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I. Introduction
Commercial litigation dealing with damages for future losses often requires business valuators to give expert
evidence on loss quantification and discount rates. These experts face the difficult task of assigning something
certain, a number, to something uncertain, the future. This oxymoronic task of predicting the unpredictable is the
conundrum of discount rates, and although it may seem illogical, it is the state of Canadian law that a party may
be compensated for as yet unrealized losses.
So, litigants, lawyers, experts and judges must all learn how to live and thrive with the certainty of the uncertain.
For those involved in an action dealing with future losses damages, it may be difficult to accept the inherent
uncertainty of their quantification when the application of one discount rate over another could mean the
“difference between a multi-million dollar recovery and no recovery at all.”1
This uneasiness with uncertainty and with the seemingly haphazard canon of case law on the subject has led to the
penning of many articles by business valuators or experts in the field. They attempt to give judges and lawyers the
tools to better tackle the mysterious topic of discount rates.2 Canadian provincial legislatures have also attempted
to remedy discount rate inconsistency and uncertainty by prescribing in their own civil procedure rules rates to be
applied in all cases.3
This paper, however, takes a bit of a different approach. Our purpose here is twofold:
1.

to provide an overview of discount rates in Canadian case law with a particular focus on commercial
cases. Our principal finding is this: discount rates regarding damages quantification appear to be largely
governed by judicial discretion. Judges often eschew the mathematical precision that expert witnesses
espouse, and instead rely on “fairness” as their quantifying barometer for navigating the uncertainty of
future losses. It is “fairness”- or what a given judge perceives as fairness - that rules the day in the discount
rate realm.

2.

to offer more practical considerations for business valuators acting as experts, especially on how to
approach crafting expert reports and testimony in light of our “fairness” finding above. In our view,
experts should approach their evidence keeping in mind that judges (a) are not seeking mathematical
precision but, rather, fairness and (b) will perform a final analysis of the facts to determine the discount
rate using their own discretion.

II. Scope of Discussion
Discount rates have different meanings and applications depending on the class of litigation they are used in or
the type of damage being quantified.

1

Robert Lloyd, “Discounting Lost Profits in Business Litigation: What Every Lawyer and Judge Needs To Know” (2007) 9:1
Transactions: The Tennessee Journal of Business Law 9 at 10.

2

See for example: Scott R Gordon, Howard A Gorman and Gunnar Benediktsson, “May You Litigate in Interesting Times: Specific
Performance, Mitigation, and Valuation Issues in a Rising (or Falling) Market”, 2018 56-2 Alberta Law; Review 367, 2018 CanLIIDocs
259, http://www.canlii.org/t/2cvx; Robert Lloyd, “Discounting Lost Profits in Business Litigation: What Every Lawyer and Judge
Needs To Know” (2007) 9:1 Transactions: The Tennessee Journal of Business Law 9; and Farley Cohen and Prem Lobo, “ Business
value as a measure of loss in litigation contexts: Reflecting business “reality” over hypothetical “fantasy” (2011) The Advocates’
Journal http://www.cohenhamiltonsteger.com/docs/default-source/default-document-library/class-action-defense-quarterly-5_4.
pdf?sfvrsn=2

3

See: for example, the Ontario the Rules of Civil Procedure, R.R.O. 1990, Reg. 194, r. 53.09; for Quebec the Civil Code of Quebec, LRQ,
c C-1991, Article 1614; for British Columbia, British Columbia Law and Equity Act, RSBC 1996, c 253, Section 56; for Saskatchewan,
The Queen’s Bench Rules, Rule 284(1)(b); for Manitoba, Court of Queen’s Bench Act, CCSM, c C280, Section 83(2); for New Brunswick,
Rules of Court, NB Reg 82-73, Rule 54.10(2); for Nova Scotia, Civil Procedure Rules, NS Reg 370/2008, Rule 31.10(2); and for Prince
Edward Island, Supreme Court Rules of Civil Procedure, Rule 53.09(1).
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In this paper we will focus on discount rates being used to establish the present value of a future loss. Generally,
the case law we cite will be from the commercial litigation world, dealing with loss of future profits. However,
discount rates figure extensively in other types of litigation, personal injury in particular, so we also cite noncommercial cases setting out principles that apply generally.

III. Why have a discount rate at all?
The object of common-law compensatory damages is to put the party complaining of a breach or wrong in the
position they would have been in had the “wrong not been done” or “if [their] rights had been observed”.4
With claims for loss of future profits, however, the position that the party would have been in is patently uncertain.
Even the most assured future is subject to contingencies, positive and negative. Yet, the courts have been clear:
while lost future profits or value are often hard to quantify, they should nevertheless be awarded if proven.5
At the same time, the uncertainty and contingencies entail the potential unfairness of a defendant having to pay
for losses that a plaintiff may not actually suffer. Out of fairness to both parties, then, discount rates allow the
court to strike a balance between fair compensation to the plaintiff and sparing the defendant from overpaying.6

IV. What is in a discount rate?
Discount rates achieve that balance via the “present value” analysis. This comprises two separate elements: (1) a
discount of the lump sum award for the time value of money, and (2) a discount for the risk that all or part of the
estimated profits or increase in value may not be realized. As our Supreme Court has said:
The value of money decreases with the passage of time. A dollar today is worth more than the same dollar
tomorrow. Three factors account for the depreciation of the value of money: (i) opportunity cost (ii) risk,
and (iii) inflation7.
Accounting for these three factors underlies the challenge in determining discount rates.
I. Discounting for the time value of money
Where a court estimates that a defendant has caused the plaintiff to lose $100 of future profits, the plaintiff is
likely not entitled to compensation from the defendant for the full $100. Rather, the court will award a discounted
lower amount to account for the time value of money.
Why? When awarding a monetary award for future loss of profits, account must be taken of the principle that
a dollar today is worth more than a dollar tomorrow. This is the case because a dollar acquired today has the
potential to turn a profit as it may, at the very least, “be invested at interest to yield more than a dollar a year from
now”.8 The court’s aim in accounting for the time value of money is to ensure the award granted is a “sufficient
sum to replace the lost income out of blended payments of interest and capital leaving nothing at the end (a selfextinguishing fund).9

4

S.M. Waddams, Law of Damages (Toronto: Thomson Reuters Canada Limited, 2018) (loose-leaf updated 2018, release 27) ch 5 at 5.10;
Townsend v. Kroppmanns, 2004 SCC 10 (CanLII), [2004] 1 S.C.R. 315, at para. 5

5

See: Lister (Ronald Elwyn) Ltd. v. Dunlop Canada Ltd., 1982 CarswellOnt 727, [1982] 1 S.C.R. 726, 135 D.L.R. (3d) 1; Barnes (William
R.) Co. Ltd. v. MacKenzie (1974), 1974 CarswellOnt 269, 44 D.L.R. (3d) 9, 2 O.R. (2d) 659 (C.A.); D.J. Lowe (1980) Ltd. v. Nova Scotia
(Attorney General) (1993), 1993 CarswellNS 152, 121 N.S.R. (2d) 361, 9 C.L.R. (2d) 181 (S.C.); Ticketnet Corp. v. Air Canada (1997), 1997
CarswellOnt 4273, 154 D.L.R. (4th) 271, 105 O.A.C. 87 (C.A); Roe, McNeill & Co. v. McNeill, 1998 CarswellBC 324, [1998] 7 W.W.R. 175
(B.C.C.A.); Cadbury Schweppes Inc. v. FBI Foods Ltd., 1999 CarswellBC 77, [1999]

6

Townsend v. Kroppmanns, [2004] 1 SCR 315, 2004 SCC 10 (CanLII) at para. 5

7

Bank of America Canada v. Mutual Trust Co., [2002] 2 S.C.R. 601, 2002 SCC 43 (CanLII) at para. 21.

8

Lloyd, supra note 1, at 12.

9

Waddams, supra note 4, ch 9 3.990.
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Imagine that an oil spill contaminated a lake known for its commercial fishing. As a result of the contamination
to the fish, the licensed commercial fishing companies lost the ability to fish. The valuator’s exercise would be to
estimate what damages one or more of the companies sustained as a result of losing the ability to fish.
Let’s assume the average profit made on the fish was $10 per pound, and each company sold approximately 1000
pounds per week. Assuming that environmental experts projected the contamination preventing commercial
fishing to have a 10-year lifespan, simply multiplying the $10,000 lost per week ($10 x 1000) by the number of
weeks (52 x 10) would not yield a fair valuation. Why? Because all of those fish weren’t lost in a single day. Rather,
the challenge would be to calculate the loss over time.
Generally speaking, discount rates look at rates of return, expressed in percentages. They represent an “investor’s
reward for making an investment”.10 To determine the best rate of return, business valuators often look to capital
market rates.11
II. Discounting for risk and uncertainty: The risk premium
Courts accept that awards for future losses should be discounted for the risk that such predictions carry
uncertainty. Discounting an award for the unpredictable elements of the future is common to all cases where
damages for future losses are awarded.
In the landmark case of Andrews v. Grand & Toy Alberta Ltd.12, Justice Dickson (as he then was), speaking for
the unanimous Supreme Court of Canada, described the practice of discounting future loss amounts for the
uncertainties of future risks as accounting for “contingencies and hazards of life”.
This element of the discount rate will be referred to as the “risk premium”.
Returning to our contaminated lake example: in order to determine the risk premium, and properly value the
damage sustained by the loss of the fishing rights, the valuator would need to assess a number of risk factors.
These would include, but are not limited to, not knowing with any degree of certainty how long the damage will
continue, fluctuations in supply from year to year, fluctuations in prices, and uncertainty with respect to future
wages and other expenses.
The challenge for a Court is to determine at the date of trial how to present value the loss resulting from the
inability to fish. As we recommend below, the prudent valuator will assess and enumerate the risk factors leading
to the conclusion of an appropriate discount rate by clearly setting out the various risk factors in their report.
Doing so will give the judge who seeks to find a fair level of compensation an easier way of determining a fair
result for the aggrieved party.
There is a body of law known as “loss of chance” cases: a party has lost the chance to pursue a commercial
opportunity (including the opportunity to sue). While they differ from discount rate cases, loss of chance cases
bear helpful similarities. After establishing the value of the plaintiff’s lost chance (opportunity), the court must
discount it by the likelihood, or perhaps more appropriately the improbability, of the plaintiff actually realizing the
benefit that could have resulted from the lost opportunity.13 Loss of chance cases include situations where:
A contract is breached so that a party is deprived of an “opportunity” to obtain a benefit that was
speculative at the time the contract was entered into, the party has suffered a “loss of chance” or “loss
of opportunity.” Had the contract been completed, the wronged party may or may not have obtained the

10

Tyler L. Farmer and Neil J. Beaton, “Lost Profits Versus Lost Business Value” in Nancy J. Fannon, Jonathan M. Dunitz, eds, The

11

Ibid, page 345.

12

[1978] 2 SCR 229, 1978 CanLII 1 (SCC).

13

Eastwalsh Homes Ltd. v. Anatal Developments Ltd., 1993 CarswellOnt 587, 12 OR (3d) 675 at para 38; Trillium Motor World Ltd.

Comprehensive Guide to Lost Profits and Other Commercial Damages, 3rd ed (Business Valuation Resources, 2014) at 344.

v General Motors of Canada Limited, 2015 ONSC 3824 at para 605.
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benefit sought, but since the party has been deprived of the chance to obtain the benefit, that party may
seek damages for the value of the lost opportunity.14
In Folland v. Reardon15, the Ontario Court of Appeal set out four criteria for recovery on the basis loss of a chance.
The plaintiff must show that:
1.

on the balance of probabilities, but for the defendant’s wrongful conduct, the plaintiff had a chance to
obtain a benefit or avoid a loss;

2.

the chance lost was sufficiently real and significant to rise above mere speculation;

3.

the outcome, that is, whether the plaintiff would have avoided the loss or made the gain, depended on
someone or something other than the plaintiff himself or herself; and

4.

the lost chance had some practical, i.e. non-nominal, value.

To illustrate, in Southcott Estates Inc. v. Toronto Catholic District School Board16, the defendant school board,
breached an agreement of purchase and sale to sell a parcel of land to the plaintiff land developer. As a result,
the plaintiff lost the chance to develop the property. Since a severance of the property would have been needed
and other development issues would have required resolution, the trial judge found that there was a 60% chance
of completing the transaction with a completed severance. The lost profit calculation of damages was reduced
by 40%.
These cases in which the benefit is only a chance or possibility rather than a certainty typically see awards
discounted at such high rates as 50% or even higher.17
As mentioned, there are helpful elements in loss of chance cases that help grasp the elements of their discount
rate kin. However, the similarities only go so far. The two are and must remain distinct creatures.
III. How is the risk premium determined?
The Alberta Court of Appeal has described the risk premium in commercial breach of contract cases as a way
to account for the “various vicissitudes of the marketplace, the major ones being competition and swings in
business cycles”.18
A first consideration for determining the risk premium is the kind of evidence available. Where, for example, a
business has been operating steadily and there is evidence that the market for the business will not change
significantly, experts may rely on past profits to project future ones.19 This is not considered a “risky” estimate. The
risk premium added into the discount rate will likely be lower here, assuming that there is a history of profits.
In contrast, a business without recorded profits yet, but with future potential (one thinks of today’s tech start-ups)
will attract a much higher risk premium. Without the evidence of past profits there is more uncertainty about the
predicted profits’ realization.20

14

IFP Technologies (Canada) v Encana Midstream and Marketing, 2014 ABQB 470 at para 273.

15

2005), 74 O.R. (3d) 688 at par. 73 (C.A.).

16

[2009] O.J. No. 428, reversed on other grounds 296 O.A.C. 4, 2012 SCC 51.

17

See for example: in Strategic Acquisition Corp v Multus Investment Corporation, 2016 ABQB (a discount of 50% was applied); IFP
Technologies (Canada) Inc. v EnCana Midstream and Marketing, 2017 ABCA 157 (a discount of 100% was applied).

18

Plaza Deli, supra note 13, at para 23.

19

See for example: Spartek Systems Inc v Brown, 2014 ABQB 526.

20 See for example: Husky Injection Molding Systems Ltd. v. Schad, 2016 ONSC 2297; Rougemount Capital Inc. v. Computer Associates
International Inc., 2014 ONSC 7070.
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That said, a lack of evidence of past profits does not necessarily mean that a high-risk premium should or will be
applied. Where the court can determine, based on a factual analysis of the circumstances, that the business was
likely to succeed, the risk premium may be reduced.
The Ontario Court of Appeal’s decision in Ticketnet Corp. v. Air Canada,21 is an example of this and demonstrates
how detailed the court’s analysis can be. Writing for the Court, Justice Laskin summarized the facts as follows22:
In December 1985, the appellant, Air Canada, and the respondent and cross-appellant, Ticketnet
Corporation, entered into a written agreement called the Software Development Agreement. The agreement
required Air Canada to develop software to be used by Ticketnet for entertainment and sports event
ticketing, and for box office management. In return, Air Canada was to receive $2 million for developing the
software, a royalty of five cents per ticket sold, and the proprietary rights to any travel related applications
of the software. Both parties believed that the Ticketnet software was superior to existing technology and
they forecast that the software would produce significant revenue, both in Canada and the United States.
On August 1, 1986, when the software was functional and nearly completed, Air Canada wrote to Ticketnet
claiming that Ticketnet was in fundamental breach of its obligations and that Air Canada was no longer
bound by its agreement with Ticketnet. Air Canada then locked Ticketnet out of the project site, precluded
Ticketnet from gaining access to its own main frame computer at the site, and claimed the Ticketnet
software for itself. On December 9, 1986, Ticketnet accepted what it considered was Air Canada’s
repudiation of the agreement. On the same date, Ticketnet commenced this action for damages for breach
of the agreement. An interim injunction granted in April 1987 and an interlocutory injunction granted in
August 1987 restrained either party from developing the software until trial. By the time of trial, the software
was outdated and it has never been marketed.
The trial took place over five months and included fifty days of evidence and five days of argument. On
February 10, 1993, Farley J. delivered lengthy reasons in which he held that, by its letter of August 1, 1986,
Air Canada had repudiated the agreement without justification. Because Ticketnet accepted the repudiation
on December 9, 1986, Air Canada was liable for damages for breach of contract. The trial judge awarded
Ticketnet general damages of $11,510,000 for loss of profits or loss of business opportunity to market the
software. He also awarded $10,000 in punitive damages to censure the conduct of Air Canada and ordered
Air Canada to return the software to Ticketnet. Air Canada appeals liability, the award of general damages,
and the order requiring it to return the software. Ticketnet cross-appeals on damages. For the reasons
that follow, I would reduce the damages to $10,160,000. I would otherwise dismiss the appeal and I would
dismiss the cross-appeal.
The trial judge, Justice Farley, considered eleven different market, investment, and business-related factors to
assess the likelihood of Ticketnet’s software being a success and the business actually realizing a profit:23
1.

The Ticketnet concept appeared to have found a hole in the ticketing market that was being ignored by the
competition. It would also have fulfilled a box office management demand. Therefore, “there was a window
of opportunity.”

2.

The concept had been warmly received at the Box Office Management International Conference held in
New York in January 1986.

3.

Ticketnet’s business plans had been prepared over several years and reviewed by experienced organizations
such as Air Canada and American.

21

1997 CanLII 1471 (ON CA) [Ticknet].

22 Ibid, at paras 1 – 3.
23 Ticketnet, supra note 21, at para 69.
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4.
5.

The software was nearly completed.
Both Air Canada and American, which each had financial resources and significant good will in the business
world, had invested in the concept. Each had experience and expertise in computer software and networks.

6.

Air Canada was interested in the travel applications of the software and would not likely have willingly
abandoned the concept. American had previously expressed an interest in acquiring Ticketmaster or
Ticketron and an acquisition of either, together with a link up with the Ticketnet technology, would have
made it an exceptionally strong player in the field.

7.

Apart from Ticketmaster and Ticketron, competition was small and either local or regional. The market
would likely have welcomed another competitor backed by a major corporation. The two major ticketing
organizations, Ticketmaster and Ticketron, were not present in every market. Ticketnet, supported by
either Air Canada or American, would have been able to attack a number of markets in Canada and the
United States.

8.

Ticketron was “somewhat suspect” because its parent, Control Data Corporation, had suffered significant
losses in the mid-1980s.

9.

If Ticketnet had administration, marketing or other problems, American could likely have filled the gaps.

10.

The consuming market appeared unconcerned with the level of ticketing surcharges and, moreover, the
proposed Ticketnet charges were not out‑of‑line with those used in the ticketing industry.

11.

A strong product with a strong backer would likely have allowed Ticketnet a significant penetration rate by
taking business away from competitors and obtaining new business from the computerized sector. The cost
of entry would have been minimal because even the smallest venue would have been charged on a pay as
you go basis.

Based on this analysis, Justice Farley determined that the Ticketnet software would have been successful and set
the discount rate at 35% for Canadian market and 40% for the American market.24 The Court of Appeal upheld the
decision (disagreeing with Justice Farley only on the U.S. dollar exchange rate).
Other cases have seen even higher discount rates than the ones in Ticketnet, rising to 80% where the business
had yet to get the product or business off the ground and the evidence of success was much less persuasive than
in Ticketnet.25
IV. What is wrong with the prescribed discount rates in Rules of Civil Procedure?
Various provinces have tried to standardize discount rates in their rules of civil procedure.26 In Ontario, Rule 53.09
of the Rules of Civil Procedure27 provides for a prescribed discount rate in two tiers. For the first tier, a period of 15
years, the prescribed rate is the real rate of return as reduced by 1 percent (to take into account economic and risk
factors) and rounded to the nearest ¼ percent. For the second tier, for any period beyond 15 years, the prescribed
rate is 2.5 percent.28

24 Ticknet, supra note 21, at para 68.
25 See Husky Injection Molding Systems Ltd. v. Schad, 2016 ONSC 2297.
26 See note 3 for full list of provinces with prescribed discount rates.
27 Rules of Civil Procedure, R.R.O. 1990, O REG 194.
28 Garry Watson, Derek McKay, and Michael McGowan, Ontario Civil Procedure (Toronto: Thomson Reuters Canada Limited, 1993)
(loose-leaf updated 2019, release 3) Rule 53. For a more detail discussion of prescribed discount rates in Canada, see Submission of
the Canadian Institute of Actuaries to the Civil Rules Subcommittee for the Quadrennial Review of Rules 53.09 and 53.10 per s. 66(4)
of the Courts of Justice Act, November 2018 http://www.cia-ica.ca/docs/default-source/2019/219003e.pdf
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The reason for legislating prescribed discount rates is twofold. First, a prescribed rate allegedly avoids disparities
between damage awards in cases with similar facts. Second, a prescribed discount rate should help to regulate the
cost of litigation by limiting the need for costly expert evidence.29
While courts have accepted that the language of Rule 53.09 makes the application of the prescribed discount
mandatory, courts also recognize that it can only apply where no other factors (such as contingencies, increase
in salary, costs of home care) need to be considered.30 As a result, one is hard-pressed to find cases where the
prescribed discount rate of 2.5 is applied as is to future loss awards.
We should underscore that Rule 53.09 and other provincial rules are largely intended for loss of income, costof-care, personal injury-type cases. They primarily reflect that the lump-sum award should be invested in a safe,
risk-free investment in order to provide for the future loss of income and costs of care. They are not appropriate
for commercial litigation or lost profits cases, where the discount rate is meant to reflect the uncertainty of the
estimate of future losses, not the rate of return that the plaintiff can earn on the lump sum award.

