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Damages: Courts Reject Unverified
Management Projections

In several recent cases, courts have been called upon to rule on financial expert witnesses’ reliance on
management’s estimates and projections to determine lost profits damages. In these cases, the courts
rejected experts’ opinions that were solely based on employees’ or managements’ projections without
the expert’s independent investigation and corroboration. Experts that were able to establish that they
substantiated management’s representations were more successful in influencing the courts to accept
their computations and methodology.

In the US Salt v. Broken Arrow case, the court rejected an expert’'s damage estimates after his opinion
was successfully challenged in court. The issue before the court was whether the plaintiff established
damages in a breach-of-contract claim. The plaintiff hired a financial expert and relied on his
determination of lost profits. The defendant objected to the expert’s opinion basing their challenge on
Daubert and the Federal Rules of Evidence. The expert had initially submitted a lost profits calculation of
$1.8M but later amended it downwards to a range of $600,000 to $1.06M. In his deposition, the expert
gave no explanation for the variance in his two damage estimations.

Unsupported estimates and assumptions
In its analysis of the expert’s written reports and oral testimony, the court drew
several conclusions. It observed that the expert reports submitted by the plaintiff
were sketchy in that they lacked in-depth analysis, and contained a significant lacked in-depth
number of unsupported assumptions. When he created his reports, the expert analysis with a
witness relied almost exclusively on anecdotal estimates and assumptions of BN 7 a1,
losses that were made by an employee of the plaintiff. According to the court, of unsupported
this employee lacked the financial expertise necessary for calculating and assumptions”
presenting profits, and had merely stated his own opinion during conversations
with the expert.

“"Expert report
was sketchy and

The court also noted that the expert failed to either investigate prevailing market conditions or verify the
damage estimates in his report through other methods. As such, the court concluded that the damages
sought by the plaintiff were supported by “mere speculation and conjecture.” As a result, the expert’s
testimony was excluded on grounds that it was unreliable.

Verification of source and accuracy of data

The defendant’s and counterclaimant’s expert withess in the Lyman v. St. Jude Medical case met similar
fate. The suit arose as a result of a terminated sales agreement between the parties. Both parties hired
accounting experts to present their claim of damages and each sought to challenge the other side’s
expert. The defendant’'s expert had calculated $1.9 million in potential damages and had based his
projections on a sales report he received from St. Jude’s counsel. The court found that the expert failed
to “independently verify the source and accuracy of the data” and that he did not talk to any of his
client’s employees to verify the information on this report. The court concluded that the data relied on by
the expert was unreliable and the plaintiff’'s motion to exclude the defendant’s expert testimony was
granted.

(continued on next page)



Courts Reject Unverified Management Projections

(continued)

Estimates supported with independently obtained evidence

In the Structural Polymer Group v. Zoltek Corp. case, an expert’s presentation of computed damages
based on management’s projections was persuasive to a jury and she was able to defend it in an
appellate court. The expert successfully presented her damage calculations even though they were
based on estimates she received from her client’s management. However, she was able to support
these estimates with independently obtained evidence. The expert had calculated lost profits based
primarily on a document that was prepared by the plaintiff’'s Managing Director but she corroborated
these summaries with budget figures prepared in the ordinary course of business and with actual
purchases made by the plaintiffs. Unlike the St. Jude expert, this expert also interviewed several of
the plaintiff’s managers and relied on deposition testimony of defendant’s personnel and information
contained in defendant’s public financial reports.

In Summary....

The above cases are a representative sample of decisions that involve management projections. One
can observe that the experts that fared better were ones who were able to demonstrate some level
of independent verification of management projections rather than just wholesale acceptance.

Al Fraud with a Capital $B
Fraud is back in the news, and in a big way.

CORNER

$ Bernard Madoff is alleged to have defrauded investors of $50 billion,

$ Texas financier R. Allen Stanford has been charged with an $8 billion fraud,

$ Satyam, an Indian outsourcing company, is reported to have misrepresented their financial
statements by an estimated $1 billion, and

$ Right in our backyard we are still following the sentencing of executives in the National Century’s
$3 billion fraud case on what has now been dubbed “the nation’s largest fraud involving a private
company”.

The magnitude and extent of the fraud cases is not surprising to fraud experts. In 2008, the
Association of Certified Fraud Examiners (ACFE) released its Report to the Nation, a large-scale
study on occupational fraud in the United States, based on the results of a survey of over 16,000
Certified Fraud Examiners (CFE’s). Their research, on existing companies, uncovered the
following staggering statistics:

Each year, 7% of a company’s revenues are lost to occupational fraud.
Financial statement fraud is the most costly scheme ($2,000,000 per incident).
Corruption is the most common scheme (27%).
Frauds are most frequent within organizations employing less than 100 people (38%).
35% of frauds are committed by employees in their 40’s. More than any other age group.
e 87% of fraudsters have no criminal record.
e 46% of frauds are discovered through tips from employees.




What’'s Happening at GBQ??

March 19, 2009 — Hidden Assets, Certainly Not Untraceable.

[1.5 hrs Free CLE credit]

GBQ Training Room (230 West Street, Columbus, OH 43215)
Registration/Breakfast: 7:30 - 8:00am

Training: 8:00 - 9:30am

May 12, 2009 — Depositions - A View From the Other Side of the Table

GBQ Training Room

¢ Welcome! Peter Kimani & Dana Williams join GBQ’s Dispute Advisory & Forensic Services Group.
Peter & Dana previously worked for a national forensic accounting firm, and bring a wealth of
experience in high profile accounting litigation matters.

¢« We moved! GBQ has moved to the Arena District. Please note our new address:

230 West Street, Suite 700
Columbus, Ohio 43215

..............................................
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Our Team

Director of Dispute Advisory
& Forensic Services
614.947.5300
rsmith@gbg.com

Peter Kimani, CPA, CFE

& Forensic Services
614.947.5242
pkimani@gbg.com

Dana Williams
Senior Analyst

David Adkins
Financial Analyst

Rebekah Smith, CPA, CVA, CFFA

Senior Manager, Dispute Advisory

GBQ Consulting specializes in:

Dispute Advisory
Forensic Services
Business Valuations
Mergers & Acquisitions

GBQs Dispute Advisory & Forensic Service
professionals are highly trained and hold the
credentials necessary to provide the highest
quality analysis:

Forensic accounting

Lost profit calculations

Economic damage calculations
Accounting investigations
Personal damages and loss of earnings
Fraud and embezzlement
Reasonability royalty calculations
Valuation of IP assets

Business valuation

Rebuttal analysis

Expert witness testimony

Family law advisory services

@O

Consulting





