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Uncovering the facts with the Ferrier Hodgson Forensics team

Time is money

Valuing a loss of opportunity

Valuing the loss of a chance or opportunity to earn
a commercial profit "does sometimes, of
necessity, involve what is guesswork rather than
estimation” as "where precise evidence is not
available the Court must do the best it can®."
Forensic accountants may be required to consider
the time value of money, the appropriate date to
use (i.e. the date of breach or date of assessment)
and whether or not to apply any discount for
inflation, interest and/or risk.

An analysis of judgments and our experiences
concerning the valuation of claims for loss of
chance suggests there may not be a universally
accepted approach. In this article we explore and
contrast various approaches used to answer these
guestions drawing on judgments in cases involving
assessments of loss of chance scenarios in
commercial claims, and suggest ways experts can
assist the Court in attributing a value to such
claims.

General outline

The discount rate, when used to estimate the
present value of allegedly lost hypothetical
income streams, is the adjustment required in
order to compensate a claimant for amounts that
would otherwise have been received, taking into
account all the evidence about the riskiness of the

! Menzies J, Jones v Schiffman (1971) 124 CLR 303, at 308
? Mason CJ and Dawson J, Commonwealth of Australia v Amann
Aviation Pty Ltd [1991] HCA 54; (1992) 174 CLR 64, at 83

underlying net income streams (i.e. revenue/
inflows and expenses/outflows), the time value of
money, and rates of return for equivalent risky

income streams.

Damages need to be assessed by first
determining an award on the footing that the
hypothetical situation would have occurred [or
would have amounted to nothing] (emphasis
added) and then discounting the award by a
selected percentage.®

Further

If the law is to take account of future or
hypothetical events in assessing damages, it
can only do so in terms of the degree of
probability of those events occurring.”

The application of the discount rate (risk adjusted
or otherwise) to hypothetical uncertain income
streams (risk adjusted or otherwise), brings those

* Malec v IJC Hutton Pty Ltd [1990] HCA 20: (1990) 169 CLR 638
*ibid




income streams to a net present value or lump-

sum-value equivalent in monetary terms that
constitutes compensation under the common law
"once-and-for-all" rule. Such adjustment
recognises the time value of money, i.e. that a
dollar received today is worth more to the
claimant than a dollar received in the future.

In Malec v J C Hutton®

The discount rate, as applied in valuation
based upon a discounted cash flow
methodology, provides some guidance in
determining the prospects of success had the
plaintiff been permitted to exploit the chance
which it lost.®

What is a "discount rate" intended to
cover?

A discount rate often refers to a rate of return that
applies to monies invested, and is expressed as a
percentage per annum (or per month).
Consideration should be given to:

The risk profile attached to the monies.
The term of the income period.

> > >

The required rate of return for a comparable
risky investment income stream.

In respect to the net income stream itself, further
issues arise:

A Are they profits or cash flows? Significant
timing differences often transpire, due to the
lumpy nature of cash flows (particularly in
start-up ventures or where infrequent and
sizable capital expenditure is required), or
because some profit items are accrued or
smoothed over several periods or not all profit
items have a "cash" impact, (e.g. depreciation
and provision expenses).

® Todorovic v Waller (1981) 150 CLR 402,413-14
6 .p s
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A The timing of the net income stream.
Because of the nature of compounding, the
results derived in present value assessments
differ significantly depending on the assumed
timing, i.e. monthly or annual.

A Are net income streams on a before or after
tax basis? There must be consistency
between the income stream and the discount
rate applied, i.e. both assessed before, or both
assessed after tax.

A Are net income streams on a before or after
interest (or repayment of debt) basis? The
incorporation of repayments of debt assumes
the remaining income streams are solely
attributable to equity holders, and thus an
equity rate of return is applicable.

A Are net income streams adjusted for inflation
or not? The underlying income streams and
discount rates should both be assessed on the
same basis, i.e. inflation adjusted or not, as
inflation erodes the value of money receivable
in the future.

Importantly, the lower the discount rate, the
higher the present value e.g. the present value of
$1 received one year from now using a 3 per cent
discount rate is $0.971, compared to $0.952 ifa 5
per cent discount rate is used. That is, where a
lower discount rate is used, the future sum
receivable is less risky and hence must inherently

have a greater value today.

Example . .

Discount rate Discount rate

3% 5%

The value of $1 received $1.000 $1.000
today
The value today of $1 $0.971 $0.952
received one year from
now
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Date of assessment of loss

Given the vagaries of the investment market (i.e.
the broad market for all traded risky income
streams), rates of return vary on a daily basis,
giving rise to questions about what date should be
used to assess loss of chance claims.

