Finally, I 
will summarize the analyst’s consider-
ation of judicial precedent in the dam-
ages analysis.

rElEvant lEgal ClaiMS
You, the valuation analyst, are not the 

client’s legal counsel. And you should not 
practice law. You should be generally fa-
miliar with the legal claims made in the 
litigation, however, including:

 • What intangible asset is claimed to be 
damaged

 • Who is alleged to have caused the 
damages

 • How and when the intangible asset is 
alleged to have become damaged

 • What is the legal claim regarding the 
intangible asset (e.g., breach of con-
tract, infringement, some other type 
of tort, etc.)

The complaint, or similar legal fil-
ing, summarizes the claimant’s allega-
tions, including:

 • The alleged wrongful actions of the 
respondent

 • What the claimant wants the finder of 
fact to order the respondent to do in or-
der to make the claimant whole

The answer (or similar legal filing) 
presents the respondent’s side of the 
story, including:

 • What allegations the respondent ad-
mits to

 • What allegations the respondent denies 
or disputes

 • What counterclaims the respondent 
has against the claimant

 • What the respondent wants the finder 
of fact to do (e.g., to dismiss the case)

Therefore, you should be familiar with 
the allegations in the case to understand 
who is alleged to have done what to whom 
and when. Most importantly, you should 
understand what intangible asset damages 
you are being asked to quantify.

rElEvant lEgal DoCuMEntS
You should be aware of any discovery 

requests that affect the economic damages 
analysis, such as requests for admission, in-
terrogatories, and similar requests. Coun-
sel may ask you to help draft these discov-
ery requests, or to at least provide a list of 
financial and operational data to perform 
the damages measurement.

You may also be interested in counsel’s 
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filing of the disclosure regarding your ex-
pert opinions. That is, you will typically 
be interested in how counsel described 
your damages opinions and the bases for 
those opinions.

rElEvant DiSCovEry 
DoCuMEntS

In some situations, counsel may pro-
vide you with password access to his or 
her automated document database. That 
way, you can sort through all the discovery 
documents included in the database. With 
such access, you can be relatively assured 
of having access to all documents.

You will have to look for incomplete, 
inconsistent, or obviously missing (e.g., 
based on gaps in the Bates numbers) docu-
ments that may imply that counsel is not 
supplying all of the evidentiary documents 
related to economic damages. You have 
to decide if the discovery documents are 
sufficiently credible to be relied on in the 
damages analysis.

With regard to documents produced 
during the discovery process, you typically 
consider the following questions:

1. Are any documents missing 
from within a series of documents? 
The series could be periodic financial 
statements, production reports, sales 
reports, financial projections, etc. A re-
lated question is: Are there any docu-
ments (not necessarily in a series) that 
are obviously missing from the produc-
tion (e.g., a copy of a relevant contract, 
license, permit, intellectual property 
registration, etc.)?

2. Are any of the documents incom-
plete? Are pages of a document miss-
ing? For example, look for instances 
when a photocopy of a two-sided docu-
ment only includes every other page. 
Are document exhibits or appendices 
missing (in particular, are there memo-

randa or correspondence that refer to 
missing attachments)?

3. Are any documents contradic-
tory? Do two or more different docu-
ments purport to be the same set of fi-
nancial statements, financial projections, 
contracts, etc.? Do two or more different 
sets of correspondence (e.g., dated on the 
same or near dates) present two different 
conclusions regarding the subject intan-
gible asset?

4. Do the documents produced ap-
pear to be draft, final, or revised ver-
sions? Are the documents, or the associ-
ated transmittal correspondence, signed 
and dated? Typically, you want to rely on 
“final” documents. But if the only available 
document is a “draft,” you want to be aware 
of that fact.

5. Were multiple documents pro-
duced in response to the same discov-
ery request? Do the multiple documents 
present a consistent response or a con-
tradictory response? Are the multiple 
documents needed to fully respond to the 
discovery request? Or is one document 
sufficient to respond to the discovery re-
quest (and all of the other documents are 
just superfluous or intended to obscure 
the essential document)?

6. Are the documents responsive to 
the discovery request? Sometimes you 
(or legal counsel) may request documents 
and data, and you are disappointed by the 
response. The requested documents may 
simply not exist, or they may present data 
that are not useful to your analysis. Some-
times the produced documents are not re-
sponsive to the discovery request. In fact, 
some produced documents may simply 
represent subterfuge, produced to disguise 
the fact that the opposing litigant did not 
respond to the discovery request.

