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By Hal Rosenthal

With an understanding of
applicable concepts and
considerations, CPAs can
use their accounting skills
and business experience in
the preparation of present
value calculations at a
quality level that can equal
or exceed that of other

expert witnesses.
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itigation damages that are related to fu-
ture losses are always calculated based
upon the present value of those losses, Certain ele-
ments of the present value calculation are widely misun-
derstood or overlooked. The resultant erroneous or mis-
leading calculations can have significant consequences,
not only to the litigants but to the CPA expert as well,
including possible impeachment during the trial.
CPAs should be aware of the elements most often found
to be at the heart of less-than-acceptable present value
calculations,

Matching of Damage
Frequencies — Background

Seemingly least known of the errors is the failure to
match the present value calculations with the frequency
of occurrence of the underlying incdents of damages,

The plaintitf has a right to recover damages exactly as
the damages would have occurred in point of time. The
loss of 52 weekly salary pavments per year is not pre-
sumed to have been exchanged for a phantom single sal-
ary payment on the last day of the year ("annual pay-
ment convention™).

While use of an annual payment convention {or a mid-
vear convention) may be convenient for calculation pur-
poses, many CPAs are not aware that its use can and
does impose an unjustifiable penalty upon the plaintiff.
The penalty to the plaintiff is in the form of understated
present value, and it arises because the annual payment
convention results in a lower tolal present value amount
than that arrived at by matching present values to the
damage incident frequencies.

In other words, CPAs should calculate a present value
figure for each damage item. For example, damages based
upon the loss of 52 weekly salary payments require 52
present values, While 30 vears worth of such damages
resulis in 1,560 line items, the tazk s not at all burden-
some. Computerized spreadsheets permit such calcula-
tions to be made in a matter of minutes and can be used
to support summary sheets prepared for exhibit purposes.

Matching of D
Frequencies — In the Field
A random test of several popular calculation software
programs advertised for use by experts showed that the
software calculated present value amounts without re-
gard to this matching concept. Furthermore, many expe-

rienced experts routinely apply a lumping of each vear's
Insses into a single “pavment™ at the last day of the re
lated year.

Argument that the use of the annual convention or the
mid-vear convention represenis a step boward conservatism,
and indesd they do, but only if used knowingly for that
purpose. If the annual convention were used knowingly, a
disclosure of the same could atbend its use, if only o droum-
vent the appearance of intentional misrepresentation

Matching of Damage
Frequencies — The Calculation

An easy and jury friendly way to do the calculation is
to use a well thought out computerized spreadshest
showing the present value amount alongside each weekly,
semi-monthly, or monthly damage/ pavment figure fall-
ing within the damage period.

The net damage amount shortfall for a $4,000 monthly
payment (versus a 38,000 single annual payment) going
20 years into the future at a 1.6 percent annual Inflation
rate, and using a 5.5 percent discount rate, amounts to
over 37,500, The deficiency will be even larger if either
semi-monthly or weekly damage frequencies apply in-
stead of monthly, or if larger loss amounts are involved.
Materiality and aceuracy should be judged from the van-
tagpe point of the plaintiff's pocketbook, as opposed to an
auditor's perspective — the plaintiff will not think it "rea-
sonable” that his or her money be left on the table for the
convenience of the expert’s calculation.

A handy illustration can be taken from the sample cal-
culation contained in the American Institute of CPAs Con-
sulting Services Practice Aid 98-2, Calculation of Damages
From Persomal Injury, Wrongful Death, and Employment Dis-
crirmration {page 32}, based upon a salary of 5788 per
vear. In that analysis, the damage claim was based upon
annual salary figures. The present value calculation as
shown for the seventh vear Is based upon the assump-
tion of lost salary and frimges for the year in the amount
of 5104855, and having a related present value in the
amaount of 572 079,

By comparison, assuming (by way of demonstration)
that the $104.855 damage amount is based upon 26 sal-
ary payments within the vear instead of a lump sum at
the end of the vear, the damage calculation shortfall
amounts b roughly 31,900 for that year alone (See Ex-

{Bantinusd on neat page)
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The Present Value Calculation

jconfinued from page 1)

hibit A). The shartfall would be even
greater if the salary was weekly.

Discount Rate

The discount rate' used to measire
present value is inversely propor-
tional fo the net result; the higher the
rate, the lower the present value, and
visa versa. The difference in the
amount of present value of a fixed
annual sum, over a 25-year period,
amounts to almest X0 percent greater
when using a six percent discount
rate versus an eight percent discount
rate or, similarky, a 4.5 percent rato ver-
sus six peroent (not counting factors
for inflation or other increases as might
apply in a real damage situation).

Such materiality strongly suggests
that CPAs properly understand and
evaluate the factors which should be
considered to determine the amoont
of the present value discount rate.

Factors to Consider In
Determining the Discount Rate

The discount rate discussed in this
writing does nol contemplate risk
factors that some practitioners have
busenn foueisdd bo comblie with the rate
of a safe investment in arrfiving at
present value.

1. The discount rate, “the vate of re-
burn for safe investments of capital
b an ordinary person unschooled in
making investments™ and “the rate
at which an ordinary and prudent

i — an inskilled investor —
wiould inwvest his or her funds for
such a term."" 50, what some invest-
ment expert or economist might rec-
ommend is less compelling than the
choices to be made and the method-
ology to be used by the plaintiff or
by the average jury member.

