SHEET 3 b

What accounting and financial methodology should be

used to identify and assess economic damage?

To ensure compliance with the principles applicable to compensation for damage, a
structured methodology must be used, which may follow the steps below:

1. Identify damage for which compensation may be claimed.
2.

“Contextualise” the damage via a full assessment of the situation of the company
which has suffered the damage identified.

3. Develop the parameters of a counterfactual scenario.
4.
5. Establish the cash flow differential as a measure of damage for which

Compare the counterfactual scenario with the outcome of the harmful events.

compensation may be claimed.

Adjustments relating to the date and duration of the damage — discounting,
capitalisation, financial damage, or consideration of other aspects of direct
damage.

1 —-Step one:identify damage for which compensation may be
claimed (analyticalapproach)

It is essential to start by reviewing the history of events and particularly to find out what
the event giving rise to the damage was and how it affected the injured party.

To this end, the nature of the damage sustained must be detailed along with its material
consequences for the injured party (for example, suspension of activities leading to a loss
of earnings, a supply disruption giving rise to extra costs, various malfunctions also causing
extra costs to be incurred, etc.).

This first step falls under the scope of the analytical approach relating to lost profit
(“lucrum cessans”), actual loss (“damnum emergens”) and loss of chance.
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2 — Step two: contextualise the damage for which
compensation may be claimed via consideration of the
situation of the affected company

To do this, documentation on the affected company is required to understand its profile:

1. Information enabling an understanding of the activity and issues at stake, to
contextualise the injurious consequences for the affected company (direct,
indirect, past and/or future).

2. The annual accounts to provide insight into the past financial situation. The
accounts can provide data observed previously and enable losses due to extra
costs incurred to be identified, for example. Accounting data such as invoices are
easy to obtain, but do not always reflect the extent of the damage. When the
affected company takes action to respond to the damage suffered, this may give
rise to extra costs which cannot always be measured fully based on the general
accounts and the corresponding supporting documentation.

3. The injured party may therefore provide information on its:

e Order books
¢ Workload management schedules
¢ Profitability and cash flow

Analytical accounting and management control may be able to provide information and
parameters relating to monitoring of activities, costs and cost prices, margins such as
the contribution margin or direct cost margin and cash flow monitoring.

However, the company’s accounting systems do not allow for direct assessment of
damage, and an appropriate methodology must be used to define the aggregates for
measuring damage — extra costs, contribution margin, etc.

Loss of profits is assessed with reference to a margin on “avoidable” costs. Avoidable
costs correspond to direct or variable costs that the company can avoid in the event of
slowdown or suspension of its activity (sheet 6).

It should be noted that damage corresponding to loss of profits may not only be current,
i.e., have already occurred, but may also be a future loss, if it is certain that this damage
will occur. In this case, observation of the past is not sufficient on its own.

Information is therefore required on the understanding of the information system, the way
provisional budget data is structured and how the business plan is drawn up, where such
a plan exists. This provides an understanding of how a product should behave in its
market, where marketing of the product has been affected, or which workload
management schedule has been affected in the production department, thus enabling
projections to be formulated in order to establish the counterfactual scenario.



3 — Step three: develop the parameters of a counterfactual
scenario forthe aspects concerned

The “counterfactual” scenario is used to work out what would have happened if the
harmful event had not occurred.

To draw up a counterfactual scenario, the following should be considered, in addition to
the information gathered in step two:

e Microeconomic and macroeconomic data affecting activities. This data can be
obtained from the company or from the market — changes in competition, supply
and demand, market share, product technology, and in general all information on
the characteristics of the market in which the company operates;

e The affected company’s strategy — what were its investments, its competitive
advantages and financial resources and, therefore, what were its sales flows,
what costs were associated with these, and what margin could it expect in these
circumstances if the harmful act had not occurred?

There may be several different assessments of the usual situation, and several
hypotheses may therefore be envisaged, as long as the different scenarios remain
consistent with each other.

4 — Step four: compare the counterfactual scenario and the
actual situation resulting from the harmful event (differential

approach)
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In this step, the counterfactual situation is compared with the actual situation, as
summarised below:
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“Usual” Compared with Result
situation the situation
(counterfactual which occurred
usual income actual difference in income
income
+
usual costs actual costs difference in costs

usual profits actual profits difference in profits

Note that the difference revealed between the two situations —counterfactual and actual—




may be at least partially due to explanatory factors which are not linked to the event
giving rise to the damage.

In this differential analysis, attention must be paid to the question of causation.

While the initial analytical approach (step one) involves identifying and listing each type
of damage, the differential approach — which can be described as a comprehensive
approach — tests the consistency of the results of the analytical approach in identifying
and compensating damage for which compensation may be claimed.

5 — Step five: establish the cash flow differential as a measure
of damage forwhich compensation may be claimed

It is important to note that to draw up a differential, the two terms of comparison must be
established on uniform bases. This is the case with cash flow forecasts, which include
investment flows.

In this differential, which incorporates both reduced income (shown by a fall in turnover,
leading to a drop in the contribution margin) and extra costs, the components are
combined rather than added together, as the cumulative effect may lead to duplications.
Care must be taken to avoid these.

6 — Step six: adjustments linked to when the damage occurred

When identifying and assessing damage for which compensation may be claimed, the
notion of timing must not be overlooked. There must be no confusion between
compensatory damages paid as compensation for loss of cash flow and default interest.
(sheet 7).

Finally, it should be noted that damage is calculated before tax, in cases where the
damages are taxable.

Compensation is also available in relation to the costs of the proceedings under Article
700, but traditionally this specific aspect is decided at the discretion of the judge.
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