V. What is the Court’s attitude towards discount rates?
i.

No one can predict the future

Reasonably enough, courts’ attitudes towards discount rates are informed by the truism that no one can predict
the future with absolute precision. The late Justice R. E. Holland made this exact point in International Corona
Resources Ltd. v. LAC Minerals Ltd.:31
While the experts gave reasoned views as to what he or she thought about future gold prices, exchange
rates and inflation, it was clear to me that no one could predict the future with any certainty or even on a
balance of probabilities.
Statements in various court decisions dealing with discount rates seem almost disdainful of expert evidence that
purports to offer precision in their predictions. As the British Columbia Court of Appeal said in Killeen v. Kline:32
The task of the appellate court is clearly made less perplexing if the cloak of mathematics does not seem
to give an air of scientific accuracy to a decision that is fundamentally one of judicial assessment, not of
calculation.
This sentiment, i.e. that the final decision is one of judicial discretion, is echoed in other decisions. Although the
complexity of determining future profits and discount rates invites assistance from professional business valuators
as experts, assistance does not equate with reliance:
The final assessment [should not be] shackled to the evidence of these professionals alone. To rest
judgment upon what experts put before the court without careful analysis of what they conclude may
mislead [the judge].33

29 See Giannone v. Weinberg (C.A.), 1989 CanLII 4046 (ON CA) which outlines the reasons for prescribed discount rates.
30 See for example: McDermid et al. v. The Queen in right of Ontario et al., 1985 CanLII 1968 (ON SC), 53 O.R. (2d) 495; Martin v. Listowel
Memorial Hospital, [2000] CarswellOnt 3839, 51 OR (3d) 384.
31

1986 CarswellOnt 146, [1986] O.J. No. 2372, 25 D.L.R. (4th) 504 [Lac Minerals].

32 1982 CanLII 418 (BC CA), [1982] 3 W.W.R. 289 at para 28.
33 Plaza Deli, supra note 13 at para 24.
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In the British Columbia case of Sacks and Seelig v CMHC34, the perils of relying too heavily on expert evidence was
articulated in this way:
Literally days of expert evidence were heard at trial. As is often the case, the evidence of experts takes on a
world of its own with, in this case, accountants testifying with mathematical certainty as to the correctness
of their opinions about events that have never occurred.
The danger that this poses is that it tends to tempt the trier of fact down the garden path of mathematical
analysis. In so doing, it poses the risk that the trier of fact will fall into error by applying the mathematical
formulae proffered by the experts.35
If the court cannot rely solely on expert evidence, what can it rely on? What beacon can it follow to stray from an
expert’s mathematics to a more judicious or judicially acceptable discount rate?
ii.

Avoid the allure of false precision with fairness.

Where precision is not attainable in predicting the future, the courts look to fairness as the best goal and guiding
principle:
at the end of the litigation day, the only question is whether the final award is fair[...]36
A good example of fairness over precision is the principle that a person may be compensated for loss of chance. In
a loss of chance decision that has equal application to cases involving discount rates, Lord Evershed stated:
In my judgment, assuming that the plaintiff has established negligence, what the court has to do in such a
case as the present is to determine what the plaintiff has lost by that negligence. The question is: Has the
plaintiff lost some right of value, some chose in action of reality and substance? In such a case it may be
that its value is not easy to determine, but it is the duty of the court to determine that value as best it can.37
In cases having to do with loss of an opportunity to pursue a lawsuit, precision in predicting the future cannot
be achieved because “[m]ost lawsuits are neither clear winners, nor clear losers.”38 However, fairness deems
the lost opportunity to simply bring or defend against a claim is something the plaintiff should nevertheless be
compensated for.39
iii.

How do judges determine the final discount rate?

While discount rates at first glance appear to be applied in ways that defy categorization, there appear to be three
tried-and-true ways of determining judges’ post-expert evidence discount rates.
First, many judges will choose a discount rate that is an average of two opposing proposed discount rates. They
will often suggest that this is a “reasonable” or “fair” determination based on their own analysis of the facts.40
Second, a judge will use one expert’s discount rate as a starting point and slightly adjust the rate up or down to fit
within the judge’s own analysis of the facts.41

34 2002 BCSC 97 [Sack and Seelig].
35 Ibid, at paras 47-48.
36 Plaza Deli, supra note 13 at para 25. See also Kelzer v. Hanna, 1978 CanLII 28 (SCC), [1978] 2 S.C.R. 342
37 Kitchen v. Royal Air Forces Association, [1958] 2 All E.R. 241, [1958] 1 W.L.R. 563 (C.A.)
38 Kitchen v. Royal Air Forces Association, [1958] 2 All E.R. 241, [1958] 1 W.L.R. 563 (C.A.)
39 Ibid, at para 77.
40 See for example: Sacks and Seelig, supra note 34, at para 64 (experts provided evidence for discount rates of 10% and 15% and the
court chose to apply a 12% discount rate); Bhasin (Bhasin & Associates) v. Hrynew, 2011 ABQB 637 at para 446 (the judge applied a
discount rate of 20 percent as a middle ground between the suggested 15% and 24%).
41

See for example: Ticketnet, supra note 21, at para 67; Stephen Moffett Ltd. v. Her Majesty the Queen in right of the Province of New
Brunswick as represented by the Minister of Transportation, 2005 NBCA 3.
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Third, discount rates are sometimes adjusted or chosen by a judge to achieve a specific final amount the judge
deems to be fair.42 While this ends-determines- means approach may smack of logical fragility, it can be justified
by the focus on fairness. Where a discount rate does not achieve a “fair” result, a court can find that it should
be adjusted.

VI. Practical Considerations
If our analysis is correct, i.e. that judges approach the application of discount rates as more of a fairness tool than
a mathematical truth, how can business valuators acting as experts in future loss of profits cases present their
evidence most effectively?
First and foremost, to be effective, the business valuator should strive to give her/his evidence both orally and
in writing in a clear, concise manner, simplifying the analysis to the maximum extent possible. Charts (discussed
below), power point presentations, listing positive risk factors (those that decrease risk) and negative risk factors
(those that increase risk) and indicating the order of importance, are all practical considerations that the expert
business valuator should consider.
i.

Provide a guide, not answers.

Experts faced with the difficult task of presenting evidence on the complex and often mystifying topic of discount
rates would do well to remember the words of Justice Kirkpatrick in Sacks and Seelig v. CMHC:
Expert opinion evidence of the loss of business opportunity can be complex and difficult to understand.
Once understood, however, it must be remembered that it is but one person’s qualified opinion of an
estimated loss. The use one puts to that evidence is merely as a potential guide to the assessment of
the loss.43
Experts may be more successful when their evidence is structured so as to provide an easy to follow,
comprehensive guide to determining future losses. This does not mean that the expert should not come to a
conclusion on a discount rate. Rather, they should be sure to follow the high school math teacher’s old adage:
“show your work”.
Framing evidence as a “guide” for judge may look different depending on the expert and the material. One way
to do so could be to list of all the factors contributing to the risk premium and indicating if they act to increase
or decrease the overall discount rate. Explanations of how and why each factor is weighted should be included
as well.

42 See for example: House v. Baird, 2017 ONCA 885 (trial judge chose not to apply an expert’s discount rate and shift the discount rate
because it would result in the addition of millions to the award and the judge felt it was not appropriate to do so (at paras 77-79);
Cosolo v Geo. A. Kelson Limited, 2017 ONSC 4150.
43 Sacks and Seelig, supra note 35 at para 51.
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Additionally, experts may want to consider creating a chart outlining the factors included in discount rates (i.e. the
various rates of returns, the inflation considerations, risk factors, etc.) for each proposed discount rate, track the
discretionary treatment of each of these factors that resulted in the final discount rate. Such a chart could include
discount rates that the expert does not suggest in order to point out the deficiencies. This will allow a judge to
understand why one discount rate is 15% and another is 20%, why one is better than another, and use the evidence
provided as a guide to determine their own discount rate.44
ii.

Lay out the facts and frame them carefully.

Experts may want to consider spending considerable time laying out the facts of the case with particular attention
to framing those facts as either increasing or decreasing the uncertainty of the projected future profits. As
discussed, the court already engages in this analysis on its own, so experts should seek to frame the facts from
their perspective as persuasively as possible.
Experts may want to also engage the language of “fairness” (the courts’ preferred term) or “reasonableness”
(valuators’ preferred term) rather than “accuracy” in order to help frame their discussion and analysis. At the
other end, though, experts must take care to neither do nor say anything that may compromise, or be seen to
compromise, their impartiality. Bias is the expert’s kiss of death. One must never cross the line from professional
opinion evidence into argument and advocacy.45

VII. Conclusion
Living with and leaning into the uncertainty of the future in the quantification of damages for future loss mean
accepting that no formulae and no mathematics will offer the “correct” answer to the question of what the
appropriate discount rate is, in the circumstances.
However, by understanding that the goal is fairness rather than accuracy, experts may approach and set out
their evidence in such a way as to not advertise dubious certainties of “accuracy” or “precision”, and instead
guide judges to a favourable result. Uncertainty can be a powerful tool that allows for the malleability fairness
often demands.
If uncertainty is the only certainty, litigants, lawyers, experts and judges should do more than learn to live that
reality in commercial litigation dealing with future losses. They should take up uncertainty and learn to wield it
as a force for good.

44 For an example chart detailing risk factors and how they affect a discount rate see, Neal Mizrahi, Natalie Quinn, and Sheri Herblum,
“Cannabis: Valuation Approaches in an Evolving Market” FTI Consulting White Paper (March 2019) https://www.fticonsulting.com/~/
media/Files/us-files/insights/white-papers/cannabis-valuation-approaches-evolving-market.pdf. This paper discusses discount rates
for the valuation of cannabis businesses, as opposed to discount rates for the quantification of losses. Still, it is a good example of
the kind of chart we are recommending.
45 Bruff-Murphy v. Gunawardena, 2017 ONCA 502 (advocacy in an expert’s evidence may lead to its exclusion); Thompson v. Helgeson,
2017 BCSC 927 (advocacy in an expert’s evidence may reduce the weight given to the evidence).
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Introduction
When a business valuer is confronted with an assignment requiring the valuation of a business operating in a newly
emerging industry, the challenge immediately arises as to how existing theory should be applied to unfamiliar
operational dynamics and risk factors that are rapidly evolving. In this context, we shall address the valuation of
companies in the artificial intelligence (“AI”) sector.

AI Background
Artificial intelligence is the science of developing computer programs and machines capable of learning and
problem solving in a manner resembling that of the human brain.
A common term used to describe AI is “machine learning”, in which algorithms are developed that learn from
examples in order to create patterns and make predictions, without being provided with explicit instructions. An
example of machine learning would be when data, such as an image of a car, would be input into a system, human
interaction would initially occur in which said image would be identified as a car, the image would be classified
accordingly in the system, and the system would correctly respond to the query “is this a car or not a car”?
One subset of machine learning is “deep learning”. This concept describes a “neural network” system intended to
mimic the human brain in which successive layers are constructed, each of which possesses increasingly complex
recognition capabilities. These neural networks automatically scale in performance as the size of data increases. A
key objective of deep learning is to reduce or eliminate the human interaction aspect. In the above example, when
the car image is input, the system of neural networks would autonomously classify and correctly respond to the
“car or not a car” query.
Another perspective on this AI issue is provided by contrasting “supervised learning” and “unsupervised learning”.
In supervised learning, a system is given a set of examples with “correct answers” (ie. labelled data). Based on
these examples, the system will learn to correctly predict desired solutions. In unsupervised learning, the system
is not provided with “correct answers”. Instead, the system will analyze raw input data and identify and predict
patterns without human intervention.

AI Applications
It is unsurprising that given the diversity and robust power comprised by AI, its potential applications are myriad.
For example, AI can be effectively used in predictive maintenance to detect anomalies using real-time data to
determine when assets require repair or replacement. Logistics solutions can implement AI features to reduce
operating costs using real-time data to predict optimal routes and communicate recommendations to drivers
and pilots. AI can also be utilized to provide management tools in customer service settings, as well as to make
customer recommendations for products and services.
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AI Sectors
Considering the variety of applications for AI, its uses may be categorized as follows:
• Natural Language Processing (“NLP”)
• NLP Platforms

• Computer Vision
• Computer Vision Platform

• Text-Based

• Visual Processing

• Speech-Based

• DIY Processing

• Text Solutions
• Text Analytics
• Language Translation
• Speech Solutions
• Speech Recognition
• Speech-to-Text
• Speech Analytics
• Conversational AI
• Text Analytics
• Language Translation
• Enabling Technologies
• Software

• Object Recognition
• Video Analysis
• Video Tagging
• Video Search
• Image Analysis
• Image Recognition
• Image Search
• Face and Expression Recognition
• Face Recognition
• Facial Expression Recognition
• Machine Intelligence Systems
• Machine Learning Platforms

• Modelling and Simulation

• Data Science Platforms

• Testing and Optimization

• Artificial General Intelligence

• Data Extraction

• Machine Learning-As-A-Service

• Data Preparation

• Workbenches

• Training Data

• Custom Services

• Database Management Systems
• Hardware

• Open Source
• Deep Learning Frameworks and Libraries

• Processors

• Machine Learning Libraries

• Servers

• Toolkits

• Full Stack

• Distributed AI
• Reinforcement Learning
• Autonomous System Enablers
• Vehicles
• Drones
• Robotics

20

02 — How To Intelligently Value Artificial Intelligence Companies

In terms of industries in which AI has been widely adopted, the following sectors have been particularly successful
in implementing its potential:1
• Retail ($600)
• Transport and Logistics ($450)
• Travel ($400)
• Consumer Packaged Goods ($350)
• Public and Social Sector ($350)
• Automotive and Assembly ($350)
• Banking ($250)
• Health-Care Systems and Services ($250)
• Advanced Electronics and Semiconductors ($250)
• Basic Materials ($250)
• High Technology ($250)
• Oil and Gas ($200)
• Insurance ($200)
• Agriculture ($150)
• Chemicals ($150)
• Media and Entertainment ($150)
• Telecommunications ($150)
• Pharmaceuticals ($100)
• Aerospace and Defense ($100)

Valuation Approaches
When a business valuer is faced with selecting among the traditional valuation approaches, AI businesses present
some specific challenges. For example, when contemplating the Market Approach, sufficiently comparable
“guideline” public companies may not be available. Similarly, “guideline” transactions may not be identifiable; even
if they are known, meaningful data underlying the transaction could be lacking (inhibiting performance of a robust
analysis for valuation purposes). Often, the most relevant methodology under the Market Approach is the analysis
of prior transactions in the subject company’s own shares (e.g., from prior funding rounds).
When considering the Income Approach for use in valuing AI companies, the methods that typically best reflect
perceived future benefits are based on revenues, EBITDA and Net Cash Flow. The Asset-Based Approach is
customarily only used to value AI firms in situations where asset values constitute the primary component of
corporate worth, earnings and cash flows are either minimal or absent and/or liquidation is contemplated in
situations where the business is not a going concern.

1

Michael Chui, “Notes From the AI Frontier - Insights From Hundreds of Use Cases”, McKinsey Global Institute, April 2018. Potential
value for each AI industry sector appears in U.S. billions of dollars.
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As AI businesses are fundamentally technology firms, substantial value resides in the intellectual property (“IP”) of
the firm. Moreover, significant components of value also may be derived from “key people” who are responsible for
conceptualization, revenue generation, etc.
Among the appropriate techniques to value the IP of an AI company, should such an exercise be required,
are included:
• Relief-from-Royalty Method;
• Profit-Split Method; and
• Historical Development (Replacement) Cost.

Value Drivers
In terms of the relevant business-specific factors that influence the value of AI firms, the following considerations
should be reviewed:
• Is the IP patented?
• Territory covered
• Term of protection
• What stage is the IP located in the technology life cycle?
• Conceptualization
• Development
• Commercialization
• Maturity
• What is the nature of the IP?
• License/subscription
• Purchase
• Consultancy Model
• Key people in the firm:
• Management
• Creator/Visionary
• Chief Technology Officer
• Quality of customer base
• Specific underlying industries targeted
• Strength of the sales team
• Sales pipeline
• Availability of data
• Purchased vs. free (scraping)
• Proprietary vs. “open data”
• Scarcity of talented labour force
• Barriers to entry
• Ability to scale growth

22
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Price Versus Value
The valuation of AI companies provides and excellent illustration of the potentially significant difference between
Price and Fair Market Value in a “real world” setting. Both of the concepts of Price and Fair Market Value are often
influenced by numerous value drivers that relate specifically to AI companies.
As all valuers should recall from memory, Fair Market Value is defined as:
“The (highest) price, expressed in terms of cash equivalents, at which property would change hands between a
hypothetical willing and able buyer and a hypothetical willing and able seller, acting at arm’s length in an open and
unrestricted market, when neither is under compulsion to buy or sell and when both have reasonable knowledge of
the relevant facts.”
One key consideration that applied in an AI setting is that Fair Market Value and Fair Value are typically notionally
determined in the absence of an open-market transaction. Moreover, Fair Market Value typically assumes the
following conditions exist:
Equal knowledge and negotiating skills;
• No compulsion to transact;
• Special Interest Purchaser considerations are generally absent;
• Imprudent actions and emotions are not considered;
• Vendor and purchaser are assumed to deal at arm’s length; and
• Transaction is assumed to be consummated for cash.
In contrast, Price reflects the consideration paid in a negotiated, open-market transaction involving the
purchase and sale of an asset. The Price determined in an open-market transaction may be influenced by
the following considerations:
• Unequal knowledge and negotiating skills (i.e., information asymmetry) may exist.
• Compulsion to transact may be present.
• Special Interest Purchasers may force the Price upward.
• Price may be struck as a result of imprudent decisions by the vendor, the purchaser, or both.
• Strategic factors leading to a higher Price being paid may be present, including:
• Acquiring market share;
•

Blocking competition;

• Achievement of synergies; and/or
•

Economies of scale contributing to overhead costs.

• Sentimental Value considerations may force the Price upward.
• Vendor and purchaser may outwardly appear to act at arm’s length, but may have congruent interests due to
the elements of the transaction such as vendor employment agreements, non-competition agreements, etc.
• Negotiated Price may contain non-cash elements such as contingent “earn-out” or bonus payments, freely
trading or restricted shares and/or debt instruments.
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As Special Interest Purchasers constitute those acquirers who believe they can enjoy post-acquisition economies
of scale, synergies or strategic advantages by combining the acquired business interest with their own, their
presence may, at times, cause Price to escalate significantly above the level constituting Fair Market Value. Among
the potential categories of Special Interest Purchasers for AI companies are included:
• Customers (making a decision to purchase an existing AI company, develop their own technology or maintain
status quo);
• Competitors (seeking to obtain access to technology, data, predictive analysis, etc.); and
• Supply chain sources (a provider of “Big Data”).

AI Transactions
As the preponderance of AI businesses are still categorized as early-stage technologies, it follows that the
transactional marketplace for them is still rapidly emerging, being categorized by geographic segmentation
and rapid growth. The geographic segmentation pattern has developed as a result of AI firms being so crucially
dependent on human knowledge. Hence, economies of agglomeration have been created in which a handful of
cities boast significant depths of AI talent (for which competition is understandably fierce).
Accordingly, the top destinations for AI investment are as follows:2
• United States — $4,400
• Europe — $988
• Israel — $807
• Canada — $488
• Japan — $150
Considering the growth of the AI sector, as well as the excitement pertaining to the technological potential of
many early-stage businesses therein, the scale of available funding is impressive. For example, in a study of
funding rounds between 2012 and 2018 involving AI companies, the median size of each round appears below:3
• Seed — $1.0
• Series A — $6.0
• Series B — $15.0
• Series C+ — $32.3

2

AI Infrastructure, March 2019, Tracxn Technologies Private Limited. Funding is in U.S. millions of dollars.

3

Ibid.
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Investor enthusiasm regarding the AI sector is further evidenced by the volume of acquisitions and initial public
offerings (“IPO”) that have occurred in recent years. One noteworthy example of the zeal surrounding the growth
potential of AI companies is illustrated by the August 2014 IPO of Mobileye on the New York Stock Exchange at
an implied market capitalization of U.S. $5.3 billion. Mobileye is an Israeli company that is a leading supplier of
software that enables Advanced Driver Assist Systems to over 25 automobile manufacturer partners. Mobileye
is also one of the world’s leading producers of fully autonomous automobile driving technology. In August 2017,
Mobileye was acquired by Intel Corporation in August 2017 for U.S. $15.3 billion, representing a nearly tripling of
value in three years.