There are at least two dates at which loss may be
assessed:

A At the date of cause of action or breach
A At the date of assessment, or date of
settlement/judgment

The date of assessment should not affect the
assessment of risk attached to the income streams
being valued, unless hindsight is allowed in that
assessment. That is, where information becomes
available after the date of breach (but before the
date of assessment) which provides for a more
accurate assessment of the value of the lost
chance (i.e. net income), such information could
be included in arriving at the underlying net
income streams (see Haviv decision discussed
below).

It follows, therefore, that as the level of
uncertainty inherent in the forecast income
streams changes, the applied discount rate needs
to be revisited.

However, in valuation theory, material errors in
forecasting included in the income stream ought
not be "wrapped up" and addressed by "ramping
up" the discount rate to allow for all uncorrected
errors in the income stream (though in practice
this is sometimes the case). Thus traditionally,
hypothetical income streams are prepared having
regard to the best available data (timing and
amount) as at the date of loss/assessment (i.e.
realistic or most probable), and then discounted
using a rate of return having regard to the nature
of income streams being valued, and comparable
rates of return for similarly risky income streams.

The risk profile of past and future
losses

The issue of hindsight also raises a question about
whether the income streams before or after the
assessment date have a different risk profile, and
thus whether a different discount rate should be
applied to those income streams "pre" as
compared to "post" assessment date. However,
as commented above, the purpose of discounting
is to bring future period sums to a single net
present value sum, being the "but for" equivalent
income streams that would have otherwise been
received after the date of loss, as at the date of
breach. Thus, it is the value of the thing lost (i.e.
chance) as a whole and the overall risk of the thing
lost that is being valued. In that sense, the risk
factors that apply to net income streams before
and after the date of assessment are "risky".

As stated in the New South Wales Court of Appeal
in Fightvision Pty Ltd v Onisforou (1999) 47 NSWLR
473; [1999] NSWCA 323 at [142] that it:

...can make no difference in principle if a past
hypothetical event is in question rather than a
future hypothetical event, or if damages for
loss of profits rather than for lost earning
capacity is in question.

Further, as stated by Jagot J in Haviv Holdings Pty
Limited v Howards Storage World Pty Ltd [2009]
FCA 242:

The only way in which Mr H's (the expert)
(correct) observation can be accounted for is to
ensure that an appropriate discount rate is
applied to all losses whether past or future.

Therefore, it is not usually appropriate to adopt
totally opposite risk assessments and discount
rates before and after the date of loss. The value
of the loss of opportunity is the loss as at the time
the claimant is deprived of that opportunity, and
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thus all net (hypothetical) income streams are in
the "future", and are therefore uncertain.

Other notable issues about discounting were
identified in Haviv Holdings Pty Limited v Howards
Storage World Pty Ltd:

A The discount rate applied in assessing
commercial lost opportunities should employ
the “business valuation approach”, and should
not be based upon “personal injury” discount
rates, even if allowing for adjustments for
vicissitudes.

A The hypothetical past (up to date of judgment)
"...presents fewer risks than the uncertain
future [beyond the date of judgment] because
the past took place in a known economic
environment. This approach makes sense if
known facts up to the date of judgment are
able to be taken into account."

It is one thing to talk about general economic
conditions (e.g. was economic growth positive, at
3 per cent, or negative at -1 per cent) as compared
to specific events (e.g. a new competitor became
apparent) that are viewed in hindsight. It must be
remembered, that the value is assessed at one
date, i.e. breach, and not several separate future
dates added together which then has regard to
actual events that were not known at the date of
breach.

What is a "risk-free" discount rate?

In a broad sense, the "risk-free" rate of return is
the "price of certainty", and is measured by
reference to the publicly quoted rate of return on
government bonds, i.e. equivalent to a capital and
income guaranteed investment. Such rates are
guoted (and therefore change) on a daily basis
and applicable to 5-year and 10-year government
bonds, as quoted by the Reserve Bank. The
application of either a 5-year rate or 10-year rate

has to do with the underlying term of the net
income stream being valued.

What is a "risk-adjusted" discount rate?

Additional adjustment to the discount rate over
and above a "risk-free" rate recognises that
investors who take on greater risk will seek a
greater premium return over and above that "risk-
free" rate. The extent of this "premium" has
regard to such things as:

Cost of debt and equity
Average rates of return in the market place
Specific business risk

> > > >

General economic risks

Whilst this article does not go into the theory of
capital asset pricing, it is suffice to say that this
premium for additional risk is a highly subjective
assessment.

Alternative approaches to discounting

In our experience, there are at least three
alternative approaches available in arriving at the
net present value of loss of chance claims:

A Apply a discount rate equal to the "risk-free"
rate, which brings future uncertain income
streams to a net present value recognising
only the "risk-free" rate of return, and leaving




the Court to make a risk adjustment, based

upon all the evidence.
A Apply a discount rate derived by the expert,
being a risk-adjusted discount rate.

