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In 2003 and 2004, U.S. District Court Judge Shira 

Scheindlin of the Southern District of New York 

made a name for herself as an authority on electronic 

discovery by issuing four groundbreaking rulings in 

Zubulake v. UBS Warburg. Recently, Judge Scheindlin 

provided additional guidance on the subject in The 

Pension Committee of the University of Montreal  

Pension Plan v. Banc of America Securities.

Notably, this case didn’t involve any “egregious  

examples of litigants purposefully destroying  

evidence.” Although sanctions for spoliation of  

evidence are often imposed when a litigant destroys 

discoverable data, they can also be awarded — as 

they were in this case — when a party is grossly  

negligent in failing to preserve electronic evidence. 

And, significantly, the court found that “failure to 

issue a written litigation hold constitutes gross  

negligence because that failure is likely to result in 

the destruction of relevant information.”

Plaintiffs were “careless and indifferent”
Pension Committee involved various federal securities 

law claims arising from the liquidation of two hedge 

funds. The defendants claimed that certain plaintiffs  

had failed to preserve and produce documents — 

including e-mails and other electronically stored  

information (ESI) — and asked the court to award  

sanctions for spoliation of evidence. 

The court explained that awarding sanctions for  

spoliation — which can range from monetary penalties 

to dismissal of a complaint — is a subjective process 

that depends on a particular case’s facts and circum-

stances and on the level of culpability of the spoliator. 

In this case, some plaintiffs were merely negligent, 

while others were grossly negligent with respect to 

collecting and preserving ESI. 

For those plaintiffs, the court 

ordered an “adverse inference 

instruction.” In other words, 

the court instructed the jury 

that it’s entitled to presume that 

the ESI these plaintiffs lost was 

relevant and would have been 

favorable to the defendants.

In addition to the failure to  

issue a written litigation hold, 

the court listed other omissions 

that might constitute gross  

negligence. (See “Don’t be 

gross” on page 3.) The court 

also emphasized that a party 

falls short of its responsibility 

to collect and preserve ESI if it 

relies on employees to search 
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and select what they believe to be responsive records 

without any supervision from counsel.

Defendants’ burden of proof
The burden of proof is critical in spoliation cases — 

particularly when potential sanctions are severe. In 

general, the “innocent” party must prove that:

u	� The spoliator had control over the evidence and 

an obligation to preserve it,

u	� The spoliator acted with a culpable state of mind 

when destroying or losing the evidence, and 

u	� The missing evidence was relevant to the innocent 

party’s claim or defense, so that the party is  

prejudiced without it.

To ensure that litigants can’t profit from the destruction 

of evidence, courts generally allow the jury to presume 

relevance and prejudice when the spoliator destroys 

evidence in bad faith or through gross negligence.

In Pension Committee, Judge Scheindlin adopted this 

burden-shifting test:

When the spoliating party’s conduct is  

sufficiently egregious to justify a court’s 

imposition of a presumption of relevance 

and prejudice, or when the spoliating  

party’s conduct warrants permitting the 

jury to make such a presumption, the  

burden then shifts to the spoliating party  

to rebut that presumption. 

Rebuttal of this presumption may involve showing 

that the innocent party had access to the evidence  

in question or that the evidence wouldn’t have  

supported the innocent party’s claims or defenses.

Missing evidence assumed to exist
One interesting aspect of Pension Committee is Judge 

Scheindlin’s willingness to assume the existence of 

missing e-mails and other evidence. In addition to 

citing specific documents that the plaintiffs failed 

to produce, the defendants asked the court “to 

assume that each plaintiff also received or generated 

documents that have not been produced by anyone 

and are now presumed to be missing.”

The plaintiffs challenged this request as “absurd” and 

based on “rank speculation,” but the court disagreed, 

stating that the plaintiffs had “a fiduciary duty to conduct 

due diligence before making significant investments in 

the [hedge funds]. Surely records must have existed  

documenting the due diligence, investments, and subse-

quent monitoring of these investments. The paucity of 

records produced by some plaintiffs and the admitted 

failure to preserve some records or search at all for  

others by all plaintiffs leads inexorably to the conclusion 

that relevant records have been lost or destroyed.”

Get involved
Given the potentially disastrous consequences of 

spoliation sanctions, counsel should get involved in a 

client’s document collection and preservation efforts 

as soon as litigation is reasonably foreseeable. In 

addition to drafting a written litigation hold, counsel 

should closely supervise the client’s discovery  

efforts — particularly with respect to ESI. u

Don’t be gross

Once a litigant’s duty to preserve electronically stored 
information (ESI) is clear, a finding of gross negligence 
may be appropriate if the litigant fails to:

u	�Issue a written litigation hold, which suspends 
the party’s usual record retention and destruction 
practices,

u	�Identify all of the key players and ensure that their 
electronic and paper records are preserved,

u	�Cease deletion of e-mail or preserve the records 
of former employees that are in its possession or 
control, or

u	�Preserve backup tapes when they’re the sole 
source of relevant information or when they relate 
to key players.