Conclusion
As the AI industry is — adopting a long-term perspective — still in a nascent stage, it nevertheless offers
fascinating guidance as to how value for this or other emerging technology sectors should be considered
by valuation practitioners in an environment of rapid growth and innovation. Moreover, as detailed above, AI
companies constitute vivid illustrations of how and why transaction Price may, at times, substantially surpass
notional Fair Market Value.
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UNDERSTANDING AND
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James Harrington and Carla Nunes
The cost of capital may be described in simple terms as the expected return appropriate for the expected level of
risk.2 The cost of capital is also commonly called the discount rate, the expected return, or the required return.3
A basic insight of capital market theory, that expected return is a function of risk, still holds when dealing with cost
of equity capital in a global environment.
“Practitioners typically are confronted with this situation: “I know how to value a company in the United
States, but this one is in Country X, a developing economy. What should I use for a discount rate?”4
Estimating an appropriate cost of capital (i.e., a discount rate) in developed countries, where a relative abundance
of market data and comparable companies exist, requires a high degree of expertise. Estimating cost of capital in
less-developed (i.e., “emerging”) countries can present an even greater challenge, primarily due to lack of data (or
poor data quality) and the potential for magnified financial, economic, and political risks.
“Measuring the impact of country risk is one of the most vexing issues in finance, particularly in emerging
markets, where political and other country-specific risks can significantly change the dynamics of the
project. It is absolutely essential to incorporate these risks into either the expected cash flows or the
discount rate. While this point is not controversial, the key is using a reliable method to quantify these extra
country risks.”5
This article provides an overview of international cost of capital issues.6

Are Country Risks Real?
Why should there be any incremental challenges when developing cost of capital estimates for a business,
business ownership interest, security, or intangible asset based outside the United States (or outside a mature,
developed country like Canada)?

1

This article is a summary of the June 21, 2019 presentation entitled “International Cost of Capital; Understanding and Quantifying
Country Risk” by James P. Harrington at the CBV Institute 2019 National Business Valuation Congress. Mr. Harrington a Director in
Duff & Phelps’ Business Publications Group, co-author of the Duff & Phelps “Valuation Handbook” series, and a co-creator of
Duff & Phelps online Cost of Capital Navigator platform. To learn more, visit dpcostofcapital.com. Thank you to Carla Nunes, Jamie
Warner, Anas Aboulamer, Kevin Madden, Aaron Russo and Kevin Latz of Duff & Phelps for their assistance in preparing this paper.

2

Modern portfolio theory and related asset pricing models assume that investors are risk-averse. This means that investors try to

3

When a business uses a given cost of capital to evaluate a commitment of capital to an investment or project, it often refers to that

maximize expected return for a given amount of risk, or minimize risk for a given amount of expected return.
cost of capital as the “hurdle rate”. The hurdle rate is the minimum expected rate of return that the business would be willing to
accept to justify making the investment.
4

Shannon P. Pratt and Roger J. Grabowski, Cost of Capital: Applications and Examples 5th ed. (Hoboken, NJ: John Wiley & Sons, 2014).

5

Campbell R. Harvey, Professor of Finance at the Fuqua School of Business, Duke University; Research Associate of the National

6

For a more detailed discussion, please see the Valuation Handbook – International Guide to Cost of Capital, accessible through the

Bureau of Economic Research in Cambridge, Massachusetts; President of the American Finance Association in 2016
Cost of Capital Navigator: International Cost of Capital Module. To learn more or to subscribe, visit: dpcostofcapital.com.
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If investors are alike everywhere and international capital markets are integrated (i.e., investors can easily and
freely transact in any country around the globe), then the task is relatively simple. However, if markets are (entirely
or partially) isolated (i.e., segmented) from world markets, then we need to address the perceived (and real) risk
differences between markets.
“Segmentation” in this context refers to markets (i.e., economies) that are not fully integrated into world markets
(i.e., are to some degree isolated from world markets). Markets may be segmented due to a host of issues, usually
categorized as “financial”, “economic”, or “political” risks. These risks can include: (i) regulation that restricts
foreign investment, (ii) taxation differences, (iii) legal factors, (iv) information deficiencies, (v) trading costs, (vi)
political instability, and (vii) physical barriers, among others. Experts do not agree on the extent or effects of
market segmentation, although there can be no doubt that some markets are at least partially segmented.
The most common adjustments made by practitioners aimed at this segmentation problem are addressed by
adding ad hoc country-specific risk premia (CRPs) to cost of capital estimates.
While in today’s increasingly integrated economy there may be less theoretical justification for country risk premia
than may have been warranted even a few decades ago, these risks still exist in the real world, and it would likely
be unwise to make investment decisions without considering these incremental risks.

A Common Error
A common error in estimating international cost of capital is mixing currencies. According to corporate finance
theory, the currency of the projections should always be consistent with the currency of the discount rate. In
practice, this means that the inputs used to derive a discount rate (the discount rate is included in the denominator
in a discounted cash flow (DCF) model) should be in the same currency used to project cash flows (the numerator
in a DCF model). For example, if cash flow projections are denominated in Canadian Dollars, then the risk-free rate,
equity risk premium, and other discount rate inputs should also be denominated in Canadian Dollar terms.
There are two basic methods to address foreign currency cash flows in valuations, assuming the analysis is being
conducted in nominal terms:
• Perform the valuation in the Investee Country7 currency, discount the projected cash flows with a discount
rate denominated in the Investee Country currency (i.e., developed using inputs denominated in the
Investee Country currency), and convert the resulting value conclusion into the Investor Country8 currency
(e.g., CAD, USD, EUR) at the spot exchange rate.
• Convert cash flows at a forecasted exchange rate into the Investor Country currency (e.g., CAD, USD,
EUR) and discount the projected cash flows with an Investor Country discount rate (i.e., developed using
inputs denominated in the Investor Country currency). In this case, the forecasted exchange rate already
includes the risk associated with exchange rate fluctuations.

What if Reliable Local Inputs are Not Available?
Notwithstanding the two general approaches outlined in the previous section, valuation and finance professionals
may find themselves in a position where a local currency discount rate is needed and yet there are no reliable cost
of capital inputs in the local (foreign) currency (i.e., the Investee Country currency). What should you do in such
a situation?
One can go back to one of the central ideas in international finance: the so-called “law of one price”.

7

The “Investee Country” is the country in which the investment is located. For example, if a Canadian investor is evaluating an

8

The term “Investor Country” is closely related to the concept of “investor perspective”. In the previous example, the German

investment located in Germany, the Investee Country is Germany, and the “Investor Country” is Canada.
investment is being evaluated from the “perspective” of a Canadian investor.
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The basic idea is that international investors explore profit arbitrage opportunities across financial markets in
different countries, therefore guaranteeing that identical financial assets have similar prices, once adjusted for
different currencies. This presumes competitive markets, where market imperfections do not exist.
Five key theoretical economic relationships result from these arbitrage activities: (i) Purchasing Power Parity,
(ii) Fisher Effect, (iii) International Fisher Effect, (iv) Interest Rate Parity, and (v) Forward Rates as Unbiased
Predictors of Future Spot Rates9
It is beyond this article’s scope to discuss these concepts on a detailed level. Several international finance
textbooks have been written and published which cover this topic extensively. These theoretical relationships are
also central to understanding and forecasting foreign exchange rates, as well as prices of other financial assets
denominated in foreign currencies.10
The International Fisher Effect is formalized in Equation 1.
Equation 1: The International Fisher Effect Equation

Interest RateInvestee Country Currency =
(1 + Interest RateInvestor Country Currency )

×

(1 + InflationInvestee Country Currency )
(1 + InflationInvestor Country Currency )

—

1

The International Fisher Effect suggests that countries with high inflation rates should expect to see higher
interest rates relative to countries with lower inflation rates. This relationship can be extended from interest rates
into discount rates, thereby allowing us to translate a home (or Investor Country) currency cost of capital estimate
into a foreign (or Investee Country) currency indication.
However, it is crucial to understand that the International Fisher Effect relationship holds only in equilibrium.
This presumes that (i) there is no government intervention in capital markets; and (ii) capital can flow freely in
international financial markets from one currency to another, such that any potential arbitrage opportunity across
countries will be quickly eliminated. In reality, market frictions (e.g., transaction costs, regulations, etc.)
and government interventions do exist in practice, which means that using the International Fisher Effect to
translate the home currency discount rate into a local currency will result in only an approximation.
Despite these limitations, the International Fisher Effect can be useful in ensuring that inflation assumptions
embedded in the projected cash flows are consistent with those implied by discount rates.11
Applying the International Fisher Effect to translate rates of return on equity and debt would result in the
relationships expressed in Equation 2 and Equation 3, respectively.
Equation 2: International Fisher Effect Applied to Cost of Equity Capital

Cost of Equity Capital Investee Country Currency =
(1 + Cost of the Equity Capital Investor Country Currency)

×

(1 + InflationInvestee Country Currency )
(1 + InflationInvestor Country Currency )

9

Alan C. Shapiro, Multinational Financial Management, 10th ed. (Hoboken, NJ: John Wiley & Sons, 2013).

10

See for example: i) Chapters 4 and 19 of Piet Sercu (2009), International Finance: Theory into Practice, (Princeton, NJ: Princeton

—1

University Press); and ii) Chapter 4 of Alan C. Shapiro (2013), Multinational Financial Management, 10th ed. (Hoboken, NJ: John Wiley
& Sons, 2013).
11

For a discussion and examples of how to apply the methods outlined in this section, refer to the complimentary CFA Institute webinar
entitled “Quantifying Country Risk Premiums”, presented on December 6, 2016 by James P. Harrington and Carla S. Nunes, CFA, both
of Duff & Phelps. This webcast can be accessed here: https://www.cfainstitute.org/en/research/multimedia/2016/quantifying-countryrisk-premiums.
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Equation 3: International Fisher Effect Applied to Cost of Debt Capital

Cost of Debt CapitalInvestee Country Currency =
(1 + Cost of the Debt CapitalInvestor Country Currency )

×

(1 + InflationInvestee Country Currency )
(1 + InflationInvestor Country Currency )

— 1

Framework for Cross-Border Valuations
In cases where local inputs (e.g., risk-free rate, equity risk premium, betas, etc.) are available, the analyst could use
a “Single Country CAPM” to develop cost of capital estimates. This single-country version of the CAPM approach
has appeal because local investors provide capital to local firms in the local market. This approach allows more
local factors to be incorporated in the measure of local market risks. This type of model works best in developed
economies. The value conclusion resulting from a Single Country CAPM application will be in the local currency,
and thus the value from any given investor perspective can be derived by translating the local currency value
conclusion into the investor’s currency at the spot exchange rate.
In cases where local inputs are not available, the analyst could use the framework outlined in Exhibit 1 to develop
cost of capital estimates. If the subject company is exposed to country risk, there are two broad approaches to
incorporate that risk into a valuation using the DCF method:
• Alternative 1 – Scenario analysis: In this approach, country risk is directly reflected in the projected
cash flows and probability assessments of each scenario. While the scenario approach may be more
specific to the situation, it can be not only time consuming and costly to estimate the appropriate
scenarios (and the probabilities associated with them), but also difficult, if not impossible to derive.
• Alternative 2 – Country Risk Premium: In this approach, country risk is reflected in the cost of equity and
debt capital and in the weighted average cost of capital (WACC).
If the cash flows are denominated in a mature currency (i.e., the currency of a country for which reliable
cost of capital inputs are available such as CAD, USD, EUR, etc.) then compute the WACC in the mature
currency and use available models to quantify a country risk premium (CRP).
If the cash flows are not denominated in a mature market currency, then compute the cost of equity
capital and the WACC in the mature currency and use available models to quantify a CRP, and then
translate the cost of equity capital and the WACC into the needed foreign currency by using the
International Fisher Effect.
In addition to being commonly used, the CRP approach has several other strengths: (i) data is generally
available,12 (ii) there is a choice of multiple models, and (iii) cost effectiveness. The CRP approach also has
several weaknesses: (i) there is lack of consensus on which model(s) work best, and (ii) a CRP impacts the
entire cash flow forecast, but the relative risks of countries change over time.
Exhibit 1 displays a framework that can be helpful to analysts in going through a variety of fact patterns when
valuing businesses across different countries. The framework in Exhibit 1 is intended to be general and not
comprehensive; there are other paths that can be used to estimate cost of capital that the analyst may deem more
appropriate to a given scenario.

12

For example, on a quarterly basis Duff & Phelps estimates CRPs from 56 different investor country perspectives into over 180 investee
countries in the Cost of Capital Navigator: International Cost of Capital Module. To learn more, visit: dpcostofcapital.com.
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Exhibit 1: A Framework for Valuing Businesses in Other Countries

Is Subject
Company
exposed to
country risk?

No

No CRP
needed

Yes (Alt. 1)

Yes (Alt. 2)
Alternative 2: Reflect
country risk in WACC

Are cash flows
in a mature
currency?*

Yes

No

Compute WACC in mature
currency using available
models to quantify CRP

Alternative 1: Use
scenario analysis

Compute WACC in mature
currency using available
models to quantify CRP

Reflect different
outcomes in cash flows

If WACC needed in Investee
Country currency:

*A “mature currency” is the currency of a country
for which reliable cost of capital inputs are available.

Translate WACC into Investee
Country currency using the
International Fisher Effect

No CRP in WACC

Which International Cost of Equity Model should I Use?
There is no consensus among academics and practitioners as to the best model to use in estimating the cost of
equity capital in a global environment, particularly with regards to companies operating in emerging economies.
There are several common approaches to incorporating country factors into a cost of equity capital estimate. None
are perfect.
In choosing a model, the goal is to balance several objectives:
• Acceptance and Use: Does the model have a degree of acceptance, and is the model actually used by
valuation analysts?
• Data Availability: Are quality data available for consistent and objective application of the model?
• Simplicity: Are the model’s underlying concepts understandable and they can be explained in plain
language?
Exhibit 2 presents a summary of the general strengths and weaknesses of various international cost of equity
capital models.
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Exhibit 2: A Comparison of International Cost of Capital Models
International

Strengths

Weaknesses

Can work well if country is integrated
and/or the subject company operates
in many countries.

Assumes away meaningful differences
across countries.

Cost of Capital Model
World (Global) CAPM Model

Generally requires the Investee
Country to have a history of bond
market and stock market returns.
Does not work well in emerging
markets: generally results in lower
betas for companies located
in emerging markets, counter
to expectations.

Single Country CAPM Model

Allows more local factors to be
introduced.

Does not work well in emerging
markets.
Generally requires the Investee
Country to have a history of bond
market and stock market returns.

Nested Global CAPM Model

Introduces a measure of a country’s
covariance with its region
(in addition to a measure of a
country’s covariance with the world).

Complexity.
Generally requires the Investee
Country to have a history of bond
market and stock market returns.
Requires proxies to measure
covariances.

Damodaran Model

Country Yield Spread Model

34

Introduces a measure of economic
integration at the company level.

Complexity.

Intuitive/easily implemented.

Requires that the Investee Country
government issues debt denominated
in the Investor Country government’s
currency. However, this can be
overcome by using a regression
of observed yield spreads against
country risk ratings.
May double count (or underestimate)
business cash flow risks, particularly
if the default risk of a given country
is not a good proxy for the risks
faced by the subject company
operating locally.

Generally requires the Investee
Country to have a history of bond
market and stock market returns.
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(continued from previous page)
International

Strengths

Weaknesses

Intuitive/easily implemented.

Does not work well in countries
that do not have well-diversified
stock markets.

Cost of Capital Model
Relative Volatility Model

Requires the Investee Country to have
a history of stock market returns.
Results are sensitive to the period
selected to compute standards
deviation of returns.
At times does not work well for
even the most developed countries
resulting in implied adjustments far
in excess of what would be expected.
Country Credit Rating Model

Intuitive/can be applied to a significant Complexity
number of countries.
Requires access to quality stock
market return data from a large
number of countries.
Stock market data and country
credit rating data is more frequently
available for countries that are
more developed, which may bias
the results.
Results are sensitive to the period
chosen over which the regression
is performed.
The country credit ratings used as
inputs the CCR Model are (at least
in part) based on qualitative factors
that are subject to judgment.

The Cost of Capital Navigator: International Cost of Capital Module estimates country risk premia or “CRPs” using
two of the models outlined in Exhibit 2 (the Country Yield Spread Model and the Country Credit Rating Model),
and Relative Volatility (RV) factors using the Relative Volatility Model.13,14 The Investor Country perspectives that
are calculable is dependent on data availability, and thus varies across models.
These three models are summarized in the following sections.

13

In late 2019, the Valuation Handbook – International Guide to Cost of Capital was transitioned to the online Duff & Phelps Cost of
Capital Navigator. The Cost of Capital Navigator: International Cost of Capital Module guides the analyst through the process of
estimating country-level cost of capital globally and provides subscribers with the same data previously published in the Valuation
Handbook – International Guide to Cost of Capital. To learn more and to subscribe, visit dpcostofcapital.com.

14

The Cost of Capital Navigator: International Cost of Capital Module also provides readers with historical equity risk premia (ERPs) for
16 countries (Australia, Austria, Belgium, Canada, France, Germany, Ireland, Mexico, Japan, Netherlands, New Zealand, South Africa,
Spain, Switzerland, United Kingdom, and the United States).
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Erb-Harvey-Viskanta Country Credit Rating Model (i.e., CCR Model)15
The CRPs based on the CCR Model assume that countries with lower creditworthiness, which is translated into
lower credit ratings, are associated with higher costs of equity capital, and vice versa.16
The CCR Model allows for the estimation of cost of equity capital for countries that have a country credit risk
rating – even if they do not have a long history of equity returns available (or even if they have no equity returns
history at all). The coverage possible using the CCR model is therefore significantly wider in scope than the
Relative Volatility Model.
The CCR Model is a powerful analytical tool that investors around the world can use to develop cost of capital and
evaluate investments on a global scale.
The CCR Model is also a very flexible model – analysts can use the CRP data based on this model to easily develop
comparisons of relative country risk by various criteria, including: (i) country, (ii) geographic region, (iii) level of
economic development (i.e., developed, developing, and frontier markets), and (iv) sovereign credit rating.
The CRPs derived from the CCR Model as presented in the Cost of Capital Navigator: International Cost of Capital
Module are from 56 Investor Country perspectives, into over 180 Investee Countries. In other words, the platform
provides CRPs for 56 different Investor Countries valuing investments in any of over 180 Investee Countries.17
Exhibit 3 lists the 56 Investor Country “perspectives” that the CCR Model includes, as presented in the Cost of
Capital Navigator: International Cost of Capital Module.
Exhibit 3: Investor Country Perspectives Presented in the Cost of Capital Navigator: International Cost of Capital
Module (total 56), calculated Using the Country Credit Rating (CCR) Model
Investor Perspective

Currency

Investor Perspective

Currency

Argentina

Argentine Peso (ARS)

Latvia

Euro (EUR)

Australia

Australian Dollar (AUD)

Lithuania

Euro (EUR)

Austria

Euro (EUR)

Luxembourg

Euro (EUR)

Bahrain

Bahraini Dinar (BHD)

Malaysia

Malaysian Ringgit (MYR)

Belgium

Euro (EUR)

Malta

Euro (EUR)

Brazil

Brazilian Real (BRL)

Morocco

Moroccan Dirham (MAD)

Canada

Canadian Dollar (CAD)

Netherlands

Euro (EUR)

(Continued on next page)

15

The “Erb-Harvey-Viskanta Country Credit Rating (CCR) Model”, is based upon the work of Claude Erb, Campbell Harvey, and Tadas
Viskanta, “Expected Returns and Volatility in 135 Countries”, Journal of Portfolio Management (Spring 1996): 46–58. See also Claude
Erb, Campbell R. Harvey, and Tadas Viskanta, “Country Credit Risk and Global Portfolio Selection: Country Credit Ratings Have
Substantial Predictive Power”, Journal of Portfolio Management, Winter 1995.

16

The CCRs based on the Erb-Harvey-Viskanta Country Credit Rating Model are calculated by regressing all available CCRs (as of the
month of calculation, going back in time 30 years, monthly) for all countries in a given period t against all the available (equivalent)
equity returns (for all countries that have returns) in the next period t + 1. For example, to estimate country-level cost of equity from
a U.S. investor’s perspective as of March 2019, all available countries’ CCRs from March 1989 through February 2019 are matched
with each of the available 72 countries’ respective monthly equity returns (in USD) from April 1989 through March 2019. This results
in 20,762 matched pairs of CCRs in period t and returns in period t + 1. A regression analysis is then performed, with the natural log
of the CCRs as the independent variable (the “predictor” variable), and the equity returns as the dependent variable (what is being
“predicted”). Duff & Phelps performs this analysis for each of the 56 investor perspective countries, in turn, quarterly.