A Provide both calculations, accepting that the
Court is the final arbiter of risk assessment.

There are several issues that arise from the
adoption of the first two approaches:

A A calculation based on a risk-free rate will yield
unrealistic and a comparatively higher net
present value figure, requiring claimants and
the Court to understand that further discounts
are necessary, as the expert has not provided
guidance by determining a risk-adjusted
discount rate. Assuming the basis for the
underlying income streams is generally
accepted, claimants and defendants are left to
determine the extent of the discount.

A Experts who provide their objective views of a
risk-adjusted discount rate often operate in a
vacuum in litigation and have not been
subjected to a balanced view about the
evidence and assumptions. It is therefore the
province of the Court to make that ultimate
assessment. Furthermore, the assessment of
risk-adjusted discount rates is itself highly
subjective, and frequently experts' conclusions
differ, usually due to the inconsistency in
information provided to experts for the
assessment.

A Providing both alternatives may provide some
realism in terms of the more likely value of the
lost chance, and thus an aid to settlement.

Comparative methodologies

Two cases have been analysed to demonstrate the
issues described above.

In Hungry Jack's v Burger King’ damages were
sought, inter alia, for a loss of opportunity being a
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delay in opening a number of company-owned
restaurants over a 40-year period. Ultimately,
Rolfe J found that a cash flow approach was
preferred over a profit approach. His Honour then
accepted the evidence of one of the experts, that
a risk-adjusted discount rate of 9 per cent should
be applied, thus arriving at a net present value of
$96,716,000 (later amended?® to $85,265,000) as
at 31 December 1999, being the assumed date of
judgment, and the assumption that Hungry Jack's
could resume store openings from 1 January 2000.
It should be noted that the period of delay
commenced from 1 September 1995. His Honour
then applied a further 55 per cent discount for
vicissitudes, arriving at a figure for the loss of
chance of $43,522,200 (later amended to
$38,369,250). It is a matter of some debate as to
what allowance for risk was already included in
the 9 per cent discount (equity) rate (which was
based upon a 10-year 5.4 per cent "risk-free" rate)
and double counted in the 55 per cent further
adjustment.

One of the grounds of appeal concerned whether
the trial judge erred in not calculating damages as
at the date of breach. However, the appeal
decision noted that December 1999 was the date
the loss crystallised as "the breach continued at
least to the end of 1999". Further, no interest was
claimed or awarded on this aspect of damages.

In PM Sulcs v Daihatsu Aust®, damages were
sought for the loss of a chance to earn profits from
software development over the period July 1989
to June 1996. Ultimately, the two experts in the
matter agreed that cash flows should be
discounted. The experts proffered differing views
about the discount rate, which the Court was
disinclined to accept. Ultimately the Court found
that the "prospects of successfully achieving

!l dzy INE W O1 Q01])BSWCAIZBIZH SNJ YAy 3
° PM Sulcs & Associates Pty Limited v Daihatsu Australia Pty Limited
[2001] NSWSC 636




earnings" was 60 per cent. Accordingly Kirby J found that the gross

nominal amount of loss was $2,806,000 "if everything had fallen into
place", but adjusted this to 60 per cent of that amount, giving a value of
loss of chance of $1,683,600.

However, in a further amended decision PM Sulcs v Daihatsu Aust®, the
defendants submitted that his Honour had "missed out one step. The
value of the lost chance had to be assessed as at the date of breach (4
July 1989) ...it was necessary to discount back to July 1989 the stream of
income which would have been earned progressively to 1996". Thus as
Kirby J explained "that rate should not reflect any risk or uncertainty in
achieving the results ...I have already assessed that risk as a 60%
chance". Accordingly he adopted a "risk-free" discount rate, as he had
already separately assessed the "riskiness" of the underlying income
(cash) stream determined by the experts. Thus:

...the loss of chance discounted as that rate to the date of breach

(4 July 1989)

Table 3 ¢ total $2,806,000
Discounted to 4.7.89 $2,019,800
Discounted by 40% $1,211,900

Conclusion

In our experience, instructions have differed as to whether to simply
apply a "risk-free" discount rate and leave it to the parties and the Court
to later determine the extent of probabilities and risk attached to the
assessed income streams, or instructing experts to prepare present-
value assessments, adopting risk-adjusted discount rates. As can be
seen in the examples above, there does not appear to be any
consistency or rule. However, if the primary duty of an expert is to assist
the Court then, subject to an expert's instructions, consideration by the
expert of present values assessed on both bases provides some
guidance.
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