7. What are the effective dates of the 
documents and data? In an economic 
damages analysis, you generally consider 

all information that is available up through 
a current (i.e., expert report) date. In a 
damages analysis, you may perform the 
damages measurement as of either (a) the 
damages event date or (b) a current (i.e., ex-
pert report) date. In both cases, you bring 
forward the damages estimate (from the 
damages event date or the current expert 
report date) to the date of the trial by ap-
plying a pre-judgment interest rate. In or-
der to decide which damages analysis date 
(i.e., event date or current date) is most 
relevant, you may consider all information 
that is available through the current (e.g., 
discovery cutoff) date.

8. Were the produced documents 
prepared contemporaneously (i.e., pre-
litigation filing) or in response to the 
discovery request? This question does 
not imply that documents prepared in 
response to discovery requests (or oth-
erwise prepared after litigation is filed) 
are unreliable. As explained previously, 
many intangible asset owners/operators 
do not maintain current financial or op-
erational data regarding their intangible 
assets, because there are few (if any) fi-
nancial accounting, taxation, or regula-
tory reasons for an owner/operator to 
assemble intangible asset-related data. 
Nonetheless, you may be interested in 
whether the documents produced (a) 
were prepared historically and in the 
normal course of owner/operator busi-
ness operations, or (b) were prepared 
recently and in response to the litigation 
discovery request.

9. Were the documents ever relied on 
by parties independent of the litigation? 
Or were they prepared solely for the pur-
pose of the litigation? This question does 
not imply that all contemporaneously pre-
pared documents are somehow not cred-
ible or not reliable. However, you may be 
particularly interested in documents that 
were relied on by executives, stockholders, 
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contract parties, licensors and licensees, 
bankers, etc., when the documents were 
originally prepared. This consideration 
may be particularly relevant for financial 
projections or other prospective financial 
information related to the damaged intan-
gible asset.

10. Were the documents ever re-
viewed by parties independent of the 
litigation? Or were they prepared solely 
for the purposes of the litigation? Owners/
operators rarely prepare contemporaneous 
financial or operational documentation re-
garding their intangible assets. You may be 
particularly interested in intangible asset 
documents that were historically reviewed 
by independent auditors or by other inde-
pendent parties.

BaSiS For CauSation
The damages analyst is typically not 

the causation analyst. In the intangible as-
set damages analysis, you will assume that 
there is causation, based on a legal instruc-
tion from the client’s counsel. Typically, 
either a fact witness or another expert wit-
ness will testify as to the causation issues at 
the trial. The damages analyst working for 
the plaintiff’s counsel usually relies on a se-
ries of legal instructions like the following:

1. The defendant performed a certain act 
(e.g., a tort or a breach of contract).

2. The defendant’s act was wrongful 
(illegal).

3. The wrongful act caused the plaintiff to 
suffer damages.

It is then up to you to (a) select the ap-
propriate damages measurement method-
ology, and (b) quantify the amount of eco-
nomic damages suffered by the claimant, 
if any.

If you are working for the defendant’s 
counsel, you may receive a different set 
of instructions. For example, you may be 

instructed by defense counsel to assume 
one or more of the following:

1. The defendant did not perform the 
alleged act.

2. If the defendant did perform the alleged 
act, that act was not illegal.

3. If the alleged act was illegal, the act 
did not cause the plaintiff to suffer any 
damages.

Alternatively, the defendant’s analyst 
could be instructed by counsel to assume 
that the defendant did cause the plaintiff to 
suffer economic damages. Then it would 
be up to the analyst to measure the amount 
of the damages, if any, caused by the alleged 
wrongful actions.

BaSiS For DaMagES ClaiMS
Based on a general understanding of 

the litigation claims, you may prepare a 
damages analysis that is consistent with 
(and not contradictory to) the following 
items as described in the legal filings:

 • The damages event
 • The damages time periods
 • The intangible asset
 • The type of the damages suffered

loSt ProFitS DoCuMEntS
Typically, you will not select the dam-

ages methodology until you (a) assemble 
all relevant documents and (b) perform 
all reasonable due diligence procedures. 
In order to consider any of the lost prof-
its measures of damages, you will have to 
gather and review relevant data and docu-
ments. Be mindful of all generally accepted 
lost profits measurement methods, includ-
ing these three:

 • The projections/but-for method
 • The before-and-after method
 • The yardstick method

For each of those lost profits measure-
ment methods (descriptions of which are 
beyond the scope of this article), you will 
want to assemble and review financial and 
operational data relating to three periods:

 • Historical data (prior to the damages 
event)

 • Current data (around the time of the 
damages event)

 • Prospective data (financial information 
after the time of the damages event)

You may review those data to ascertain 
whether the lost profits measurements are 
consistent with:

 • The owner/operator’s historical results 
of operations

 • The owner/operator’s production ca-
pacity constraints or other constraints

 • The industry historical trends and pro-
jected outlook

You may compare the owner/operator’s 
historical financial projections to historical 
results of operations. This comparison may 
help the analyst to assess whether the own-
er/operator has a track record of accurately 
projecting either of the following:

 • The owner/operator entity results of 
operations

 • The owner/operator intangible asset 
results of operations

Virtually all lost profits damages meth-
ods involve some sort of “but for” analyses. 
That is, you compare (a) the owner/opera-
tor actual results of operations with (b) the 
owner/operator hypothetical results of op-
erations “but for” the wrongful action that 
damaged the intangible asset.

You will likely encounter one or more 
sets of but-for financial projections. Before 
relying on any such projections, subject 
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them to reasonable due diligence proce-
dures to ensure that:

 • Projection variables are internally 
consistent.

 • Financial projections can be reconciled 
to historical results of operations.

 • The projections are mathematically 
correct (e.g., the projected balance 
sheet does balance).

 • The projections can be reconciled with 
industry trends, and with a recognized 
independent benchmark.

 • The projections contemplate the cor-
rect dates related to the dispute (e.g., 
the damages date, the mitigation date, 
the end of damages date).

 • The projections consider the plaintiff’s 
mitigation efforts.

 • The projections consider the defen-
dant’s damages correction efforts.

 • The projections consider any mainte-
nance expense or other required invest-
ment related to the intangible asset.

 • The projections consider the expenses 
related to correcting the intangible as-
set damages caused by the wrongful act.

rEaSonaBlE royalty ratE 
DoCuMEntS

As an alternative to estimating lost 
profits, you could conclude a reasonable 
royalty rate—this is more common in in-
fringement (and other tort) claims than in 
breach of contract claims. Nonetheless, a 
reasonable royalty rate could be one mea-
sure of economic damages related to any 
intangible asset damages event.

To estimate a reasonable royalty rate, 
you would typically gather data from vari-
ous sources, including:

 • The owner/operator, such as historical 
financial statements and prospective 
financial statements

 • Guideline publicly traded companies, 
such as historical financial statements

 • Industry financial reporting services, 

such as industry average levels of prof-
itability (that may be defined at various 
income levels)

 • Databases regarding intangible asset 
license agreements, such as automated 
databases that report arm’s-length roy-
alty rates

 • The subject intangible asset, such as 
the historical development cost, a cur-
rent replacement cost, or a current 
value estimate

You can use those data sources to ex-
tract a reasonable royalty rate. For exam-
ple, you could apply the profit split method 
to the owner/operator’s historical or pro-
jected income measures to estimate a roy-
alty rate. The profit split percentage is often 
based on the analyst’s functional analysis of 
the intangible asset.

You could estimate a royalty rate by 
comparing the owner/operator’s profit 
margin to the guideline companies’ profit 
margins. To the extent that the owner/op-
erator earns an excess profit margin, and 
that excess profit margin is attributable to 
the intangible asset, you may assign some 
portion of that excess margin as a reason-
able royalty rate.

The same type of excess profit margin 
analysis can be performed by compar-
ing the owner/operator profit margin to 
a published industry average profit mar-
gin. To the extent that the owner/opera-
tor earns an excess profit margin and that 
excess margin is attributable to the intan-
gible asset, the analyst may assign some 
portion of that excess margin as a reason-
able royalty rate.

You can search various databases to 
identify and select comparable uncon-
trolled transaction (CUT) royalty rate 
evidence. Typically, you will search for 
arm’s-length license transactions involving 
similar intangible assets used in similar in-
dustries. After selecting a sample of CUT 
license agreements, you may adjust the 
CUT data to make the transactional data 

more comparable to the subject intangible 
asset. Select the royalty rate appropriate to 
the intangible asset based on the adjusted 
CUT data.

In the CUT selection process, con-
sider several factors regarding the sub-
ject intangible asset (compared to the 
CUT intangible assets), including: rela-
tive age, relative size of market/industry, 
relative growth rate of market/industry, 
and relative competitive position of the 
intangible assets and of the owner/op-
erator. When extracting the intangible 
asset royalty rate from the selected/ad-
justed CUT license data, consider several 
factors regarding the subject intangible 
asset (compared to the CUT intangible 
assets), including: relative growth rates, 
relative profit margins, and relative re-
turns on investment.