17
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Depending on data availability.
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Investor Perspective

Currency

Investor Perspective

Currency

Chile

Chilean Peso (CLP)

New Zealand

New Zealand Dollar (NZD)

China

Yuan Renminbi (CNY)

Norway

Norwegian Krone (NOK)

Colombia

Colombian Peso (COP)

Philippines

Philippine Peso (PHP)

Cyprus

Euro (EUR)

Poland

Zloty (PLN)

Czech Republic

Czech Koruna (CZK)

Portugal

Euro (EUR)

Denmark

Danish Krone (DKK)

Qatar

Qatari Rial (QAR)

Estonia

Euro (EUR)

Russia

Russian Ruble (RUB)

Finland

Euro (EUR)

Saudi Arabia

Saudi Riyal (SAR)

France

Euro (EUR)

Singapore

Singapore Dollar (SGD)

Germany

Euro (EUR)

Slovakia

Euro (EUR)

Greece

Euro (EUR)

Slovenia

Euro (EUR)

Hong Kong

Hong Kong Dollar (HKD)

South Africa

Rand (ZAR)

Hungary

Forint (HUF)

Spain

Euro (EUR)

Iceland

Iceland Krona (ISK)

Sweden

Swedish Krona (SEK)

India

Indian Rupee (INR)

Switzerland

Swiss Franc (CHF)

Indonesia

Rupiah (IDR)

Taiwan

New Taiwan Dollar (TWD)

Ireland

Euro (EUR)

Thailand

Thai Baht (THB)

Italy

Euro (EUR)

United Arab Emirates

UAE Dirham (AED)

Japan

Yen (JPY)

United Kingdom

Pound Sterling (GBP)

Korea (South)

Won (KRW)

United States

U.S Dollar (USD)

Kuwait

Kuwaiti Dinar (KWD)

Uruguay

Peso Uruguayo (UYU)

The application of CRPs based on the Country Credit Rating Model, within the framework of the capital asset
pricing model (CAPM), is expressed in Equation 4.18

18

In the discussions herein the most commonly-used model (CAPM) is used to calculate a base cost of equity capital (to which a CRP is
then added), but a CRP can be added to the base conclusion of other cost of equity capital estimation models as well.
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Equation 4: The Application of CRPs based on the Country Credit Rating Model, Within the Framework of the
CAPM

Ke, Investee Country

=

Rf, Investor Country + βInvestor Country × ERP Investor Country + CRPCountry Credit Rating Model

eq: 4

Where:

Ke, Investee Country =
Rf, Investor Country =
β Investor Country =
ERPInvestor Country =

CRPCountry Credit Rating Model =

Cost of equity capital in the Investee Country, denominated in the
Investor Country’s currency
Risk-free rate on government bonds, denominated in the Investor
Country’s currency
Beta measured using returns denominated in the Investor Country’s
currency
Equity risk premium of Investor Country, denominated in the Investor
Country’s currency
Country risk premia based on the Country Credit Rating Model are
determined as the base country-level cost of equity capital estimate
for an Investor-Country-based investor investing in the Investor Country,
subtracted from the base country-level cost of equity captial estimate
for an Investor-Country-based investor investing in the Investee Country

Country Yield Spread Model19
The CRPs based on the Country Yield Spread Model attempt to isolate the incremental risk premium associated
with investing in another market as a function of the spread between the Investee Country’s sovereign yields and
the Investor Country’s sovereign yields (both denominated in the Investor Country’s currency).
The Country Yield Spread Model as presented in the Cost of Capital Navigator: International Cost of Capital
Module starts by calculating observed yield spreads, but uses alternative methods when countries do not issue
publicly-traded government debt denominated in either USD or EUR.
The CRPs derived from the Country Yield Spread Model are from two Investor Country perspectives (the U.S. and
Germany), into over 180 Investee Countries.20 That is, we provide CRPs for U.S. and German investors (i.e., Investor
Countries) valuing investments in any of over 180 Investee Countries.21
The Country Yield Spread Model is limited to two Investor Country perspectives because it is based on the spread
between an Investee Country’s sovereign yields and an Investor Country’s sovereign yields, both issued in bonds
in the Investor Country’s currency. While there is sufficient observable data to calculate these spreads in United
States currency (USD) and in German currency (EUR), there is not enough sufficient observable data to calculate
these spreads in other currencies.

19

This model was originally developed in U.S. Dollars (USD) in 1993 by researchers at investment bank Goldman Sachs. See Jorge O.
Mariscal, and Rafaelina M. Lee, “The Valuation of Mexican Stocks: An Extension of the Capital Asset Pricing Model”, 1993, Goldman
Sachs, New York.

20 It is not unusual for German securities to be used as proxies when estimating cost of capital across the Eurozone. Germany is the
largest economy in Europe (and in the Eurozone), and the yields on German government debt instruments are considered by market
participants as the “gold standard” for the risk-free security denominated in Euros.
21

38

Depending on data availability.
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The application of CRPs based on the Country Yield Spread Model, within the framework of the capital asset
pricing model (CAPM) is expressed in Equation 5.22
Equation 5: The Application of CRPs Based on the Country Yield Spread Model, Within the Framework of the CAPM

Ke, Investee Country =
Rf, Investor Country + βInvestor Country × ERP Investor Country + CRP Country Yield Spread Model
Where:

eq: 5

Ke, Investee Country =

Cost of equity capital in the Investee Country, denominated in the Investor
Country’s currency

Rf, Investor Country =

Risk-free rate on government bonds, denominated in the Investor Country’s
currency

β Investor Country =
ERPInvestor Country =

Beta measured using returns denominated in the Investor Country’s currency
Equity risk premium of Investor Country, denominated in the Investor
Country’s currency

CRP Country Yield =
Spread Model

Country risk premia based on the Country Yield Spread Model are determined
as the difference between the yield-to-maturity on an Investee Country
government bond issued in the Investor Country’s currency, and the yield to
maturity on an Investor Country’s grovernment bond with a similar maturity

Relative Volatility Model23
The RV factors based on the Relative Volatility Model quantify the incremental risk premium associated with
investing in the foreign country as a function of the relative volatility of the Investee Country’s equity market
and the Investor Country’s equity market.
In the Relative Volatility Model, the traditional beta is replaced by a modified beta. The modified beta is a result of
multiplying the selected subject company beta by the ratio of the volatility of the Investee Country’s equity market
to the volatility of the Investor Country’s benchmark market index. An alternative version, which we present in the
Cost of Capital Navigator: International Cost of Capital Module (and which produces the same net result), is to
adjust the Investor Country’s equity risk premium by this relative volatility (RV) factor.
The RV factors derived from the Relative Volatility Model and presented in the Cost of Capital Navigator:
International Cost of Capital Module are from two Investor Country perspectives (the U.S. and Germany),
into over 70 investee countries.24 Duff & Phelps is currently developing additional Investor Country perspectives
for this model.

22 In the discussions herein the most commonly-used model (CAPM) is used to calculate a base cost of equity capital (to which a CRP is
then added), but a CRP can be added to the base conclusion of other cost of equity capital estimation models as well.
23 Versions of this model have been published by MIT professor Donald Lessard (see Donald Lessard, “Incorporating Country Risk in
the Valuation of Offshore Projects”, Journal of Applied Corporate Finance (Fall 1996): 9(3), 52–63) as well as by analysts at Goldman
Sachs and Bank of America, Stephen Godfrey and Ramon Espinosa, “A Practical Approach to Calculating Costs of Equity for
Investments in Emerging Markets”, Journal of Applied Corporate Finance (Fall 1996): 80–89.
24 It is not unusual for German securities to be used as proxies when estimating cost of capital in the Eurozone. Germany is the largest
economy in Europe (and in the Eurozone), and the yields on German government debt instruments are considered by market
participants as the “gold standard” for the risk-free security denominated in Euros.
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Beta measured using returns denominated in the Investor Country’s currency
Equity risk premium of Investor Country, denominated in the Investor
Country’s currency
Country risk premia based on the Country Yield Spread Model are determined

The use of RV factors based on the Relative Volatility Model within the framework of the CAPM model is slightly
as the difference between the yield-to-maturity on an Investee Country

different from the use of CRPs, as outlined previously. While CRPs are added to the base cost of equity capital,
government bond issued in the Investor Country’s currency, and the yield to

RVs are multiplied by the equity risk premium (see Equation 6).25

maturity on an Investor Country’s grovernment bond with a similar maturity

Equation 6: The Application of RV Factors Based on the Relative Volatility Model, Within the Framework of the
CAPM

Ke, Investee Country

=

Rf, Investor Country + βInvestor Country × ERP Investor Country × RV FactorRelative Volatility Model
Where:

Ke, Investee Country =

Cost of equity capital in the Investee Country, denominated in the
Investor Country’s currency

Rf, Investor Country =

Risk-free rate on government bonds, denominated in the Investor
Country’s currency

β Investor Country

=

Beta measured using returns denominated in the Investor Country’s
currency

ERPInvestor Country =

Equity risk premium of Investor Country, denominated in the Investor
Country currency

RV FactorRelative Volatility Model =

Relative Volatility Factors based on the Relative Volatility Model are
determined as the ratio of the annualized monthly standard deviation
of the Investee Country's equity returns (denominated in Investor
Country’s currency) relative to the annualized monthly standard
deviation of the Investor Country’s equity returns (denominated in
the Investor Country’s currency)

Case Study
This section provides a case study of a Canadian investor developing a cost of equity capital to be used in
the WACC for an investment located in Mexico, using the information found in the Cost of Capital Navigator:
International Cost of Capital Module.26

25 In the discussions herein the most commonly-used model (CAPM) is used to calculate a base cost of equity capital (to which an
RV adjustment is made), but an RV adjustment could potentially be made to the base conclusion of other cost of equity capital
estimation models as well.
26 The Cost of Capital Navigator: International Cost of Capital Module provides country-level equity risk premia (ERPs) for countries,
country risk premia (CRPs) developed using the Country Yield Spread Model and the Erb-Harvey-Viskanta Country Credit Rating
Model, and relative volatility (RV) factors developed using the Relative Volatility Model. This module can be used to estimate countrylevel cost of equity capital globally, for up to 188 countries, from the perspective of investors based in any one of up to 56 countries
(depending on data availability). To learn more or to subscribe to the Cost of Capital Navigator: International Cost of Capital Module,
visit: dpcostofcapital.com.
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Case Study Assumptions
In our case study:
• A Canadian investor plans to make an investment in Cyber Mexico, a company providing information
technology software and services in Mexico.
• Most of Cyber Mexico’s cash flows are generated in Mexico.
• The cash flow projections we have been given are in Mexican Pesos (MXN).
• A country risk premium (CRP) is considered appropriate.
The assumptions used in our case study are summarized in Exhibit 4.
Exhibit 4: Assumptions Used in Case Study27

Valuation Date

Canadian
Long-Term Risk Free Rate

Mexican Tax Rate

March 31, 2018

3.50%

24%

Investor Country

Canadian Industry Beta

Cash Flow Projections

Canada

1.3

Mexico (MXN)

Investee Country

Canadian Historical ERP

Industry Sub-industry

Mexico

5.60%

Information Technology Software
and Services

In the following sections we will calculate cost of equity capital for Cyber Mexico.
The assumptions of our case study state that “most of Cyber Mexico’s cash flows are generated in Mexico”, and
that “the cash flows we have been given are in Pesos (MXN)”. The Canadian investor has determined there are no
sufficiently reliable inputs (e.g., risk-free rate, equity risk premium, beta) for the Investee Country (Mexico), and
has decided to develop a cost of equity capital estimate using inputs from a country for which reliable inputs are
available, and then translate that estimate into MXN using the International Fisher Effect.
This path is illustrated in Exhibit 5. Exhibit 5 is identical to Exhibit 1, except that the path that the Canadian investor
has decided to use to develop the discount rate estimates has been colored in Turquoise.28

27 Source of risk-free rate input: 2018 Valuation Handbook – International Guide to Cost of Capital, Appendix 3C, “Additional Sources of
Equity Risk Premium Data – Canada”, page 3C-10, as found in the “Resources” section of the Cost of Capital Navigator: International
Cost of Capital Module at dpcostofcapital.com. Duff & Phelps calculates estimates of “normalized” long-term risk-free rates for
the U.S., Canada, the U.K., and Germany (quarterly). Source of long-term equity risk premium input: Cost of Capital Navigator:
International Cost of Capital Module. The 5.6% used here is the historical average as measured over the 1919–2017 time horizon.
Additional Canadian long-term equity risk premia estimates are provided in the Cost of Capital Navigator: International Cost of
Capital Module, including: (i) an estimate (and underlying support analysis) based upon the research of Dr. Laurence Booth, Professor
of Finance and the CIT Chair in Structured Finance at the Rotman School of Management, University of Toronto, (ii) estimates from
Elroy Dimson, Paul Marsh, and Mike Staunton, authors of the Credit Suisse Global Investment Returns Yearbook 2019 (London: Credit
Suisse/ London Business School, 2019), and (iii) Pablo Fernandez, professor in the Department of Financial Management at IESE, the
graduate business school of the University of Navarra, Spain. All rights reserved. Used with permission.
28 The Canadian investor could have selected an alternative path. For example, this investor could have used future expected exchange
rates to convert the MXN cash flows to CAD. He or she would then need a discount rate also denominated in CAD to discount
these CAD-denominated cash flows. A solution would then be: (i) develop a discount rate using Canadian inputs, (ii) add a CADdenominated CRP, (iii) discount the CAD-denominated cash flows. This would result in a value conclusion denominated in CAD for
Cyber Mexico that incorporates the relative country risks of Mexico and Canada. If the Canadian investor then wanted to see the
value conclusion of Cyber Mexico in MXN, he could use the spot exchange rate to translate the value conclusion from CAD into MXN.
In Exhibit 5, this alternative path is equivalent to answering “Yes” to the question “Are cash flows in a mature currency?” and then
“Computing WACC in mature currency using available models to quantify CRP”.

03 — International Cost of Capital: Understanding and Quantifying Country Risk

41

Exhibit 5: A Framework for Valuing Businesses in Other Countries

Is Subject
Company
exposed to
country risk?

No

No CRP
needed

Yes (Alt. 1)

Yes (Alt. 2)
Alternative 2: Reflect
country risk in WACC

Are cash flows
in a mature
currency?*

Yes

No

Compute WACC in mature
currency using available
models to quantify CRP

Alternative 1: Use
scenario analysis

Compute WACC in mature
currency using available
models to quantify CRP

Reflect different
outcomes in cash flows

If Investee Country currency needed:
*A “mature currency” is the currency of a country
for which reliable cost of capital inputs are available.

Translate WACC into Investee
Country currency using the
Internation Fisher Effect

No CRP in WACC

In the Cost of Capital Navigator: International Cost of Capital Module, the Country Credit Rating Model is used to
calculate country risk premia for over 180 Investee Countries from 56 different investor perspectives, including
Canada. Canada has reliable risk-free rate, beta, and equity risk premium inputs available, so we will first develop
a cost of equity capital estimate for Cyber Mexico using (i) Canadian inputs, and (ii) the Country Credit Rating
Model.29

Estimating Cost of Equity Capital Using the Country Credit Rating Model Method
A summary of the steps needed is as follows:
• Develop cost of capital estimates using Investor Country (Canadian) inputs, which does have reliable
inputs available.
• Incorporate a measure of country risk (in this case, a CRP), in the cost of equity, and then
• Translate the estimate into the Investee Country’s currency (the Mexican Peso, or MXN) using the
International Fisher Effect.30
• Discount the MXN-denominated projected cash flows.
This results in a value conclusion denominated in MXN for Cyber Mexico that incorporates the country risks
of Mexico from a Canadian investor’s perspective. If the Canadian investor then wanted to see the value
conclusion of Cyber Mexico in CAD, the spot exchange rate could be used to translate the value conclusion from
MXN into CAD.

29 Later in this article the Country Yield Spread Model and the Relative Volatility Model are used to develop cost of equity capital
estimates for Cyber Mexico.
30 If the cash flows to be discounted are denominated in MXN, the discount rate must also be expressed in terms of MXN.
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From Equation 4, the application of CRPs based on the country credit rating model within the framework of the
CAPM is:

K e, Investee Country =
R f, Investor Country + βInvestor Country × ERP Investor Country + CRP Country Credit Rating Model
Using the assumptions in Exhibit 4, we are using a Canadian long-term risk-free rate of 3.5% (normalized) and a
Canadian ERP of 5.6%, and have determined that the appropriate beta to use for a company in the Information
Technology Software & Services industry is 1.3. Substituting these values into Equation 4 gives us (with Canada
being the “Investor Country”):

K e, Mexico (in CAD) = 3.5% + 1.3 X 5.6% + CRP Country Credit Rating Model
= 10.8% + CRP Country Credit Rating Model
The cost of equity capital estimate for a hypothetical company located in Canada and in the same industry as
Cyber Mexico is estimated at 10.8% (i.e., excluding the CRP adjustment for Mexico).31
The next step entails incorporating a country risk premium, since the actual subject company (Cyber Mexico)
is located in Mexico. As of the valuation date (March 31, 2018), the country risk premium for Mexico (from the
perspective of a Canadian investor in the context of the Country Credit Rating Model) is 4.1%.32
Substituting the 4.1% CRP value into the CAPM equation gives us:

K e, Mexico (in CAD) = 10.8% + CRP Country Credit Rating Model
K e, Mexico (in CAD) = 10.8% + 4.1%
K e, Mexico (in CAD) = 14.9%
The cost of equity capital estimate for Cyber Mexico is estimated at 14.9%, expressed in CAD. This estimate
represents the risk of a hypothetical subject company located in Canada and in the same industry as Cyber Mexico
(10.8%), with an additional country risk premium of 4.1% added to adjust for the country risk of the actual subject
company, which is located in Mexico.33
The cost of equity capital estimate (14.9%) was developed using Canadian inputs (and is therefore in terms of
CAD) because reliable Mexican inputs (risk-free rate, equity risk premium, beta) were not available. However,
according to the assumptions of our case study, “most of Cyber Mexico’s cash flows are generated in Mexico”,
and “the cash flows we have been given are in Mexican Pesos (MXN)”.

31

For simplicity, the basic (i.e., “textbook”) CAPM is used here. Analysts may have additional risks that they deem necessary (e.g., size
premium, company specific risk, etc.).

32 Source: Cost of Capital Navigator: International Cost of Capital Module. To learn more or to subscribe, visit dpcostofcapital.com.
33 An implied assumption in this analysis is that what it “means” to be an “information technology software and services” company in
Canada means the same thing as being an information technology software and services company in Mexico. Some questions that
the analyst may wish to consider: (i) Are the risks of being a company operating in “Industry XYZ” in the Investee Country the same
as the risks of being a company operating in Industry XYZ in the Investor Country? (ii) Does a company operating in Industry XYZ in
the Investee Country have the same beta (β) as a company operating in Industry XYZ in the Investor Country? (iii) Does a company
operating in Industry XYZ in the Investee Country operate in a different industry environment from a company operating in Industry
XYZ in the Investor Country? (iv) Did the analyst apply any additional adjustments when the discount rate was developed for the
company operating in Industry XYZ as if it were located in the Investor Country? For example, was a size premium applied? “Large
company” and “small company” can mean very different things from country to country. For instance, a smaller-sized company in the
U.S. or Germany may be a “large” company in Estonia or Norway.
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As previously discussed, a “common error” when dealing with cross-border valuations is mixing currencies. In
a DCF model, the numerator (expected cash flows) must be in the same currency as the denominator (which
includes the discount rate). So, either both the numerator and the denominator must be in CAD, or both must be
in MXN. The Canadian investor in our case study has decided to discount the MXN-denominated cash flows, so the
14.9% cost of equity estimate (currently in CAD) must be translated into MXN using the International Fisher Effect.
Using Equation 2, the application of the International Fisher Effect to translate the rates of return on equity would
result in the following relationship:

Cost of Equity Capital MXN =
(1 + Cost of the Equity Capital CAD )

(1 + InflationMXN )

×

(1 + InflationCAD )

— 1

If we assume that the expected long-term inflation rate for Mexico and Canada as of the valuation date (March 31,
2018) are 3.2% and 2.0%, respectively, then:34

Cost of Equity CapitalMXN = (1 + 14.9%)

×

(1 + 3.2%)
(1 + 2.0%)

— 1

Cost of Equity CapitalMXN = 16.3%
The cost of equity capital estimate for Cyber Mexico is estimated at 16.3%, expressed in MXN. This estimate
represents the risk of a subject company located in Mexico, in MXN, from the perspective of a Canadian investor.
Using Additional Models
As previously discussed, there is no single international cost of capital estimation model that is perfect. As such,
it is suggested that the analyst use the valuation data presented in the Cost of Capital Navigator: International
Cost of Capital Module to develop a range of indicated cost of equity capital estimates.35
In the following sections we estimate the cost of equity capital for Cyber Mexico using: (i) the Country Yield
Spread Model, and (ii) the Relative Volatility Model.
While the Country Credit Rating Model (used in the previous example) has 56 different Investor Country
perspectives (including Canada), the Country Yield Spread Model and the Relative Volatility Model have two
Investor Country perspectives: the U.S. and Germany. We can still use these two models to develop cost of capital
estimates for Cyber Mexico by using a “proxy” Investor Country perspective to develop cost of capital estimates,
and then translating the results into the desired currency using the International Fisher Effect.
Estimating Cost of Equity Capital Using the Country Yield Spread Model
A summary of the steps needed is as follows:
• Develop cost of capital estimates using a Proxy Investor Country inputs (in this case, the U.S.),
which does have reliable inputs available.