To avoid sanctions, parties should take all of these 
steps as soon as litigation becomes reasonably 
foreseeable.
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In a perfect world, business contingencies — that is, 

gains or losses arising from an anticipated event — 

wouldn’t exist because everyone would own a crystal 

ball. In this imperfect world, however, business  

contingencies must be factored into many appraisals.

Hypothetically thinking
Valuation is a hypothetical exercise: Fair market  

value (FMV) is usually defined as the amount at which  

property changes hands between a willing buyer  

and a willing seller when neither party is under any  

compulsion to buy or sell and both parties have  

reasonable knowledge of the relevant facts. These  

facts include a business’s contingencies, because a 

potential buyer would assign risk to possible adverse 

consequences and thus would likely pay less for  

the business. 

The accounting treatment of contingent losses differs 

from that of contingent gains. Examples of contingent 

losses include pending or threatened litigation, actual 

or possible claims (such as environmental cleanup 

liabilities), and debt guarantees. Contingent losses are 

classified as probable, reasonably possible or remote. 

When a contingent loss is probable and the amount 

can be reasonably estimated, it’s accrued through 

a charge against income. If the loss is reasonably 

possible, it should be disclosed in the notes to the 

company’s financial statements.

Contingent gains might include damages recovery in 

connection with a lawsuit, patent approval or contract 

execution. For accounting purposes, contingent gains 

usually aren’t recognized on a company’s financial 

statements — though they may be disclosed in the 

footnotes. 

Quantifying contingencies
When valuing a business, the treatment of contingen-

cies is a bit more complicated. Hypothetical willing 

buyers and sellers would consider contingencies in 

arriving at an acceptable purchase price. For a buyer, 

a contingent loss increases investment risk and, there-

fore, reduces the price he or she is willing to pay.

For the valuator, the challenge is to quantify any  

contingencies and adjust the company’s value  

accordingly. Under an asset-based valuation approach, 

the valuator adjusts the value of the business’s net  

assets, if appropriate. With an income-based approach, 

the valuator increases or decreases the company’s  

projected future earnings or adjusts the discount or  

capitalization rate applied to reflect the risk associated 

with achieving those earnings. Either way, the valuator 

must rely on judgment and experience in measuring  

the impact of contingencies on business value.

To determine how to appropriately treat  

contingencies, the valuator reviews the company’s 

financial documents and talks with management to 

assess the probability that the contingencies will 

occur. If a contingency involves pending or threatened 

Business contingencies
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litigation, the valuator consults with counsel to  

evaluate potential outcomes (including settlement).

Get real
FMV may presume hypothetical buyers and sellers, 

but it’s real people in real-life situations who rely  

on business valuations. 

For example, Sean and Addison are getting divorced.  

A principal asset to be valued in the property  

settlement is Addison’s medical practice. She’s a  

defendant in a $17 million malpractice suit and has 

$12 million in malpractice insurance coverage. The 

parties agree that, apart from the lawsuit, the practice’s 

FMV is $6 million. Addison’s malpractice attorneys 

believe there’s about a 20% chance that the plaintiff 

will recover the $17 million in damages.

One approach to valuing Addison’s medical practice 

for divorce purposes is to adjust the valuation to reflect 

the risk that she’ll be liable for damages beyond the 

limits of her malpractice policy. Sean objects to this 

approach because it would reduce the value of the 

marital estate based on a contingency that’s unlikely  

to occur. As an alternative, the parties could agree  

to value the practice at $6 million — its FMV without 

considering the contingency — and to share any  

future liability Addison incurs in connection with  

the malpractice suit. 

Creative solutions  
In cases where a firm number is required — such as an 

estate tax valuation — a valuator must use his or her 

best judgment to quantify contingent gains or losses. In 

other instances — such as business transactions, mergers 

and acquisitions, or divorce valuations — an appraiser 

can help the parties design provisions that adjust the 

terms once the contingency has been resolved. u

Valuing interests in pass-through entities, such as 

S corporations and limited liability companies 

(LLCs), can be deceptively complex. This complexity 

stems from a mismatch between the data commonly 

used to value privately held companies and the tax 

benefits associated with pass-through entities.

The problem
When valuing privately held companies using an 

income approach, the appraiser often uses discount 

or capitalization rates derived from comparable, pub-

licly traded companies. Similarly, the guideline public 

company method values privately held companies 

using price-to-earnings ratios or other market mul-

tiples exhibited by comparable public companies.

Using this data to value pass-through entities is like 

comparing apples to oranges. Public companies are  

C corporations, which are subject to double taxation — 

once at the corporate level and again at the shareholder 

level when earnings are distributed as dividends.

Pass-through entities don’t pay corporate income taxes; 

the owners report their proportionate shares of the  

company’s activity on their individual income tax returns.

Tax-affecting: The old solution
Until about a decade ago, the typical solution to the  

mismatch between public company data and pass-

through tax status was to “tax-affect” a pass-through  

entity’s earnings. In other words, a valuator would  

Valuing pass-through  
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subtract taxes (calculated at an assumed corporate tax 

rate) from earnings as if the entity were a C corporation.