CoSt-to-CurE DoCuMEntS
You may calculate a cost to cure as an 

estimate of intangible asset economic 
damages. The cost to cure often quanti-
fies the loss in the intangible asset value 
due to the wrongful event. If the loss in 
value is the only type of damages suf-
fered by the owner/operator, then the 
cost to cure may also be measured as the 
loss in owner/operator business value. If 
the intangible asset was destroyed as a 
result of the wrongful act, then the cost 
to cure could be estimated as the cost 
to create a de novo (replacement) intan-
gible asset.

This damages method concludes the 
amount of expenditures required to restore 
the intangible asset to the condition it was 
in before the damages event. This cost to 
cure the damages includes both direct costs 
and indirect costs related to restoring the 
intangible asset. In addition, the cost to cure 
method includes an opportunity cost com-
ponent, generally relating to any lost profits 
suffered by the owner/operator during the 
period between the damages event and the 
full curing of the intangible asset.
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To estimate the cost to cure, you may 
review data and documents related to:

 • The original costs to create the intan-
gible asset

 • The current costs to replace the intan-
gible asset

 • The current costs to restore the intan-
gible asset from its damaged condition 
to its pre-damaged condition

 • The impact of the damages event 
(e.g., lost revenue, customers, profits, 
consumer awareness, first-to-
market industry position; increased 
expenditures related to maintenance, 
R&D, selling, and promotion; legal and 
other litigation-related expenses)

 • The opportunity cost during the time to 
cure the intangible asset (e.g., any lost 
economic benefits associated with any 
intangible asset diminished capacity)

ConFErEnCE with CounSEl 
on MEthoDS

Part of your due diligence may be 
conferring with counsel before you select 
or implement a damages measurement 
method. In some instances, damages 
methods are allowed (or not allowed) by 
statutory authority, judicial precedent, or 
administrative ruling. You should not re-
search the law or reach legal conclusions 
regarding appropriate (or inappropriate) 
damages methods. To the extent there 
is such statutory, judicial, or regulatory 
guidance regarding methodology, counsel 
should provide legal instructions.

It is the responsibility of counsel to pro-
vide legal instructions to you. It is not your 
responsibility to perform legal research. 
To the extent that there is a legal concern 
about the proposed damages methods, it 
is the responsibility of counsel to instruct 
you regarding how to handle that concern.

rElianCE on  
JuDiCial PrECEDEnt

To the extent that judicial precedent 

may inform you with regard to dam-
ages methodology and related decisions, 
counsel should research and select those 
judicial decisions and provide those deci-
sions to you. To the extent that you have 
any questions at all about the applications 
or implications of the judicial precedent to 
the damages analysis, you should confer 
with counsel.

To the extent that counsel provides you 
with judicial decisions, review that prec-
edent to obtain an understanding of:

 • The relevant legal concepts involved in 
the case

 • The allowable (or not allowable) dam-
ages measurement methods

 • The procedural adjustments allowed 
(or required) by the court for income 
taxes, prejudgment interest, mitigation 
effects, period over which damages 
may be considered, and other method-
ological considerations

In contrast, you should not expect to 
extract quantitative damages analysis vari-
ables from judicial precedent. You should 
not use judicial precedent as a source of 
economic damages measurement vari-
ables because:

 • The facts and circumstances of each de-
cision are unique to that case.

 • Such variables change over time, with 
corresponding changes in capital mar-
ket and other economic conditions.

 • Each litigant owner/operator is different.
 • Each litigant’s industry is different.
 • The particular court in a particular 

decision may have reached a poorly 
reasoned decision (which should not 
be duplicated).

SuMMary anD ConCluSion
Valuation analysts are often asked 

to quantify intangible asset economic 
damages in litigation related to breach of 
contract, tort, or other claims. Analysts 

preparing damages analysis perform 
reasonable due diligence procedures 
with respect to the documents and data 
they rely on. First, the analyst needs to 
have a very basic understanding of the 
breach of contract, tort, or other claims 
in the case. That way, he or she can 
assemble and assess the relevant legal 
claim documents, litigation discovery 
documents, owner/operator documents, 
and subject industry documents.

Second, the analyst should have a 
very basic understanding of the alleged 
causation issues, as well as the econom-
ic damages issues in the claim. That way, 
the analyst can collect and review data 
that may be used in various damages 
measurements. These measurements 
may include lost profits, reasonable roy-
alty rate, and cost of the lost value.

Finally, the analyst may confer with 
counsel about the selection of damages 
measurement methods. Counsel may 
provide the analyst with a legal instruc-
tion as to which measurement methods 
are legally permissible and which mea-
surement methods are not legally per-
missible. The client’s counsel may also 
provide copies of relevant judicial prec-
edent to the analyst.
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