34 Source of expected inflation estimates used in this example: IHS Markit’s long-term average CPI inflation forecasts for Canada and
Mexico dated March 15, 2018. For the purposes of the examples herein, expected inflation forecasts were calculated as the simple
average of IHS 2018 -2027 (10 years) annual forecasts for Canada and Mexico, in turn. In practice, the analyst may use longer time
horizons (or different data sources and/or methodologies) to estimate expected inflation. To learn more about IHS Markit, visit
https://ihsmarkit.com/company/index.html.
35 In late 2019, the Valuation Handbook – International Guide to Cost of Capital was transitioned to the online Duff & Phelps Cost of
Capital Navigator. The Cost of Capital Navigator: International Cost of Capital Module guides the analyst through the process of
estimating country-level cost of capital globally and provides subscribers with the same data previously published in the Valuation
Handbook – International Guide to Cost of Capital. To learn more and to subscribe, visit dpcostofcapital.com.
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• Incorporate a measure of country risk (in this case, a CRP denominated in USD).
• Translate the estimate into the Investee Country’s currency (in this case, the Mexican Peso, or MXN)
using the International Fisher Effect.36
• Discount the projected MXN-denominated cash flows.
This results in a value conclusion denominated in MXN for Cyber Mexico. If the Canadian investor then wanted
to see the value conclusion of Cyber Mexico in CAD, the spot exchange rate could be used to translate the value
conclusion from MXN into CAD.
Using the U.S. as a “Proxy Investor Country” in the Country Yield Spread Model (see Equation 5), the application of
CRPs based on the Country Yield Spread Model within the framework of the CAPM is:

K e, Investee Country

=

R f, Proxy Investor Country + βProxy Investor Country × ERP Proxy Investor Country
+ CRPCountry Yield Spread Model
Substituting the U.S. long-term risk-free rate (3.5%, normalized), the Duff & Phelps Recommended U.S. ERP as of
March 31, 2018 (5.0%) and using the same beta (1.3) as of the March 31, 2018 valuation date into the Country Yield
Spread Model equation gives us:37

K e, Mexico (in USD) = 3.5% + 1.3 X 5.0% + CRP Country Yield Spread Model
= 10.0% + CRP Country Yield Spread Model
The cost of equity capital estimate for a hypothetical company located in the U.S. (the Proxy Investor Country in
this example) and in the same industry as Cyber Mexico is estimated at 10.0% in USD.38
The next step entails incorporating a country risk premium, since the actual subject company (Cyber Mexico)
is located in Mexico. As of the valuation date (March 31, 2018), the country risk premium for Mexico (from the
perspective of a United States investor in the context of the Country Yield Spread Model) is 1.9%.39
Substituting the 1.9% CRP value into the CAPM equation gives us (with the U.S. being the “Proxy Investor Country”):

K e, Mexico (in USD) = 10.0% + CRP Country Yield Spread Model
K e, Mexico (in USD) = 10.0% + 1.9%
K e, Mexico (in USD) = 11.9%
The cost of equity capital estimate for Cyber Mexico is estimated at 11.9%, expressed in USD. This estimate
represents the risk of a hypothetical subject company located in the U.S. and in the same industry as Cyber Mexico
(10.0%), with an additional 1.9% added to adjust for the country risk of the actual subject company, which is located
in Mexico.

36 If the cash flows to be discounted are denominated in MXN, the discount rate must also be in terms of MXN.
37 Duff & Phelps employs a multi-faceted analysis to estimate the conditional U.S. ERP that takes into account a broad range of
economic information and multiple ERP estimation methodologies to arrive at its recommendation. For details on the Duff & Phelps
recommended U.S. ERP over time, visit: https://www.duffandphelps.com/insights/publications/cost-of-capital.
38 For simplicity the basic (i.e., “textbook”) CAPM is used here. Analysts may have additional risks that they deem necessary to add in
specific analyses (e.g., size premium, company specific risk, etc.).
39 Source: Cost of Capital Navigator: International Cost of Capital Module. To learn more or to subscribe, visit dpcostofcapital.com.
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The cost of equity capital estimate (11.9%) was developed using U.S. inputs (and is therefore in terms of USD)
because reliable Mexican inputs (risk-free rate, equity risk premium) were not available. However, according to the
assumptions of our case study, “most of Cyber Mexico’s cash flows are generated in Mexico”, and “the cash flows
we have been given are in Mexican Pesos (MXN)”.
As previously discussed, in a DCF model, the numerator (expected cash flows) must be denominated in the
same currency as the denominator (which includes the discount rate). So, either both the numerator and the
denominator must be in USD, or both must be in MXN. The investor in our case study has decided to discount the
MXN-denominated cash flows, so the 11.9% cost of equity estimate (currently in USD) must be translated into MXN
using the International Fisher Effect.
Using Equation 2, the application of the International Fisher Effect to translate the rates of return on equity would
result in the following relationship:

Cost of Equity Capital MXN =
(1 + Cost of the Equity Capital USD )

(1 + InflationMXN )

×

(1 + InflationUSD )

— 1

If we assume thatIf the
long-term
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rate for Mexico
andrate
the United
States
as the
of the
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40
40
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then:
2018) are 3.2% and 2.3%, respectively, then:

Cost of Equity CapitalMXN = (1 + 11.9%)

×

Cost of Equity CapitalMXN = 12.9%

(1 + 3.2%)
(1 + 2.3%)

— 1

The cost of equity capital estimate for Cyber Mexico is estimated at 12.9%, expressed in MXN. This estimate
represents the risk of a subject company located in Mexico, in MXN, from the perspective of a U.S. investor.41
Estimating Cost of Equity Capital Using the Relative Volatility Model
A summary of the steps needed is as follows:
• Develop cost of capital estimates using a Proxy Investor Country inputs (in this case, the U.S.), which does
have reliable inputs available.
• Incorporate a measure of country risk (in this case, a Relative Volatility (RV) factor denominated in USD).
• Translate the estimate into the Investee Country’s currency (in this case, the Mexican Peso, or MXN) using
the International Fisher Effect.42
• Discount the MXN-denominated cash flows.
This results in a value conclusion denominated in MXN for Cyber Mexico. If the Canadian investor then wanted
to see the value conclusion of Cyber Mexico in CAD, the spot exchange rate can be used to translate the value
conclusion from MXN into CAD.

40 Source of expected inflation estimates used in this example: IHS Markit’s long-term average CPI inflation forecasts for the U.S.
and Mexico dated March 15, 2018. For the purposes of the examples herein, expected inflation forecasts were calculated as the simple
average of IHS 2018 -2027 (10 years) annual forecasts for the U.S. and Mexico, in turn. In practice, the analyst may use longer time
horizons (or different data sources and/or methodologies) to estimate expected inflation. To learn more about IHS Markit,
visit https://ihsmarkit.com/company/index.html.
41

The Canadian investor may need to adjust for differences in expectations between those of a Canadian investor compared to a U.S.
investor, such as differences in expected ERP, etc.

42 If the cash flows to be discounted are denominated in MXN, the discount rate must also be in terms of MXN.
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Using the U.S. as a “Proxy Investor Country” in the Relative Volatility Model (see Equation 6), the application of an
RV factor based on the Relative Volatility Model within the framework of the CAPM is:

K e, Investee Country =
R f, Proxy Investor Country + βProxy Investor Country × ERP Proxy Investor Country
× RV FactorRelative Volatility Model
Substituting the U.S. long-term risk-free rate (3.5%, normalized), the Duff & Phelps Recommended U.S. ERP as of
March 31, 2018 (5.0%) and using the same beta (1.3) as of March 31, 2018 valuation date into the Relative Volatility
Model equation gives us:43

K e, Mexico (in USD) = 3.5% + 1.3 X 5.0% × RV Factor Relative Volatility Model
= 3.5% + 6.5% × RV Factor Relative Volatility Model
The next step entails incorporating a country risk premium, since the actual subject company (Cyber Mexico)
is located in Mexico. As of the valuation date (March 31, 2018), the relative volatility factor for Mexico
(from the perspective of a United States investor) is 1.5.44
Substituting the 1.5 RV Factor value into the CAPM equation gives us (with the U.S. being the “Proxy Investor
Country”):

K e, Mexico (in USD) = 3.5% + 6.5% × 1.5
K e, Mexico (in USD) = 3.5% + 9.75%
K e, Mexico (in USD) = 13.3%
The cost of equity capital estimate for Cyber Mexico is estimated at 13.3%, expressed in USD. This estimate
represents the risk of a hypothetical subject company located in the U.S. and in the same industry as Cyber Mexico,
with the excess return term multiplied by a ratio of 1.5 to adjust for the country risk of the actual subject company,
which is located in Mexico.
The cost of equity capital estimate (13.3%) was developed using U.S. inputs (and is therefore in terms of USD)
because reliable Mexican inputs (risk-free rate, equity risk premium) were not available. However, according to the
assumptions of our case study, “most of Cyber Mexico’s cash flows are generated in Mexico”, and “the cash flows
we have been given are in Mexican Pesos (MXN)”.
As previously discussed, in a DCF model, the numerator (expected cash flows) must be denominated in the
same currency as the denominator (which includes the discount rate). So, either both the numerator and the
denominator must be denominated in USD, or both must be in MXN. The investor in our case study has decided
to discount the MXN-denominated cash flows, so the 13.3% cost of equity estimate (currently in USD) must be
translated into MXN using the International Fisher Effect.

43 Duff & Phelps employs a multi-faceted analysis to estimate the conditional U.S. ERP that takes into account a broad range of
economic information and multiple ERP estimation methodologies to arrive at its recommendation. For details on the Duff & Phelps
recommended U.S. ERP over time, visit: https://www.duffandphelps.com/insights/publications/cost-of-capital.
44 Source: Cost of Capital Navigator: International Cost of Capital Module. To learn more or to subscribe, visit dpcostofcapital.com.
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Using Equation 2, the application of the International Fisher Effect to translate the rates of return on equity would
result in the following relationship:

Cost of Equity Capital MXN =
(1 + Cost of the Equity Capital USD )

×

(1 + InflationMXN )
(1 + InflationUSD )

— 1

If we assume that the expected long-term inflation rate for Mexico and the United States as of the valuation date
(March 31, 2018) are 3.2% and 2.3%, respectively, then:45

Cost of Equity Capital MXN = (1 + 13.3%) ×
Cost of Equity Capital MXN = 14.3%

(1 + 3.2%)
(1 + 2.3%)

— 1

The cost of equity capital estimate for Cyber Mexico is estimated at 14.3%, expressed in MXN. This estimate
represents the risk of a subject company located in Mexico, in MXN, from the perspective of a U.S. investor.46
Using this value as input in a DCF to discount the cash flows (which are denominated in MXN) results in a value
conclusion denominated in MXN for Cyber Mexico. If the Canadian investor wants to see the value conclusion of
Cyber Mexico in CAD, the spot exchange rate can be used to translate the value conclusion from MXN into CAD.
Summary of Cost of Equity Capital Estimates
In the preceding sections, we presented a case study of a Canadian investor developing a cost of capital estimate
for an investment located in Mexico using the information found in the Cost of Capital Navigator: International
Cost of Capital Module. More specifically, the case study focused on deriving cost of equity capital estimates for
our subject company, Cyber Mexico, using the three models available in the Cost of Capital Navigator (the Country
Credit Rating Model, the Country Yield Spread Model, and the Relative Volatility Model). A summary of these
estimates is shown in Exhibit 6. Note that in this particular case study, we did not focus on estimating the cost of
debt capital or the WACC for the subject company.
Exhibit 6: Summary of Cost of Equity Capital Estimates for Cyber Mexico (in MXN)
Model

Cost of Equity Capital Estimate (%) (in MXN)

Country Credit Rating Model

16.3%

Country Yield Spread Model

12.9%

Relative Volatility Model

14.3%

45 Source of expected inflation estimates used in this example: IHS Markit’s long-term average CPI inflation forecasts for the U.S. and
Mexico dated March 15, 2018. For the purposes of the examples herein, expected inflation forecasts were calculated as the simple
average of IHS 2018 -2027 (10 years) annual forecasts for the U.S. and Mexico, in turn. In practice, the analyst may use longer time
horizons (or different data sources and/or methodologies) to estimate expected inflation. To learn more about IHS Markit, visit
https://ihsmarkit.com/company/index.html.
46 The Canadian investor may need to adjust for differences in expectations between those of a Canadian investor compared to a U.S.
investor, such as differences in expected ERP, etc.
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Cyber Mexico’s cost of equity capital falls in a range of 12.9% (the low estimate) to 16.3% (the high estimate),
with an average and median estimate of 14.5% and 14.3%, respectively. The specific facts and circumstances of
the subject business, asset, or project being evaluated, coupled with the judgment of the analyst, will determine
whether the actual cost of equity capital falls in the upper, middle, or lower part of the indicated range.
Using these conclusions (which are in terms of MXN) in a DCF to discount the cash flows (which are also
denominated in MXN) results in a value conclusion denominated in MXN for Cyber Mexico. If the Canadian investor
wants to see the value conclusion of Cyber Mexico in CAD, he could use the spot exchange rate to translate the
value conclusion from MXN into CAD.

Key Things to Remember About International Risk and Cost of Capital
• Due to the trend toward globalization, there may be less theoretical justification for country risk premia
than may have been warranted even a few decades ago. However, these risks still exist in the real world,
and it would likely be unwise to make investment decisions without considering these incremental risks.
• The risks associated with international investing can largely be characterized as financial, economic, or
political. These risks can include: (i) regulation that restricts foreign investment, (ii) taxation differences,
(iii) legal factors, (iv) information deficiencies, (v) trading costs, (vi) political instability, and (vii) physical
barriers, among others.
• There is no consensus among academics and practitioners as to the best model to use in estimating
the cost of equity capital in a global environment. None are perfect. Understanding the strengths and
weaknesses of the available models is important. Employing multiple methods may be prudent.
• In choosing a model, the goal is to balance several objectives: (i) acceptance and use, (ii) data availability,
and (iii) simplicity.
• Cash flows generated in foreign currency and country risk may have a significant impact in a valuation.
• Currency used to project cash flows MUST always be consistent with the currency of the discount rate.
Not doing so is a common error.
• The Cost of Capital Navigator: International Cost of Capital Module provides country-level equity risk
premia (ERPs) for 16 countries, country risk premia (CRPs) developed using the Country Yield Spread
Model and the Erb-Harvey-Viskanta Country Credit Rating Model, and relative volatility (RV) factors
developed using the Relative Volatility Model. The Cost of Capital Navigator is an online tool that can
be used to estimate country-level cost of equity capital globally, for up to 188 countries, from the
perspective of investors based in any one of up to 56 countries (depending on data availability).47
To learn more or to subscribe to the Cost of Capital Navigator: International Cost of Capital Module,
please visit dpcostofcapital.com.

47 In late 2019, the Valuation Handbook – International Guide to Cost of Capital was transitioned to the online Duff & Phelps Cost of
Capital Navigator. The Cost of Capital Navigator: International Cost of Capital Module guides the analyst through the process of
estimating country-level cost of capital globally and provides subscribers with the same data previously published in the Valuation
Handbook – International Guide to Cost of Capital. To learn more and to subscribe, visit dpcostofcapital.com.
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INTERNATIONAL TRADE:
FROM NAFTA TO THE USMCA
Flavio Volpe
Local and global trends have always shaped the way Canadians do business with others. Overall, the business risk
involved with international trade fluctuates. Globalization, trade agreements, and the internet, have made borders
relative, however, every trend has an opposing side. Recently, the United States of America, along with Europe,
was hit with a wave of nationalist and protectionist doctrine that has altered their cultures. Globalism, which has
been the pretext for the past thirty years of trade, is now a pejorative term. From a Canadian perspective, there
has been a lot of noise lately, with NAFTA renegotiations capturing media and industry attention. This article will
briefly trace the history of international trade, Canada’s role, the Canadian auto industry, and this most recent
NAFTA negotiation. This is a look behind the veil. My name is Flavio Volpe, I proudly represent Canada’s Auto
Parts Manufacturers’ Association. During negotiations with the Trump Administration I helped represent Canadian
auto interests.

Auto Industry Overview
Auto makers have 66 factories in North America. There are 10 factories in Canada, with the bulk of factories in
the United States and the rest in Mexico. Ontario is the biggest subnational jurisdiction in North America; over 8
million cars are made in the Great Lakes region - which includes Ontario. Each product, and each piece, is made
via assembly line, with shipment patterns following a similar structure. The logistics involve transporting these
goods along concentric supply loops. The location of a plant is dependent on existing supply patterns and routes.
The auto industry is particularly challenging because cars and their parts are extremely bulky. Logistical routes
are centered around particular parts; engines, suspension parts, and transmissions do not travel well. An engine is
heavy - it can weigh upwards of 300 pounds. Therefore, for suppliers, location choices can be limited. While larger
firms are better equipped for such challenges, having to choose between Michigan and Ontario, or Indiana and
Ohio, is still limiting. Particular areas acquire business, not only because of government incentive, but because they
are simply in close proximity to each other and their market.
The Auto Parts Manufacturers Association (APMA), is Canada’s national association representing Original
Equipment Manufacturers (OEM), which includes: parts, equipment, tools, supplies, advanced technology, and
services. The APMA represents the auto industry locally as well as globally. It represents 90% of independent parts
production in Canada, including over 300 companies, 100,000 people, and 30 billion dollars in shipments. About
47% of these shipments stay in Canada, with 97% of the remaining 53% shipped to the United States. Canadian
firms employ over 43,000 people in 120 factories in the US, and 43,500 people in 150 factories in Mexico.

An Overview of Global Trade
Until WWII, the Industrial Revolution fueled the West into the 20th century. Prior to the Industrial Revolutions
in Britain and America, the world was comprised of predominantly imperialist structures. The imperial leaders
(Britain, Germany, Portugal, Spain, Japan, and so on) built their success on mercantilism - drawing raw materials
from the world, creating goods, and building markets for said goods. Canada, along with other members of the
British Commonwealth, sent raw materials back to Britain, who would then ship crafted (expensive) goods back to
Canada, the Commonwealth, and the rest of the world.
WWII brought a necessity to rupture (and twist) this pattern. Canada sent Europe our most prized resource, our
citizens, to combat pure evil. In return, we began to build arms and heavy vehicles for the Allied forces. Towns like
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Leaside, Downsview, and Sherbrook flourished with these industries. To get these goods to port, infrastructure
and logistical networks were created, networks which could be used for all industry. Canada launched a brand,
signifying to the world that our military goods were operational, however, we pay for that brand, that military
industrial complex, with lives.
After WWII, reconstruction efforts in Europe began with difficulty; funds were lacking, labour was insufficient, raw
materials were limited, and their terrain was in ruin. An economic vacuum was created. In 1948, the US passed the
Marshall Plan and filled this vacuum. The initiative pledged 15 billion dollars to help rebuild Western Europe. The
US committed to lending particular countries the funds needed to then purchase goods from the US. Part of the
initiative also involved the installation of trading posts (in the form of air and naval bases) to ensure protection
from the Soviet Union and other threats. To pay back what was lent, the US made these nations work for them
through the purchasing of materials, goods, and protection. At the time, the US possessed a healthy and educated
population with an industrial capacity built by war, which led them to decades of prosperity.
By 1955, General Motors (GM) owned 52% of the domestic car market. While the rest of the world was rebuilding,
America was developing into the centre of the global market. Once the Cold War began, the West became even
more influenced by America. This conversion of power from Europe onto America gave consumers confidence
in all that America was selling. In 1964, Bob Dylan told us “the times they are a-changin’.” By this point, the Cold
War dynamic had entrenched itself into the market. The Cold War ushered in an era of steady US growth and
dominance. Since 1960, America has held the largest annual Gross Domestic Product; in 1960, the US economy
reported an annual GDP of 520 billion dollars. At this time, the Soviet Union did not report their GDP, however, it
was estimated to be around 200 billion dollars. The rest of the global powers (West Germany, the U.K, France,
China, India, Japan, and Canada) reported a GDP between 40 - 70 billion dollars.
Through the 1970’s, this trend continued, with US GDP eventually reaching 1 trillion dollars. Due to sheer size, China,
and other developing countries like India, also began gaining economic standing. In order to sustain their vast
population, the amount of goods needed (even at a limited capacity) equated to a developed country of 20 million
people. At this point, the Soviet Union began ‘reporting’ their GDP; in 1970 it was reported at 500 billion, and by
1975, the Soviet Union reported a GDP upwards of 700 million dollars.
The 1980’s and 90’s brought the rise of West Germany as well as Japan. In 1980 the US economy was reported at
a GDP of 3 trillion dollars, with the Soviet Union reporting 1.2 trillion, Japan reporting 1.1 trillion, and West Germany
reporting 1 trillion dollars of annual GDP. By 1990 America reached an annual GDP of over 6 trillion, with Japan
reporting 3 trillion dollars. During the 1980’s and 1990’s America was so focused on the Soviet Union that Japan
consumed much of the economic gap between the two nations. By 1995 the Soviet Union collapsed and, while
the US economy had reported a GDP upwards of 7.7 trillion, Japan reported an annual GDP of 5.5 trillion dollars.
Japan passed the combined total GDP of the four biggest European economies. In 1995 the four biggest European
economies constituted an annual GDP of 5.4 billion dollars, with West Germany leading the way.
In 1992, Europe, with the Maastricht treaty, formed the European Union and developed a common currency/market
to unify their major economies, thus protecting their economic interests. In order to combat a growing Japanese
economy and a unified Europe, America began their own trade partnership. In 1994 the North American Free Trade
Agreement (NAFTA) was signed, pooling the 600-billion-dollar Canadian economy, and the 500-billion-dollar
Mexican economy with the US economy. These nations then benefit from each other’s resources and proximity,
while the US can use the extra billion dollars as leverage and market share.
By 1995, after the enactment of these two agreements, Japan’s economic situation began to degrade; they entered
a period of stagflation, as well as deflation, which they have never recovered from. By 2000, for the first time ever,
the Japanese economy retracted from 5.5 trillion to 4.8 trillion dollars. In the end, Japan lacked the demographics
to sustain such growth and dominance - their population peaked at 120 million people. According to Japanese
population predications, without intervention, they are expecting their population to be halved by 2060.
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In 1999, China began reforms to open their markets. They opened ports like Shanghai and Tianjin. In 2000 it
entered into the World Trade Organization. In 1999, China was the eighth biggest economy and less than one-tenth
of the size of the US economy. By 2005, they were the fifth biggest economy in the world. By 2010, they were the
second biggest economy in the world and almost 40% the size of the US economy. By 2015, China was 63% of
the size of the US economy, officially America’s largest competitor, and a global force. China has taken over the
manufacturing industry for an assortment of reasons, one being their enormous market. It controls a substantial
amount of the electronics manufacturing industry, as well as the information technology industry.
China has also taken an antagonistic approach towards intellectual property. In the end, they are still a dictatorship
who pegs their currency; their economy is dominated by state owned enterprises - enterprises which are
monolithic, monopolistic and acquired through forced mergers.
The Trans-Pacific Partnership (TPP), was Japan’s last gasp, it was an attempt to unite other Asian markets
with American markets against China. The TPP failed because the Trump Administration wanted it to fail - the
Americans pulled out. The rise of China and the failure of the TPP, brought a rise in western paranoia and an attack
on global trade principals.
Shortly before Trump began his Administration, the ‘Brexit’ phenomena took hold of England. Currently, the EU is
comprised of 27 countries, low jurisdictions, and a market share as large as the US, yet some wanted separation.
Potential foreign influence aside, populists, protectionists, and nationalists now have legitimate platforms and
spaces in the public sphere.
Those for Britain’s separation from the European Union claimed Britain’s trading partners were taking advantage
of Britain, however this was not the case. They claimed Britain’s best days to be when they took care of their own
needs, though Britain hasn’t used their own resources in centuries. The glory days for Britain were during its era as
an empire, when London was the financial center of the world, when the United Kingdom had an empire to mine
and then sell finished goods back to. The world bought British goods when they were the best in the world. The
Trump Administration was elected based on similar gripes and ideas.