The expert should attempt to place
himsell or herself in the shoes of the
plaintiff, S3ome of the things that can
b done include: find out the avail-
able interest and eamings rates of-
fered by the plaintiff's bank, just as

Exhibil &

Given anmedy paymanis of equal amownt in the eggregate within a year, one
to ba paid in 26 installments duning the course of a year and the othar in & single
paymeni at the end of tha year, the amount needed 1o lund the singla paymant
is kess becauss of greater mtarast eamings on its larger average principal
balanca throughou! the yeas

Accordingly, the fund needed & the beginning of the year is lower for the
single annual payrment than for the 26 instaliment paymeniz. Stated in the
afemative, the higher the peyment frequency, the higher the present valusa

Sinca the beginning of the year fund {2} for 26 paymanis within the year is
greatar than the fund for a single payment, tha resaflant present value ol the
larger fund calculated six yaears earier will likewise be greater.

Year Seven (10/1/04 - 10/1/05)

Pay Perlads Earnings, Fund at
a5 Damages start of yaar
1 4,032.86 4,024.37
2 4,032.BA 4,015,868
a 4,032.88 4,007.45
i 4,032 BR 3,8989.05
b 4,032.88 3,880.68
3] 4,032.68 398234
T 4,032 88 3,874.04
B 4,032.84 3,985.77
- 4,032.88 3,957.54
10 4,032 84 3,949.34
T 4,032.88 3,041.18
12 4,033 88 353305
13 4,032 .88 3,924,895
14 4,032.88 3,916.88
16 4,032.88 3,908.85
18 4,002 88 3,200,865
Ly | 4.032.88 3,862.89
14 4 032 B8 3,864 96
19 4,032 88 3,B7T.06
20 4 03288 3.B69.19
21 4.032.88 3.861.35
22 4,032 B8 3.853.55
| 4,032 BB 3.B4ETT
24 4 032 BE 3,838.03
25 4,032 88 353032
26 4,032 BB 3.822.64
Totals 10485500 10196799 (2)

Presaent Value at 10/1/88
Preseni valus of fund {2} at 5.5 percant,

B yaars o 1098 . , 73,851,856 (3)
Prasen vakse per page 32 -:|l Cnnﬁuﬂlng

Sensces Practice Ald B8-2 . Ta.ora 00
Wariation . v 1, BT B8
Anumpﬂ:-nl.

Payment due al ahd ol sach bi-weskly pariod

2. if this furd wera on hand at January 1 of current year and aarned interesf 81 a 5.5
pecand annual rle, | s sullicem b ecactly pay the 26 sadary payments of 54.002.88
ted above.

3. Farthe sake of conserdatism, annul compoeunding s used.
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Treasury bills and bond investments are
safe only if held to maturity.
Their market values swing in inverse
proportion to market interest rates.

the plaintiff might do; look at the
newspapers and periodicals available
o the plaintiff to see what rates are
shown there; and examine the
plaintiff’s tax return to see his/her
typical investments and interview the
plaintiff for the same purpose.

M course, (I the plaintiff is a busi-
ness enkity rather than an individual,
.l-.h,'pr'!ir'l_p; by the F‘lt.'ln:r'l.lli'l":-'\. shines in-
volves taking a look at the plaintiff
COmpany or -:,'|.'|I:rI.|:l..'IIIi1"-.- The CPA
must determine if the baginess ac-
bvities of the companies, or its per-
sonmel m the conduct of theirr com-
pany duties, afford the plaintiff an
investment capability advantage
above that of an ordinary person.,

2. The investment upon which the

(eontrued of nasl nags)
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The Present Value Calculation

deantimpd #mm page 131

discount rate is based should match
the time period of the damages that
the proceeds of such investment are to
servi. I the financial damages cover a
peripd of six vears, il & inapproprizte
o wae Aeypar reasury bonds as the
hasis for the discouni rate

Treasury bills and bond invest-
ments are safe only il hald o man-
rity. Thelr market values swing in in-
verse proportion o market interest
rates, Wosuch ipvestments musd be
sold prior o maturelly sooas o pro-
vidde funds to cover the pertods dur-
ing which the financial losses: are to
iecur, the nof-stability of thewr mar-
ket price makes such nvestments un-
¢afe and therefore umsuitable foruse
as g discount rate indicator. Acoord:
ingly, attributes of ‘sppropriate in-
vestments must include maturity
dates falling within or around the
damage period
1 The investment must be safe. |1 isa
given that the best and safest invest-

ks yield omiy o moderate returm
4. "Area imvestoent rabes” meest be
constdered, within the plaintift's um-
mediate peographic ared. Rates in
south Florida are typically lower than
rates, for example, i New York City,
5. Rarely is 1t so that a single invest-
ment is controlling. Generally, a rangy
nt rates related to bwo o mose accept-
ahle investments shaoiild be comsidered.
When a suilable range 15 deter-
mined, the CPA can select rom it in
vanous ways. The average might b
ised, of the high end may used so
as Wy produce @ conservalive resull
Or, both the high and low can be
used fo present fwo separate dam-
age smounts, leaving the choice o
thee jury or fo the teer of Fact
However if B used, comsbdieration of
siich g range adds cradibdlily as well
am meality. It is alsc i good smell tese.

Conclusion

Cood present vatue caloulatons are
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foundedd less upon mathematics and
expertise than upan common sense
and reality, Making. the calculation
real mikes it right.

For CPAs, computenized spread-
sheets are recommended over the use
of raw formulas of 4 set ol lables be-
comse the results are more visible,
gasier founderstand and control, and
liess subpect toermor,

With an understanding of the apple-
cable concepts and comsiderations,
CPAs can use their accountiyg <kills
and business experience in the prepa-
ration of present valse calculations at
a quality level that can equal or ex-
ceed that of other expert witnesses. il

"Exgiusim of fax considerations.

WStedn om Personind Injuary Domages, Sec-
il Edition
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