The rationale for tax-affecting was that it reflected 

taxes that equity owners had to pay on their  

individual returns as well as the risk, in the case of 

an S corporation, that S status would be lost (for 

example, if it were acquired by a C corporation). The 

problem with this approach is that it fails to account 

for the fact that, in most cases, pass-through entities 

provide their owners with greater after-tax benefits 

than an equivalent C corporation.

For this reason, a series of court cases in the late 

1990s and early 2000s rejected tax-affecting in  

situations where loss of S corporation status wasn’t 

foreseeable.

Modeling: The current approach
Today, the valuation community — as well as the IRS and 

a number of courts — recognizes that adjusting for the 

differences between C corporations and pass-through 

entities isn’t an “all or nothing” 

proposition. Full tax-affecting 

may undervalue a pass-

through entity, while an entity 

valued without adjusting for 

taxes may be overvalued.

In recent years, several 

analytical models have been 

developed — such as the 

S corporation Economic 

Adjustment Model (SEAM) 

or Fannon’s Simplified 

Model — which provide  

a more accurate picture  

of a pass-through entity’s 

economic benefits. 

Using these models, a  

valuator begins by tax-

affecting the pass-through 

entity’s earnings as if it were 

a C corporation to provide an 

apples-to-apples comparison 

with public company data.

Once the appraiser determines the entity’s  

tax-affected value, he or she adjusts that value  

to reflect any additional economic benefits the  

owners enjoy by virtue of the entity’s pass-through 

status — including avoidance of double taxation and 

an increased tax basis for dividends received. In some 

situations, adjustments may not be warranted. This 

may be the case, for example, if the company has  

a history of not paying dividends or when there’s  

reason to believe a company will lose its S status.

No cookie-cutter formula
Because of their tax advantages, pass-through entities are 

often worth more than their C corporation counterparts. 

Valuations of pass-through entities, however, must be 

looked at on a case-by-case basis to determine whether 

additional value to the buyer exists. Because there’s 

no cookie-cutter formula for measuring the difference, 

appraisers employ modeling techniques to quantify  

the economic benefits associated with a company’s  

pass-through status. u



In Multimatic, Inc. v. Faurecia Interior Systems  

USA, Inc., the U.S. Court of Appeals for the Sixth 

Circuit affirmed a jury award of nearly $10 million 

in lost profits. Notably, the plaintiff’s damages expert 

based his calculation on a single price quote by  

the plaintiff that had never been accepted by  

the defendant.

A falling out
In early 2004, Faurecia won a contract to supply  

the instrument panel for Chrysler’s Sebring, Stratus 

and Avenger vehicle lines from 2007 through 2012. 

Faurecia selected Multimatic to design and produce 

the cross-car beam used to support the panel. In  

connection with this arrangement, Faurecia signed  

a confidentiality agreement.

After Multimatic completed its design, the parties 

were unable to agree on a price for the product. In 

May 2005, Faurecia gave the job to another supplier, 

providing it with Multimatic’s engineering documents. 

Multimatic sued Faurecia for breach of:

u	 The confidentiality agreement, 

u	 A “pre-development letter of intent,” and 

u	 Several purchase orders for prototypes of the beam.

The jury awarded Multimatic more than $600,000 for 

breach of the purchase orders and $9,381,306 in lost 

profits. Among other things, Faurecia challenged the 

lost profits award as unduly speculative.

Expert provides the numbers 
Multimatic’s damages expert used publicly available 

automotive forecasts to estimate the number of cars 

Chrysler would produce during the years in question. 

He multiplied that number by Multimatic’s estimated 

profits per beam, which were based on a February 2005 

price quote.

The appellate court found that the expert had a  

“reasoned, non-speculative basis for projecting  

profits through 2012.” The vehicle production  

forecasts came from a reliable industry source that 

automakers themselves relied on, and witnesses  

testified that automakers rarely, if ever, change  

suppliers once production has begun.

Even though Faurecia never accepted Multimatic’s 

price quote, the jury could reasonably conclude that, 

without breaching the confidentiality agreement, 

Faurecia would have had no choice but to accept 

Multimatic’s terms or else risk breaching its contract 

with Chrysler. The confidentiality agreement obligated 

Faurecia to use Multimatic as its supplier if it used its 

design. “Multimatic’s February 2005 quote,” the court 

concluded, “gives a contemporaneous, non-speculative 

indication of the price term Multimatic would have 

imposed from its superior bargaining position.”

Protecting what’s yours
This case is significant for companies whose  

success depends on innovation and protection of 

their intellectual property. It confirms that these 

companies are entitled to compensatory damages not 

only for designs and other confidential information 

they develop, but also for the profits their intellectual 

property is expected to generate. u

7This publication is distributed with the understanding that the author, publisher and distributor are not rendering legal, accounting or other professional 

advice or opinions on specific facts or matters, and, accordingly, assume no liability whatsoever in connection with its use. ©2010   VLBja10

Single price quote supports  
$10 million lost profits award