The Trump Administration and Trade
The Trump Administration is the first American Administration whose concept of dominance does not involve
globalization and/or open markets. While it may at times seem like the President lacks knowledge (an attention
span, and reading comprehension skills), after spending some time working with his Administration, I cannot
confirm the level of his intelligence. I can however confirm that they know how tariffs work - even the President.
Undoubtedly, the President is media savvy. He knows how to manipulate Twitter and use Fox News for his own
devices. His advisory team at the Office of the United States Trade representative (USTR) is filled with trade-hawks,
who are predominantly concerned with interest rates. His representatives are less concerned with economic
growth and more concerned with keeping inflation in check.
Trumps team involved four major individuals: Robert Lighthizer (who built an extensive career embracing
protectionism in the American Steel industry), Dan DiMicco (former CEO and chair of Nucor Steel, author of
“American Made: Why Making Things Will Return Us to Greatness”), Peter Navarro (a California based economist,
and current Director of Trade and Manufacturing Policy at the White House) and Wilbur Ross (an investor and
the current United States, Secretary of Commerce). Wilbur Ross co-wrote the Administrations “America First”
manufacturing plan, outlining that Americans should be consuming hard goods which are made in America. Their
plan implied a zero-sum game where America would internally accelerate past global competitors. While much of
economics is rooted in mathematics, a lot of economic policy, especially in international trade, is not fact based.
International trade is about future projections, bargaining parties, and their positions. These four individuals, along
with the President, are solely focused on protecting their own interests, which include a Twitter fueled, and tariff
infused, economic assault on China.
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This current Administration’s desire to renegotiate NAFTA had little to do with North America. Trump’s trade team
wanted to make an example out of us. Their intention was for the EU, China, and Japan to see the toughness of the
American negotiating team. They wanted to exhibit strength in their position, they hoped their threats would work.
Their goal was to install a geopolitical fence where the West was ‘protected’ by the US against the fear of China,
whereas the international community and Trumps predecessors had been working to combat China with the rest
of Asia by installing a liberal geopolitical fence.
Their first move was to cite section 232 of the 1963 Trade Expansion Act, and use the President’s emergency
powers to bypass congress and have the commerce department declare a particular sector to be under threat of
national security. After Wilbur Ross and his department figured the American Steel industry to be running at 46%
capacity, they had their emergency. The President employed emergency 25% tariffs on steel and 10% tariffs on
aluminum. Officially, the Administration claimed national security with, according to Jim Acosta (in an interview
with CTV News), a particular concern over their domestic supply stockpiles, in the event of WWIII.
The current Administration’s extreme attempt to incite fear in the international community is absurd. It is also
unproductive. America has recently stripped Turkey and India of their developing market status; if the WTO
awards a country developing market status, they receive a large assortment of goods, shipped in and out of the
US, at cost. Trump stripped these countries, along with his own nation, of this commerce. Their position has been
to raise their most favourite trading partners tariffs at all costs.
According to the WTO, concessions must be made when raising tariffs on a trading partner, however, the Trump
Administration has administered a different tactic. They have chosen to raise tariffs on particular industries, like the
automotive industry, and go to court. Their hope is that, for the duration of the proceedings the targeted industry
will be crippled, and their partner will concede to nominal increases in order to get business moving again. The
Trump Administration was set on imposing tariffs that inflicted pain, to prove a point that nobody understands.
This tactic is what Canada was up against during negotiations with the Trump Administration.
Usually trade negotiations take years - in order to carefully craft the agreement; they involve multiple rounds of
negotiations at multiple locations for up to seven years. The White House’s agenda was to complete their new
agreement in seven weeks, but Trump tweets rapidly and incoherently. The new deal was negotiated, noisily, in
a year and a half. Lost in the noise, the fact that no deal of this size and scale had ever been completed before,
however, when you’re going that fast, things will be missed. Mistakes are inevitable and, if one party is in a hurry,
the others have more leverage. While vocalizing our position (headlining many major international publications)
Canada exhibited stoic calm. By the end of the negotiations, Canada was able to prosper under this accord.

The NAFTA Renegotiations
The NAFTA renegotiations began in the summer of 2017. We all met in Washington shortly after the President
proclaimed he would tear up NAFTA. He then pivoted to an attack on Mexico, claiming to only want a few tweaks
with Canadian dealings, even though that is not how it works (all parties agree to the same terms). Canada
entered Washington expecting the Trump Administration to be committed to destruction. While Canada does not
traditionally involve industry in trade negotiations, during these proceedings the government included an advisory
group representing our principal industrial sectors. So, in the summer of 2017, we all go to Washington, where
there is no proposal. For the second round of negotiations, we all head to Mexico City and still there is no proposal.
The third round was in Ottawa, and still no proposal. By this point, all three countries’ industry representatives
agreed, if one party puts a deal on the table the parties can respond. The fourth round of negotiations brought
about an absurd proposal from the USTR. For the auto sector, 85% of every vehicle made has to be sourced from
North America (with 58% of that specifically sourced from the US). Additionally, the proposal demanded all raw
materials to be sourced from America.
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In this era where the American President wakes up and unloads a tweet-storm, in order to propel action one must
get loud. After this proposal was presented, I called a scrum, explained our position and got loud. I questioned and
deconstructed the USTR’s entire methodology. I pointed out a few issues. If 50% of every car has to be sourced
in the US, then what are the unintended consequences for Ford, GM, and Chrysler in Canada? In Canada, these
American companies will see lower profit margins and have to find savings elsewhere. It could necessitate a factory
in Ohio to sell its products to Americans only, avoid customs and content requirements, and source its parts
from Taiwan and Malaysia, which are of global quality. The other, more inflammatory remark was in regard to their
stipulation that all raw materials be sourced in America. I asked, “If I manufacture plastic parts, and plastics are
made from petroleum, and petroleum comes from dinosaurs, do we need to know where the dinosaurs died?” The
headline on CTV news read “’Where did the dinosaurs die?’: Canada, Mexico push US to explain auto plan.”
Within the hour I receive an email from Canada’s Chief Negotiator, he told me he owed me a beer. With Twitter,
headlines are the news, and everyone reads the headlines in real time. We took our shot, and choose to stay at
the table. We pushed the idea that the USTR does not want to negotiate, they want us to leave. The USTR came
with the intent for us to leave, but we stayed at the table, as did Mexico. The next two rounds consisted of the
USTR lecturing us on how to do business, but we did not back down. Our position was to stay at the table but not
budge; we had the leverage, if we do not agree to their insane demands we all go down, but they have the most to
lose, and they would go down first. This led to the USTR backing off and the USMCA was born.

The USMCA and the Auto Industry
The new deal is unprecedented. For the first time in history, increases in regional value were contracted in an
agreement. For suppliers in all three countries, every time a new market is opened there must be a concession,
meaning, in general, if access is granted to industries with four wheels than industries with four legs must also
be granted access. For the automotive industry, the new rules of origin state that between 65-75% of car parts
must be sourced from North America. In relation to raw materials, and core parts, 75% of steel and aluminum
must be local.
The North American auto industry ships 35 billion dollars worth of goods, and now, due to these new regulations,
the auto industry is going to have an incremental 6-8 billion dollars worth of shipments. There is no new customer
base or industry, just the same customers buying more from each other. Every assembly plant buys about 10 billion
dollars worth of international goods and about 3 billion locally. In the USMCA everyone gets to buy more - it’s a
win for auto suppliers across North America.

USMCA Issues
The USMCA has capacity constraints. The current players are at capacity, however, this means we also have an
opportunity to convince other countries that they too also have an opportunity to sell into a production line they
would not have otherwise had access.
The USMCA also has a timing issue. If we ratify immediately (Jan 1 2020), the new rules come into order
immediately, with the new regional content levels coming into effect over the next three years. In the auto
industry that is abrupt. Average industry contracts run between 7-12 years. For suppliers, immediately increasing
production 25%, on speculation, is impossible. Contracts take years to earn, let alone negotiate (they are not given
out speculatively based on trade deals). They take infrastructure. Volkswagen, for example, bought 85 million
dollars worth of Canadian automotive goods. In order for their Tennessee plants to meet the new requirements
they should probably buy four times that amount. They agree, and are interested. Recently I was in Germany and
some representatives asked me to recommend them a good location for a purchasing office. The problem is, with
the new rules, they need to significantly up their production, and they are looking for a Canadian purchasing office.
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In Conclusion
When I worked in government, I tried to assure others not to infer a level of sophistication to the proceedings.
While governments send representatives to calmly address the masses, behind the veil it is a mess. The Trump
Administration is not only messy, but also understaffed - there are over 500 political posts without nominees in his
Administration, with the few employed at the USTR solely focused on China. Their intention with North America,
Europe, and Japan is myopic; they are intent on extracting loyalty and fealty from their trading partners, in order
to exhibit more toughness against China. When negotiating trade deals, it is crucial to carefully consider the
context, while not ascribing intelligence to the parties involved. Currently our American partners are scared and
focused on China. While it remains to be seen if Trump will be re-elected, in today’s climate the point remains: get
loud, go public and enforce your narrative - the new digital media landscape is an internally policed frontier.
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Introduction
This paper is not a technical tax piece or an exhaustive review of the Income Tax Act (“ITA”) as it relates to family
law in Canada. Rather, it is an overview of the income tax issues that arise in the family law area and where you,
as a CBV with general tax knowledge, may be able to assist counsel and also identify areas where more thorough
“expert” tax advice may be needed.
The income tax issues that generally arise in the family law area relate to property division and support.
The extent and level of information needed by counsel depends on the stage of the file and the file itself.
During the early stages of a file, counsel needs an approximate range of values for the property involved and
what general tax implications need to be considered to allow for settlement negotiations to commence. If the file
does not initially settle and proceeds to arbitration or mediation, more precise values will be required and may
need the involvement of tax experts.

Property Issues
Married vs. Common-law
The differences between the legal definition and the income tax definition of “married” and “common-law” is
important when discussing property division and the CBV working with counsel can help ensure that counsel
understands the difference.
Under the ITA, a spouse is a person to whom you are legally married, and a marriage is ended only through
legal divorce.
The legal definition of marriage involves the lawful union of two persons to the exclusion of all others and requires
that the parties are:
• Freely consenting to marrying the other person;
• Not legally married to another person at the time of the marriage;
• Not related lineally, or as brother or sister or half-brother or half-sister, including by adoption; and
• At least 18 years of age unless:
– A party is between the age of 16 and 18 years at which time the party may marry if they have the
consent of a guardian; or
– A female under the age of 16 who is either pregnant or the mother of a living child who may then
marry with the consent of a guardian.
Under the ITA, a person is said to be in a common-law relationship with someone they are not legally married
to, but with whom they live in a conjugal relationship for the past 12 months. A common-law partner can also be
someone a person shares a child with and/or has custody of said child. A common-law relationship is deemed to
be terminated once the partners are separated for 90 days or more.
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The legal definition of common-law is more complex as definitions exist in both provincial and federal statutes
resulting in gaps and incongruities between definitions. Most provinces now have firm definitions in their statutes;
however, there are some exceptions. Alberta, for example, currently refers to such relationships as interdependent
relationships and require three years of relations before parties are eligible to receive support or qualify for
interdependent property laws. Alberta will enact common-law practices in 2020.
Challenges arise, in part, due to the inconsistencies between the claim and resolution periods in the statutes.
Again, using Alberta as an example, an individual has up to two years to make a claim with respect to property;
however, under the ITA, the entire common-law separation, including all assets and completion of all paperwork,
must culminate within 90 days.
Spousal Rollover of Taxable Assets
When a relationship breaks down, property is generally transferred from spouse to spouse, or former spouse
to spouse, at the transferor’s adjusted cost base. There is no tax triggered on the transfer, but rather the tax is
deferred until the eventual disposition of the asset by the recipient. The transfer at the adjusted cost base
applies to taxable assets including shares, property and equipment, but does not apply to speculative property,
assets held for resale or inventory; all of which must transfer at fair market value.
In marital relationships, there is no time limit on the transfer of taxable assets as long as the transfer is
“in settlement of rights arising out of marriage”, both parties are residents of Canada, and the settlement has
been put into an agreement or order. In common-law relationships the transfer must be complete in 90 days.
It is possible to Opt Out of the Automatic rollover provisions by filing an election to qualify the transfer of property
to be a deemed disposition. This may be advantageous as the tax burden is shared between the parties at the
time rather than being borne by the recipient of the asset in the future. Similarly, if a benefit results as could occur
if capital losses exist, it is also shared.
Spousal Rollover of Non-Taxable Assets
The rollover of non-taxable assets including registered retirement savings plans (“RRSP”), tax free savings
accounts (“TFSA”), registered retirement income funds (“RRIF”) and locked-in retirement accounts (“LIRA”) is a
relatively simple process. These accounts are transferred on a tax deferred basis meaning that no tax is triggered
at the time of the transfer but deferred until the funds are withdrawn by the recipient. There is no limit on the
amount of the account balance that can be transferred for RRSPs, TFSAs and RRIFs. Parties will often want to use
RRSPs and like accounts to equalize with other, taxable assets when property is divided. Counsel may therefore
look to the CBV for guidance on how to equally rollover a non-taxable asset (like RRSP) with a taxable asset
(like property).
The amount of the balance that can be transferred from a pension account or a LIRA is limited to 50%, as long as
the funds are deposited directly into the recipient’s RRSP, RRIF or LIRA.
Canada Pension Plan (“CPP”) credits may be rolled over so that the credits are divided equally. This division is
done at source with respect to credits earned by the parties up to the date of separation. This is done by filing
Form ISP 1901 - Canada Pension Plan Split (upon separation or divorce) which is applicable to both married
and common-law relationships. However, the credits can only be split for the time period in which the parties
were cohabiting.
Attribution Rules
Normally, when property is transferred between spouses, the related income earned on the property is attributed
back to the transferor. This attribution of income avoids the transferring of property between spouses to gain a tax
benefit or advantage. The same rules apply to loans between spouses.
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The rules cease to apply when the parties cease to be spouses; either by divorce decree in the case of married
parties or upon 90 days after the breakdown of a common-law relationship. The rules also cease to apply when
parties are living separate and apart by reason of breakdown of the marriage or relationship and a written
separation Agreement is in place.
The attribution of capital gains does not apply during separation provided a joint election is filed. The timing in
filing the election is important as the election cannot be filed in the same year that the recipient disposes of the
property or the gains will be attributed to the transferor. The election should be made at the beginning of the
separation and filed with the T1 Personal Income Tax Return of the transferring spouse in the year filed. Another
point to be aware of, if separation is only by written agreement as opposed to a Court Order, the parties must live
separate and apart for at least 12 months; otherwise The Gain will be attributed back to the transferor.
Capital Gains Exemptions
An individual may claim the lifetime capital gains exemption on taxable capital gains arising from the disposition
of qualified property if they are resident of Canada for at least part of the year of the claim, or throughout the
previous or next year. Qualified property includes qualified small business corporation shares, qualified farming
property and qualified fishing property. The capital gains exemption does not apply to all capital gains such as
those arising from portfolio investments, land and other assets.
For small business corporation shares to qualify for the exemption, the shares must be in a Canadian Controlled
Private Corporation (“CCPC”) and, for the 24 months prior to the sale, the shares were owned by you, your spouse,
a partnership that you have an interest in, or someone related to you. At the time of sale, at least 90% of the
CCPC’s assets must be used in active business operations in Canada and for the 24 months prior to the sale, at
least 50% of its assets used in active business in Canada.
For farming and fishing property, the exemption applies to gains related from the disposition of shares in a
family farming or fishing corporation, an interest in a farming or fishing partnership, real property including land,
buildings, vehicles and fishing vessels, and property included in Capital Cost Allowance Class 14 including milk and
dairy quotas and fishing licences.
After 2015, the government began adjusting the capital gain exemption limit for inflation with the 2019 limits being
set at $866,912 for qualified small business corporation shares and $1,000,000 for qualified fishing and farming
property. For 2020, the limits are projected to be set at $883,384 and $1,000,000 respectively.
Counsel needs at least a basic knowledge of the capital gains exemption in order to understand its full implications
when negotiating a settlement. When considering the capital gains exemption, it is key to value the property
for its true value. Sometimes it may be advantageous to trigger the exemption and in other cases, it may be
advantageous not to trigger the exemption depending upon which party is being represented. Also, because the
exemption does not rollover upon death for use by the estate, the age of the parties may be an important factor in
determining whether it would be prudent to use the exemption or save it for future gains.
Finally, caution should be taken when considering the capital gain exemption so that a deemed dividend is not
triggered rather than a capital gain. This can occur when the qualified small business corporation shares are
sold to a non-arm’s length corporation and the transferor receives proceeds other than shares, such as cash or
promissory note. In this case, the individual must report a deemed dividend which is taxed at a much higher rate.
Approaches to Asset Transfers
Income taxes are always triggered when transferring corporate assets to individuals which leads to an assortment
of challenges through the process. Values are an example of such challenges. In the settlement negotiation stage,
it is crucial to have, at least, an estimated value or range of values to negotiate from a grounded position.
Lawyers will also want to know what the possible tax implications on the value may be.
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While many lawyers understand that for a CBV to provide an estimated value or range of values, actual actions
must occur and some work done, some may not, and the CBV must be able to clearly explain the different levels
of reports they can provide.
Additionally, when transferring corporate assets to an individual, one must be mindful of the potential reduction
of value that can occur. Often businesses that are run by couples, buy their assets such as houses, vehicles,
recreational property, etc. through the corporation. Therefore, if an asset, say a car, is transferred from a small
business to a spouse, then the business value will be reduced, and the transaction will also likely trigger tax.
A solution is then to transfer the asset out of the company at a depreciated value; however, complications arise
when the parties have different values in mind.
Rather than attempting to forecast the future income tax liabilities attached to various assets when dividing
property, counsel will often suggest that the parties split the corporate assets on a tax deferred basis by using
a mechanism referred to as a “butterfly”.
Butterfly Transactions
A common method of dividing corporate assets between married individuals is to use what is know as a butterfly
to effectively split one corporation into two corporations on a tax deferred basis. This approach is not practically
available to common-law couples as their relationship is terminated after 90 days, and settlements are not usually
reached at that point. There are two types of butterfly transactions; the related party butterfly and the divisive
butterfly.
The “related party butterfly” may be used by non-arm’s length parties and must therefore be done while the
parties are still legally married. This route is unavailable if the parties are already divorced pursuant to a Divorce
Judgment, therefore the timing of this approach is important. The butterfly is beneficial because it is flexible in
allowing the parties to decide which assets to split and how.
For parties who are at arm’s length as they have already divorced, a “divisive butterfly” may be used. This is a
relatively uncommon route as there are stringent rules to follow and more restrictive than a related party butterfly
in that each party must receive their pro-rata share of both the active and passive assets. Because it is rarely the
case that both parties want involvement in only a portion of the active business assets, this approach may not
be practical.
When considering a butterfly, it is important to be aware of the return to the party you are providing advice for.
There are significant costs incurred, such as involving tax lawyers, to facilitate such a transaction and there are the
ongoing costs of maintaining the two resulting corporations going forward. Sometimes it is better for the ultimate
client to simply find a better route.
In cases of mediation, the mediator may call on a CBV to provide an unbiased opinion for proceedings to continue
in a timely fashion. More complicated issues such as the use of a butterfly may be one of the situations where
this is done as the other advisors involved may have vested interests, or lack the requisite knowledge, and the
proceedings can get bogged down.
Principal Residence Exemption
Across Canada, a principal residence, when sold, does not attract tax. A principal residence must be owned
personally and cannot be held in a company. A property may be designated as a principal residence if it meets the
following four conditions:
• it is a housing unit, leasehold interest in a housing unit or a share of a cooperative housing corporation;
• the property is owned alone or jointly with another person;
• you, your current or former spouse/law partner or children lived in in the property for some time during
the year; and,
• you designate the property as your principal residence.
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With married/common-law couples, only one property may be designated as the principal residence in each year.
During relationship breakdowns, it is common for one party to move out and buy another property. This leads to
the issue that the couple now owns two houses, but only one can be designated as the principal residence and
not incur any tax when eventually sold, whereas the other property will incur tax upon disposition. It is therefore
important that, at the time of separation, one residence should be designated as the principal residence and this
be included in the Agreement regarding the division of property. Without this designation, a race may ensue
between the parties to the Canada Revenue Agency (“CRA”) to be the first to designate the property and report
the sale on their T1 Personal Income Tax Return and filing Form 2091.
Upon the transfer of a principal residence between spouses, the transfer is deemed to be at cost and the property
continues to qualify as the principal residence of the receiving spouse for the designated period. Each former
spouse may designate a principal residence if living separately for a full year and are separated under an Order or
written Agreement.

Support Issues
Child Support
Child support is governed and mandated by the Federal Child Support Guidelines (“Guidelines”) and
corresponding provincial legislation. Child support is a mandatory payment based on gross income, but paid on
an after-tax basis. In other words, the payment is not tax deductible by the payor nor taxable to the recipient.
Child support is always considered the priority. As such, CRA considers any support payment, that is not
specifically identified in the written Agreement or Order as being solely for the support of a spouse/partner,
former spouse/partner or parent of a child whom the payor is the legal parent, as child support. Further, if an
Agreement provides for a global amount of support, the full amount will be considered to be child support.
Spousal Support
Spousal support is composed of three components; entitlement, quantum and duration. The criteria for all three
components are governed by the Divorce Act and case law. However, once entitlement has been determined, the
Federal Spousal Support Advisory Guidelines (“SSAG”) can be of assistance to help determine a range of quantum
and duration. The application of the SSAG varies between the provinces; however, in all provinces, periodic spousal
support is tax deductible by the payor and taxable in the recipient’s hands if the applicable rules are followed:
1.

Payments of spousal support must be made under an Order or Agreement that specifically states
that the payment is for the maintenance of a spouse/partner or former spouse/partner.

2.

These payments must be paid on a periodic basis as an allowance that may be used at the
recipient’s discretion.

Exceptions for cases not meeting these conditions, and as such not being taxable to the recipient and tax
deductible to the payor, include payments made before the Order or Agreement, payments made for a specific
purpose or third-party payments and lump sum payments as discussed further below.
Periodic Payments
The payment must be an allowance paid on a periodic basis to be considered support. If not, the payment may be
deemed to be an installment on a lump sum payment or a payment on account of capital. The term and length are
key factors in making this determination. Generally, the closer together the payments are, the more likely they will
be considered periodic; the further apart, the more likely they are to be deemed lump sum or capital.
Indefinite payments are usually considered periodic payments, whereas fixed term payments are not.
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Payments that are made to ensure a particular lifestyle can be deemed periodic, as long as the payments are not
defined to be in excess of the expected living standards.
Wording in Agreements regarding periodic payments is crucial. Often these payments are based on the monthly
income of the parties, but do not necessarily include bonuses, performance stock units (“PSU”) and/or restricted
stock units (“RSU”). These amounts may be negotiated and written into an Agreement. For example, bonuses are
given annually, but may be deemed a lump sum or periodic payment. In this case, specific wording is required to
designate this top-up as a periodic payment, which is tax deductible to the payor and taxable to the recipient.
Otherwise, as a lump sum, the payment will need to be converted to an equivalent net payment to allow for the
difference in tax implications.
Lump Sum Payments
A single payment, or a series of payments, that do not qualify as being payable on a periodic basis is a lump-sum
payment. Typically, lump-sum payments are used to extinguish spousal support in a one-time payment, or a
series of payments over a defined term. In determining whether a periodic or a lump-sum payment would be
more advantageous for their client, counsel will weigh the options between receiving a period payment or a
lump-sum taking into consideration the tax treatment of both options. This is an area where they may look to
a CBV for assistance.
As previously stated, lump-sum payments are not deductible or taxable; however, there are certain exceptions
they may be tax deductible to the payor and taxable to the recipient including payments made when periodic
payments have fallen into arrears or if retroactive support has been court ordered. These exceptions are
discussed below.
Arrears Payments
Arrears are the payments of ordered support that have fallen behind. The strict CRA view is that these are not
periodic payments, therefore the are not deductible or taxable. As such, child support arrears are not impacted.
Spousal support arrears may be impacted as Court decisions have taken the view that the nature of the payment
has not changed even if paid late. In such cases, the deduction may be allowed, and the income must therefore
be included in the recipient’s income.
Retroactive Support
Retroactive support payments occur when a Court Orders the current support being paid as insufficient,
therefore the difference between the amount originally paid and the appropriate amount must be paid.
This support is paid in the form of a lump sum and, in order to determine the amount of the payment, it is
often discounted to a net after-tax amount for payments prior to the Agreement.
The payment of retroactive support may be considered to be a support payment and therefore be deductible
by the payor and taxable to the recipient providing that the lump-sum payment was paid pursuant to an Order
establishing the obligation to pay retroactive periodic support for a period prior to the date of the Order. In these
situations, the payment can be claimed as a Qualifying Retroactive Lump-Sum Payment by filing Form 1198 with
the CRA to allocate the lump-sum to the years in which the payment would have been paid/received. By filing
a T1198 and having the payments deemed to be periodic payments, one not only assures full payment but also
ensures that neither party changes tax bracket due to a lump sum being included in the year paid.
Payments made to Third Parties
These are payments made in lieu of support to a third party for the benefit of the spouse, former spouse or child
and are deemed to be made directly to the recipient party. These payments must be made to the third party at
the direction and consent of the recipient party to cover a particular benefit.
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This ensures that the payor does not claim that other payments made to a different party cover that specific
benefit. If these criteria are fulfilled, the payment will be taxable to the recipient and tax deductible to the payor.
Examples include rent, tuition, insurance and leases. Mortgage payments are generally not considered to be
support payments made to third parties as these payments are maintaining a capital asset, not covering an
expense such as a car lease.
Payments to/from Non-Residents
Payments to/from non-residents of Canada can be complicated and the position of both the payor and the
recipient must be considered to ensure that the parties are fairly treated.
For Canadian residents making payments to a non-resident, the payment is still deductible by the payor as long
as there is no Canadian non-resident withholding tax on the payment. The impact to a non-resident recipient
needs to be considered if they are not taxed on the receipt, as the recipient will be receiving a higher net
amount then may have been anticipated.
For a non-resident of Canada paying a Canadian resident, the payment is taxable to the recipient if the recipient
would have been taxed in the payor’s country. Before committing to an Agreement, the impact of tax treaties
should be considered as they may incur or nullify certain taxes. For example, effective January 1, 2019, if a
Canadian resident has received support from a US resident, it would be considered taxable and included in their
income; however, under the current Canada/US tax treaty, there is a deduction allowed in Canada which exempts
this type of foreign income, and when claimed, effectively offsets or nullifies the inclusion of the payment in the
recipient’s income. Every country has different standards and treaties; therefore, it is important to understand both
parties’ situations to ensure both are fairly treated.

Tax Issues in the Calculation of Income for Support Purposes
Non-Taxable Income
Non-taxable income such as disability receipts, workers’ compensation benefits, social assistance and some
overseas employment arrangements, should be included in the calculation of the payor’s Guideline Income so
that their income used as the basis for support is comparable to that of a person that pays tax on their income.
This is usually done by grossing up the non-taxable income and imputing the gross amount to the total income
for support purposes pursuant to Section 19 of the Guidelines.
An exception to this is when a payor’s income is primarily non-taxable. In that situation, the payor is not entitled
to the deduction for support paid; however, the recipient is still taxed on the receipt. It may be necessary in these
situations to look for a balance that makes sense and is fair. An example of this would be to set the support at the
midpoint between the two positions so that both parties share in the difference.
Another exception is when a parent has special tax status as an indigenous person on a reserve and therefore
does not pay taxes. In this case, support is determined using net dollars rather than gross.
The Canada Child Benefit, GST Rebate, Carbon Tax Rebate and other non-taxable government payments are
typically not included in the calculation of income for support purposes.
Non-Resident Payor where no Deduction for Support
This situation is a variant of the non-taxable income scenario discussed above and it will be necessary to balance
the tax positions and interests of the spouses.
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Non-Resident Payor Taxed at Higher or Lower Rate than in Canada
When a non-resident payor is taxed at an effective rate in another country that is significantly different than the
province where the other spouse ordinarily resides, the payor’s income may be adjusted to an appropriate amount
pursuant to Section 20(2) of the Guidelines. For example, if the payor is resident in Singapore, they will be taxed at
17% compared to approximately 39% to 45% in Canada, depending on the province. If the benefit arising from this
discrepancy is imputed into the payor’s income, then the child support tables will continue to apply. If the benefit
is not included in the payor’s income, a different approach may be needed where each party’s net after-tax income
in their jurisdiction is used in the calculation of support.
Gross Up of Pre-Tax Corporate Expenses that Provide a Personal Benefit
One of the objectives of the Guidelines is to put all payors in the same position, so it is necessary to make income
equitable between payors that earn their income as salary (often referred to as a T4 employee) and self-employed
individuals who may deduct personal expenses from their business income.
Example: Payor #1 is a T4 employee and pays their cell phone bill with after-tax dollars of $60. Payor #2’s $60
cell phone is paid by his company and therefore is paid with before tax dollars. To make the two payor’s income
equitable, the benefit received (i.e. $60) must be grossed up to $100 (assuming a 40% tax rate) as payor #2 would
have had to receive $100 pre-tax dollars to pay the $60 net after-tax dollars cell phone bill.
The formula to calculate the amount of the gross-up is as follows:

add-back
1 - tax rate

minus add-back = gross up

Finally, when calculating Guideline Income, the gross up should not be added back to the pre-tax income of the
company to be attributed under Section 18 of the Guidelines, but rather imputed to the payor under Section 19 of
the Guidelines. For example, if the company is in a loss position and the benefit is added back to the company’s
pre-tax income and the company remains in a loss position, income will not be attributed from the company and
therefore the benefit received will not included in Guideline Income despite the fact that the company did, in fact,
pay for the expense(s) that provided the personal benefit. For this reason, both the add-back of the benefit and
the gross up should be imputed to the payor’s income under Section 19 of the Guidelines.

Other Miscellaneous Issues
Liability for taxes owing by former spouse/partner
When a transfer of an asset occurs between spouse/partner, the spouse/partner may be held liable for the
transferor’s unpaid taxes. If, however, the transfer is made after separation and is subject to an Order or
Agreement, the recipient spouse/partner has no liability for the transferor’s unpaid taxes.
It is recommended to include indemnity clauses in written Agreements to ensure that income tax liabilities of the
transferor do not transfer to the recipient.
Deductibility of legal and accounting fees
Legal and accounting fees that are paid by the recipient spouse are deductible for tax purposes if they
were incurred to obtain child support, spousal support, enforce either child or spousal support payments,
defend against a reduction in child or spousal support payments or apply for an increase in the amount of child
or spousal payments. Fees incurred to obtain a divorce or relate to the division of property, the custody of children,
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a lump-sum amount in lieu of support, or mediation and arbitration are not deductible.
Legal and accounting fees incurred by the payor spouse relating to any of the above are not deductible.
Impact of tax credits and deductions
With respect to child support, the treatment of tax credits and deductions varies between the calculation of
Section 3 child support and the division of Section 7 expenses. The Guidelines specifically state that federal child
tax benefits and the portion of the GST/HST credits attributable to children are not included as income for the
purpose of calculating the child support. In short, child related tax benefits and deductions are not to be included
as income for the purpose of determining Section 3 child support.
The issue is less clear when addressing Section 7 expenses. Section 7(3) of the Guidelines states that,
in determining the amount of an extraordinary expense, the court must take into account any subsidies,
benefits or income tax deductions or credits, as well as the eligibility for any such subsidies, benefits, credits
or deductions. However, Schedule III paragraph 4 of the Guidelines states that any amount of social assistance
income that is not attributable to the spouse may be deducted from income. The seminal question becomes to
whom are the deductions or credits attributable?
In Mullins v. Mullins, ABQB 226, Justice Jeffrey held that the Federal Child Tax Benefit and the National Child
Tax Benefit were to be included as income for the purpose of determining Section 7 expenses as they amounted
to income supplements for, and attributable to, the mother. Justice Jeffrey conversely held that the Child
Disability Benefit was attributable to the child’s disabilities, not the mother, and deducted that benefit from
the mother’s income.
With respect to spousal support, the SSAG specifically include the amounts received by parties in the form of
government benefits and refundable credits as income including, but not limited to, the Child Tax Benefit and the
GST/HST Credit.
Further, it is essential that the wording in an Agreement or Order is specific in order for a party to collect Child Tax
Benefits, the National Child Tax Benefit, or the eligible dependant credit. A party who is paying child support is not
eligible to collect or claim these benefits/credits.
In a shared parenting regime, being a parenting schedule that has each of the parents caring for a child between
40% to 60% of the time, the parties may exercise a “set off” approach to paying child support. In these situations,
each of the parties must pay their prescribed amount of child support, pursuant to the Guidelines. The parties
often agree that instead of each of them paying their prescribed amount the higher earning spouse will simply pay
the difference. If this approach is taken the higher earning spouse will not be eligible to collect or use the benefits/
credits as they will be deemed by CRA to be paying child support. If both parties pay their prescribed amounts to
the other, CRA will allow each of them to collect or use the benefits/credits.
Advise on drafting contracts
Lawyers will often seek assistance from the CBV or accountant in the drafting of the Agreements. This is to
ensure that proper wording is used in the Agreement to reflect the correct implementation of a process chosen,
and to ensure that the tax consequences are considered in the proper areas. This may include stipulating the
steps needed in a butterfly transaction, formulas to be used when determining incomes for parties including
the grossing up of benefits, and formulas to be used to determine ongoing incomes from a corporation after a
value has been set for property distribution. It also ensures that proper terminology is used, in all areas, from an
accountant’s perspective, for future use. Often Agreements are ongoing, with steps that will occur years
in the future. The players, lawyers and accountants, who were present for the creation of the Agreement,
may not be around for the implementation of steps in the future. As such, from a lawyer’s and an accountant’s
perspective, the Agreement must be clear and concise in the steps required and how they are to be implemented
at the later date.
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Introduction
This paper studies recent cross-border M&A activity between Canada, the US and Asia and provides a comparative
analysis of deal values, deal volumes, and valuation multiples across industry sectors. It also seeks to identify
M&A trends within industry segments and provide insight on the potential implications for international valuation
multiples. Lastly, this paper seeks to identify the various value drivers considered by market participants in a
cross-border valuation context including, liquidity, political risk factors, demographics, and economic stability.

1
2

This paper is based on a presentation delivered by the Author at CBV Institute’s 2019 National Business Valuation Congress.
Ian Wooden is the CEO and Managing Director of IJW & Co., Ltd., a Canadian based boutique investment bank specializing in
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M&A Transactions Between US and Asia
Our analysis first looks at M&A transactions between the US and Asia for the period of December 31st, 2016 to
2018. As indicated by Exhibit 1, transactions whereby US buyers acquired Asian targets totaled 330 deals for
2018, representing an increase of 21% over the previous year. Despite transaction volumes increasing, transaction
values decreased by 12%, indicating a decline in large deals and a focus on acquiring mid-market companies. It is
important to note that values are not disclosed for approximately 40% of the transactions listed. Non-disclosed
deal values typically relate to small to mid-sized transactions involving privately-held firms.
Exhibit 1

US Buyers Acquiring Asian Targets
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As indicated by Exhibit 2, we identified a slowdown in M&A activity related to Asian buyers acquiring US targets.
In 2018, we saw the lowest deal volume for the past three years, with the total number of deals reaching 316,
representing a decline of approximately 8% from the previous year. Furthermore, 2017 saw a decline in total deal
value of 50% despite the total number of deals remaining relatively stable, mostly due to a few mega-deals that
occurred in 2016.
Exhibit 2
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When looking at trends in deal activity per sector, as indicated by Exhibit 3, the top 3 industry sectors by deal
volume were information technology, industrials, and consumer discretionary for both US buyers acquiring Asian
targets and Asian buyers acquiring US targets, with information technology being the most active sector over the
past 3-year period. Of note, Asian buyers are performing more real estate, utilities, and energy deals than their
US counterparts, a continued indication of Asian appetite for lower risk investments. However, the most marked
sector in terms of volume differential was the healthcare sector; Asian buyers have acquired more than double
the amount of healthcare companies than their US counterparts. This trend is highly correlated with an aging
demographic within the Asian market as well as the dominance and sophistication of US companies within
this sector.
Exhibit 3
Comparison of Deal Activity between the US and Asia per Sector (2016—2018)
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When looking at trends in deal values for transactions where US buyers acquired Asian targets (Exhibit 4), the
highest deal values per sector as a percentage of all transactions shifted from Technology in 2016 (representing
46% of total deal value), and Energy in 2017 (representing 34% of total deal value), to Financials in 2018
(representing 42% of total deal value). Although it was anticipated that the data would underline some form of
correlation between total deal value and the trends in sector-specific activity, this was not the case. The analysis
of the data determined that there were a number of outliers, namely mega-deals, that skewed the correlation
between total deal value per sector and the sector-specific deal volume trends that were identified. Contrastingly,
the comparison of total deal values for transactions involving Asian buyers acquiring US targets (Exhibit 5)
resulted in greater correlation with sector-specific volume trends, mostly due to the fact that there were fewer
mega-deals that skewed total value results in favour of one particular sector; the exception being 2017, when there
were large deals closed within the industrials sector. Technology represented the largest deal values in 2016 and
2018 at a share of 26% and 27% respectively of total deal values.
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Exhibit 4

US Buyers Acquiring Asian Targets
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Exhibit 5
Asian Buyers Acquiring US Targets
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When looking at trends involving the deal sizes of the transactions that were consummated between 2016 and
2018 (Exhibit 6), we identified a level of consistency across that three-year period with approximately half of the
transactions involving Asian-based targets being below the $50M value range. Moreover, approximately one-third
of transactions during that same period were deals valued above the $500M mark. In regard to Asian buyers
acquiring US targets, we identified a high tendency for Asians buyers targeting smaller US firms; the proportion
of transactions that were above $500M were 16%, 15%, and 11% in each of the 2016, 2017, and 2018 periods
respectively. In 2017, more than 50% of such transactions were below the $50M mark.
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Exhibit 6

US Buyers Acquiring Asian Targets
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When analyzing the multiples per industry sector, we compared what US targets received and what Asian targets
received as valuation multiples respectively and, as indicated in Exhibit 7, we identified some interesting results.
Over the 2016-2018 period, US targets received higher multiples from Asian acquirers than Asian targets received
from US buyers within the information technology industry (substantially higher EBITDA multiples), indicative of a
premium for Asian buyers to win bids for US targets over other market participants.
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This could be indicative of higher perceived synergies to bring such technologies to the Asian market or
a particular need for the technology for the execution of overall long-term corporate strategy objectives.
Additionally, we discovered the disparity between multiples paid by Asian buyers for US targets in the utility space
and those paid by US buyers for Asian targets. The EBITDA multiples paid by Asian buyers for US targets were
higher than any other industry segment. It should be noted that this was affected by a few industry transactions
that were quite outside of the mean multiples within the industry. Asian targets within the real estate sector
received the highest EV/EBITDA multiples paid for by US buyers, indicative of US buyers paying a premium for
access to Asian markets.
Exhibit 7

Comparison of Multiples US/Asia (2016—2018)
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Exhibit 8 provides a comparison of multiples paid by US and Asian parties for their counterparts across all industry
segments. On average, Asian targets are acquired for lower EV/Revenue multiples by US buyers than US targets
are receiving from Asian buyers. However, there was an increase in EV/Revenue valuation multiples for both US
and Asian targets in 2018 relative to 2017. The disparity in valuation multiples between US and Asian targets
is most likely indicative of the higher levels of liquidity of US targets (i.e. more competitive and mature M&A
markets), as well as the higher levels of stability in such markets.
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Exhibit 8
Average Multiples Paid Between the US and Asia
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M&A Activity Between US and China
Besides looking at M&A activity between US and Asia, we have also segregated transaction data directly as it
relates to deals between the US and China. Exhibit 9 provides an overview of deals when US buyers acquire
Chinese targets. Of note is the sharp drop in deal values between 2016 and 2017, which is heavily influenced by
a decline in deal sizes over the period. In addition to the decline in deal values, which were skewed by a few very
large transactions, there was an increase in the total number of deals consummated over the 2016 to 2018 period.
In regard to Chinese acquirers transacting with US targets, it isn’t a surprise that both the total deal value and deal
volume has declined quite dramatically from 2017 to 2018, with values declining by 60% and volume by 58%. This
is heavily influenced by the political landscape and regulatory protectionism promulgated by the US government.
Despite the declines, in terms of a comparative review, we do see that Chinese buyers have historically
consummated transactions with more US targets than US buyers have with Chinese targets. Despite the decline
in 2018, deal volumes still almost mirrored the number of US acquisitions of Chinese targets, with Chinese buyers
acquiring approximately 30 US targets and US buyers acquiring approximately 34 Chinese targets.
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Exhibit 9

US Buyers Acquiring Chinese Targets
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Chinese Buyers Acquiring US Targets
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In regard to M&A activity trends by industry sector, Exhibit 10 demonstrates that the most active industries were
consumer discretionary, information technology and healthcare for Chinese buyers. The consumer segment was
the most active and a reflection of Chinese interest in US brands for the Chinese market. Chinese buyers M&A
activity in these sectors far out-weighed that of their US counterparts, with net transactions over the period
favouring Chinese buyers by 65 deals. US companies did, however, acquire more companies than their Chinese
counterparts in the industrials, consumer staples, materials, and utilities sectors.
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Exhibit 10
Comparison of Deal Activity between the US and China per Sector (2016—2019 Q1)
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In terms of volume per sector, Exhibit 11 provides a breakdown of deals of both US buyers acquiring Chinese
targets as well as Chinese buyers acquiring US targets for the period 2016-2019 Q1 inclusive. Transaction volumes
were distributed quite evenly across industry segments with the highest number of transactions in the consumer
discretionary segment.
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Exhibit 11
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A US and Canada Comparison
Exhibit 12 provides a comparison of the overall multiples paid by Canadian and US buyers for Asian targets
versus what was received by Canadian and US targets from Asian buyers. Of course, it should be noted that this
conclusion is somewhat skewed due to the mix of industry sectors being different between the countries, which
will influence this particular result as it is an aggregate calculation. Based on this analysis, Asian targets received
higher EV/EBITDA multiples from Canadian buyers than from US acquirers and US targets received higher
EV/Revenue multiples than Canadian targets from Asian buyers. This could be an indication that Canadian buyers
are paying a premium to win bids within the Asian market. Also, the higher levels of liquidity and size/relative risk
of US companies is leading them to receive higher multiples.
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Exhibit 12

Comparison of Average Multiples Paid and Received by Canadian and US Companies
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M&A Activity Between Canada and Asia
In order to provide a comparison of how Canada performs in terms of M&A activity relative to the US as it relates
to Asia, we have undertaken the same analysis of deal activity between Canada and Asia. Exhibit 13 provides an
overview of M&A activity by volume and value over the 2016 to 2018 period between Canada and Asia. As can
be observed, Canada has seen growing M&A activity in terms of acquiring Asian targets over the period, with
volume increasing from 50 to over 80 acquisitions in 2018. In regard to Asian buyers acquiring Canadian targets,
we have identified increases in deal values influenced by the consummation of large deals while deal volume has
remained relatively flat.
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Exhibit 13

Canadian Buyers Acquiring Asian Targets
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Asian Buyers Acquiring Canadian Targets
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Exhibit 14 provides an overview of the volume of transactions per industry sector for the period 2016 to 2018.
Of note, we see that Canadian buyers have been most active in the materials sector, with deal volumes increasing
over the course of the period as well. Other active industry segments in addition to materials included the
industrials and information technology sectors. Asian buyers were also active in those same segments; however,
there was some decline in deal volume by Asian buyers of information technology targets in Canada, despite that
it remained the second most active segment.
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Exhibit 14
Canadian Buyers Acquiring Asian Targets
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Exhibit 15 reviews deal values of Canadian buyers acquiring Asian targets. As can be seen from the exhibit,
a few outlier mega-deals substantially influenced the results. For example, in 2016, the Canadian acquisition of
Asian-based Pacific Holdings accounted for 98% of all industrial transactions related to value. Industrials also
represented 60% of all deal values for all Canadian M&A buyside activity of Asian targets. In 2017, the Canadian
acquisition of Epsilion Distribution Ministerial Holding Corporation accounted for 64% of total utilities deal value.
Utilities represented 82% of all deal value across all industry segments. These mega-deals are highly correlated to
the Canadian pension funds and their appetite for large transactions.
Exhibit 15
Canadian Buyers Acquiring Asian Targets
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Similarly, Exhibit 16 reviews deal values for transactions whereby Asian buyers acquired Canadian targets. We see
some mega-deals highly influencing the distribution of value across industry segments. Of note, in 2016, there was
the acquisition of the Bentall Centre, which accounted for 84% of all real estate deal value and the acquisition of
3216444 Nova Scotia, which accounted for 79% of total deal value within the industrials segment. Unsurprisingly,
there were no acquisitions of utility operators in Canada by Asian buyers due to the fact that these are typically
crown corporations or protected from foreign acquisition/investment.
Asian Buyers Acquiring Canadian Targets

Exhibit 16
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Exhibit 17 provides an overview of the proportional breakdown of deal sizes over the past 3 years for transactions
whereby Canadian buyers acquired Asian targets. We can see that over the period there was an increase in the
amount of deals involving smaller Asian targets.
Exhibit 18 demonstrates that Asian buyers have consistently preferred acquiring smaller Canadian targets during
the period of 2016-2018. When contrasted to Exhibit 6, we can see that although the US and Asia have also
consummated numerous transactions in the lower mid-market segment, it is significantly more prevalent in
the Canada/Asia scenario. This is also a reflection of the sizes of companies operating in the Canadian market;
generally, the sizes of Canadian targets are smaller and, accordingly, the capacity of Canadian acquirers to pursue
large targets will also be limited.
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Exhibit 17
Canadian Buyers Acquiring Asian Targets
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Exhibit 18
Asian Buyers Acquiring Canadian Targets
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Exhibit 19 provides a comparative overview of the multiples paid for the top-three industry sectors by volume
activity for the period of 2016-2018. Interestingly, we see that Canadian buyers pay substantially higher EV/
Revenue multiples for industrial companies than Asian buyers do for Canadian targets. This could be a premium
paid by Canadian buyers related to higher growth expectations of industrials within the Asian market. Also of note,
Asian buyers pay substantially higher EV/Revenue multiples for Canadian materials targets than what Canadian
buyers pay for their Asian counterparts. This may be a reflection of Asian buyers requirements for such minerals
within their region and therefore, premiums paid to win deals and have access to those particular precious metals.
Exhibit 19

Comparison of Multiples Canada/Asia (2016-2018)
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Exhibit 20 provides an overview of the aggregate multiples paid between Canada and Asia. On average,
Canadian targets are receiving lower EV/Revenue multiples by Asian buyers than Asian targets are receiving from
Canadian buyers, whereas on average, Canadian targets are receiving higher EV/EBITDA multiples from Asian
buyers than Asian targets are receiving from Canadian buyers. Based on the industry sectors where we have seen
activity (as per Exhibit 14), this could be indicative of Asian buyers valuing more stability in earnings and Canadian
buyers pricing in growth into their Asian counterparts.
Exhibit 20
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M&A Activity Between Canada and China
When looking at M&A activity between China and Canada, we see that there is not a sufficient amount of
transactions consummated to provide meaningful data. Exhibit 21 demonstrates that Canadian buyers acquired a
total of 10 targets in 2018 whereas Chinese buyers acquired a total of 6 Canadian targets in the same year.
There was a decrease of 80% in both value and volume in 2017 and total buyside activity coming out of Canada
to China in 2018 was approximately 600M. Over the 2016 to 2018 period, as it relates to Chinese buyers acquiring
Canadian targets, we see decreasing deal volume over the past three years, yet substantially more value
transacted than the Canadian buyers of their Chinese counterparts. That typically related to some mega-deals,
one of them being the acquisition of Nevsun Resources in 2018, which represented 76% of all deal value of Chinese
acquisitions of Canadian targets in 2018.
Exhibit 21
Canadian Buyers Acquiring Chinese Targets
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When looking at the net acquisitions between Canada and China over the 2016-2018 period, as demonstrated in
Exhibit 22, we see significantly higher deal activity in the materials, industrials, and energy sectors by Chinese
buyers of Canadian targets than that of Canadian buyers of Chinese targets. Real estate, the third most active
industry segment for Canadian acquirers, was matched by Chinese acquirers of Canadian targets. China was a net
acquirer of Canadian targets over the 2016-2018 period, acquiring 8 more Canadian targets than Canada acquired
of Chinese targets.
Exhibit 22
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Conclusion
Political uncertainty, trade wars, and an anticipated global recession are expected to have a significant impact on
cross-border M&A between Canada and Asia, and the US and Asia. Trends that we have identified over the past
three-year period include increases in US acquisitions of Asian targets and decreases in Asian acquisitions of US
targets. This trend is expected to continue based on the current political environment. It is possible that Canada
will be a beneficiary of inbound M&A activity from Asian-based buyers, which could potentially push valuation
multiples higher in the market for Canadian companies. Continued trends that are expected to persist include
Asia’s appetite for consumer discretionary companies, strong companies in information technology, and leading
healthcare companies in North America. These segments help Asian buyers address the market needs concerning
their growing populations, the rise in the middle class, the appetite for branded products, an aging population and
accommodating the demographics in the region. North America is expected to continue to produce attractive IT
companies due to its strong talent pools as well as its ability to attract top talent from around the world,
Canada’s robust R&D tax credit programs, and access to VC capital. The Asian market is expected to continue to
see Canadian pension funds acquiring large industrial and real estate assets in the region. As the Canadian pension
funds have tremendous needs for capital deployment, they will continue to diversify their investments away from
Canada, including in the Asian market.
Source: Data from S&P Capital IQ
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Aroon Sequeira
This session will start with a macro view of the worldwide M&A market and then drill down to the core trends
shaping M&A in Canada today.
The global backdrop
Based on a seven-year cycle, M&A activity globally has been robust. That said, deal value plunged 16% year-overyear in the third quarter of 2018, to US$729 billion, the lowest it’s been since 2016. Debt remains cheap and equity
markets continue to be strong.
The middle-market, transactions ranging in size from $1 million to $100 million, continues to be strong.
Deal volume and transaction values worldwide
Exhibit 1 shows that deal volume is about evenly split between North America and Europe, with Asia not far
behind. Deal values in North America, however, tend to be higher, driven by the U.S. market.
Exhibit 1
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Based on a study conducted by the Canadian Venture Capital Association, Ontario and British Columbia have the
largest PE deal volumes.— see Exhibit 2, “Private Equity Heat Map”
Exhibit 2
Private Equity Heat Map
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Ontario leads in deal values, due to larger transactions, while Quebec leads in number of transactions, likely due
to regional private equity and government sponsored funds. British Columbia is next for deal value, followed
by Alberta, though the state of the energy industry in Alberta has had quite a negative impact on values.
Who are the targets for these deals and who are the buyers?
Canadian companies buying other Canadian companies represents the largest volume of transactions.
Canadian companies buying foreign targets is also on the rise. This is not surprising as business becomes more
global and to succeed today, you need to have good reach into the US, Europe and Asia.
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Exhibit 3
Number of Announced Deals
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New economy vs. old economy
Real estate, metals and mining, IT and industrials are the busiest sectors. The increase in “health care” is due to the
inclusion of the cannabis industry in this sector. For more on deal activity by sector, see Exhibit 4.
Exhibit 4
Number of Announced Deals by Sector
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An interesting trend, but no surprise, is the increasing shift from tangible assets to intangible assets in the value
of businesses. Exhibit 5 illustrates this trend over the last 40 years.
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Exhibit 5
Proportion of Total Market Capitalization — S&P 500
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Thirty plus years ago value was all about tangible assets. Too much goodwill or blue sky meant extra risk.
The more “hard assets” you had the better off you were. Today, to paraphrase Warren Buffett, “goodwill is the gift
that keeps on giving”.

Private Equity
Private equity (PE) as an asset class is fundamental to the portfolios of institutional investors such as
pension funds. Some of these investors will have “direct investment” PE divisions (eg. Ontario Teachers) and
many will invest as Limited Partners in independently managed funds. The impact is that PE’s have become very
major players in all segments of the M&A market resulting in more activity and higher multiples (See Exhibit 6).
Exhibit 6
Total Enterprise Value / EBITDA Multiples ($10M—$250M)
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*Size range of deals is between $10MM—$250MM TEV
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The larger, more sophisticated new-economy businesses in the middle-market are commanding higher multiples
than old-economy companies. For cyclical industries like energy, there has been some reduction in transaction
multiples, but the bigger issue affecting value is the drop in earnings.
Exhibit 7
Total Enterprise Value / EBITDA Multiples by TEV Size Range (2003—2017)
9.0x
8.0x

8.0x
1,227

7.0x
6.0x

7.2x

5.0x

900

916

750

4.0x

600

634

450

3.0x
2.0x

317

1.0x
0.0x

1200
1050

6.3x
5.6x

1350

$10-25M

$25-50M

Average TTM Revenue Growth – 15.4%

$50-100M

Average EBITDA Margin – 20.6%

$100-250M

300
150
0

PE platform deals are of above average quality

Higher multiples are often the result of greater accessibility to leverage. While that holds true in both Canada
and in the United States, there’s more variability south of the border where banks over-extend in good times and
retract in bad. Canadian banks tend to be a little more conservative and a little steadier through the cycles. Other
than for very small businesses, banks are lending more and more on cash flow rather than assets.

Deal Terms and Trends
The following represents current trends on deal terms.
Bridging the pricing and financing gap
Not much has changed when bridging pricing and financing gaps between buyers and sellers, especially on
smaller transactions. Non-cash consideration such as vendor notes, rolled equity and earn-outs continue to
be popular.
Vendor notes are, for all practical purposes, subordinated or mezzanine debt that should carry low to high doubledigit interest rates depending on risk profile. In reality, we tend to see rates on vendor notes a little higher than
senior debt (eg. 6%, to 10 %) but much lower than subordinated or mezzanine debt.
In private equity transactions, consistent with PE’s desire to partner with management teams,retained equity or
rollover equity is the standard operating model. This aligns interests and provides the vendor with some upside
or second pay day. Like any equity investment, there is always risk to the vendor in retained interests.
Earn-outs continue to be a tool to bridge legitimate price gaps between vendors and purchasers. Earn-outs add
complexity and it is important that the legal documentation reflects the intended business terms.
Bidding up price and bidding down terms
Thanks to strong competition for quality transactions in the middle and larger markets, vendors are increasingly
enjoying favourable deal terms. The trend here is towards deals with a higher percentage of cash deals and lighter
representations, warranties and indemnities.
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Representations and warranty insurance
Driven again by private equity, we are seeing more rep and warranty insurance on transactions. This provides
certainty to vendors that proceeds received on a transaction will not be at risk in the future. The insurance
provides purchaser’s assurance that they will not have to chase a vendor to collect on an indemnity.
Fireside chats
Another trend is increasing use of “fireside chats” between purchasers and potential targets. This may occur well
in advance of a transaction to build a relationship and create familiarity or it may occur as part of a transaction
process prior to formally entering into non disclosure agreements etc.
Again, attribute this change to the growing impact and influence of private equity. Planning for an exit happens
concurrently with the purchase of a business for private equity. Management teams of their investee companies
are introduced to potential future purchasers well in advance. Sophisticated private business owners and public
company management teams are often also adopting this approach. Meeting with prospective purchasers on an
informal basis helps to properly qualify purchasers and saves time and surprises later in a process.

Aroon Sequeira founded Sequeira Partners in 2010. As a former leader in M&A Advisory Services with
a Big Four accounting firm, he recognized a real need in the marketplace for a firm specializing in sellside transactions and corporate valuations. After establishing their first office in Edmonton in 2010, the
firm quickly grew to include offices in Vancouver and Calgary. Today Sequeira Partners is one of Western
Canada’s largest boutique M&A and valuation advisory firms, serving clients throughout Western
Canada. Aroon holds the FCA, CBV and ICD.D designations.

100

07 — M&A Update — Year in Review

08
“REIGNING IN” EXPERT
WITNESS OPINION
EVIDENCE IN
THE CONTEXT
OF THE ULTIMATE
ISSUES DOCTRINE

“REIGNING IN” EXPERT WITNESS
OPINION EVIDENCE IN THE CONTEXT
OF THE ULTIMATE ISSUES DOCTRINE1
Jack M. Blackier, FCA, DIFA, LL.M.2

The Dangers of Opinion Evidence and the Ultimate Issues Doctrine
The ultimate issues doctrine has been a much discussed theory since the very early days of the evolution of the
rule of law. Cross3 discusses the early case of R. v. Wright4 where some members of the Court expressed a doubt:
“…whether the witness could be asked his opinion on the very point which the jury were to decide, viz:
Whether, from the other testimony given in the case, the act as to which the prisoner was charged was,
in his opinion, an act of insanity.”
The doctrine was characterized by Sopinka, Lederman, Bryant5 as follows: when the closer the testimony gets to
the ultimate issue the court has to decide, the more the court is inclined to reject the testimony on the grounds
that such an opinion would “invade the province” or “usurp the function” of the jury.
An interesting statement of the law relative to opinion evidence and the ultimate issues doctrine in the context
criminal jury trial was rendered by Justice MacKinnon in R. v. French6, wherein the Court wrote as follows:
“…The Courts must be chary of limiting or usurping the jury’s duty and function in this area. It is not
“empty rhetoric” to speak of the “usurpation” of the function of the jury in these circumstances. If the
evidence were admitted and the jury instructed to weigh it, it would not be surprising if the members
of the jury were so impressed by the credentials and knowledge of the expert witness that their own
possibly contrary view of the witness’ evidence would be overborne by that of the expert. The assessing
of a witness’ credibility is a matter peculiarly within the province of a jury and it is only in unusual
circumstances, which do not obtain here, that credibility can be attacked by the calling of expert
medical evidence.”

1

This Paper has been adapted from a version that was previously delivered to the Association of certified Forensic Investigators of
Canada in April 2019

2

Partner, Cox & Palmer, Saint John, N.B. The author holds a Chartered Accountant and a Fellow of the Chartered Accountant
designation from the New Brunswick Institute of Chartered Accountants. He holds a Diploma in Investigative & Forensic Accounting
from the University of Toronto, and a Master of Law from York University. Jack is an avid speaker and writer in both Canada and the
United States on the law relative to expert witnesses.

3

Cross on Evidence 6th Edition 1985 Butterworths at Page 445

4

(1821) Russ & Ry 456 at 458

5

The Law of Evidence in Canada, 1992, Butterworths at Page 540

6

1977 (Canlii) 2117 (ONCA)
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A more recent enunciation by the Supreme Court of Canada (“SCC”) as to the dangers associated with an expert
witness opining on the very issue before the trier of the fact can be found in R. v. D. D.7 wherein the Court stated:
53

The primary danger arising from the admission of any opinion evidence is that the province of

the jury might be usurped by that of the witness. This danger is especially prevalent in cases of expert
opinion evidence. Faced with an expert’s impressive credentials and mastery of scientific jargon, jurors
are more likely to abdicate their role as fact-finders and simply attorn to the opinion of the expert in
their desire to reach a just result. See Mohan, supra, per Sopinka J. at p. 21:
There is a danger that expert evidence will be misused and will distort the fact-finding process.
Dressed up in scientific language which the jury does not easily understand and submitted
through a witness of impressive antecedents, this evidence is apt to be accepted by the jury as
being virtually infallible and as having more weight than it deserves.
54

The danger of attornment to the opinion of the expert is further increased by the fact that expert

evidence is highly resistant to effective cross-examination by counsel who are not experts in that field. In
cases where there is no competing expert evidence, this will have the effect of depriving the jury of an
effective framework within which to evaluate the merit of the evidence.
55

Additional dangers are created by the fact that expert opinions are usually derived from academic

literature and out-of-court interviews, which material is unsworn and not available for cross-examination.
Though not properly admissible as evidence for the proof of its contents, this material generally finds
its way into the proceedings because “if an expert is permitted to give his opinion, he ought to be
permitted to give the circumstances upon which that opinion is based” (R. v. Dietrich (1970), 1970 CanLII
377 (ON CA), 1 C.C.C. (2d) 49 (Ont. C.A.), at p. 65). In many cases, this material carries with it prejudicial
effects which require special instructions to the jury (Abbey, supra, at p. 45).

Admissibility into Evidence
A review of the writings of various learned authors reveals the doctrine has from time to time met with favor in
some courts but has, over the longer term, been rejected by other courts.
In Graat8, Mr. Justice Dickson, speaking for a unanimous SCC, adopted the principles of law as referenced by
authors Cross and Wigmore. In doing so, Mr. Justice Dickson wrote:
“…As for other considerations such as “usurping the functions of the jury” and, to the extent that it may
be regarded as a separate consideration, “opinion on the very issue before the jury”, Wigmore has gone
a long way toward establishing that rejection of opinion evidence on either of these grounds is unsound
historically and in principle…
I agree with Professor Cross (at p. 443) that “The exclusion of opinion evidence on the ultimate issue can
easily become something of a fetish”.

7

[2000] 2 SCR 275, 2000 SCC 43 (Canlii)

8

[1982] 2 SCR 819, 1982 Canlii 33 (SCC)
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In Khan9, the Ontario Court of Appeal acknowledged that opinion evidence with significant probative value might
be lost from a strict application of the ultimate issues doctrine. However, in following Graat, supra., the Court also
recognized the very real dangers associated with expert evidence going to the ultimate issue:
The expert is permitted to testify where he or she has the necessary expertise and the evidence would
assist the trier of fact. To automatically exclude the expert’s evidence that a certain factual inference
should be drawn because that fact is at the core of the dispute before the court excludes the potentially
most probative part of the expert’s evidence.
I readily acknowledge the potential danger of expert evidence going to the ultimate issue, particularly in
cases involving allegations of sexual abuse against children…. Faced with the often intractable problem
of trying to decide who is telling the truth in cases of alleged child abuse, the trier of fact may seek
refuge in the apparent security and objectivity of the expert’s opinion evidence. At the same time the
value and need for such evidence is strong in cases of child sexual abuse: R. v. Mohan (1992)…
In R. v. Burns10, the SCC followed the reasoning outlined in Graat and Khan, supra, and ruled that opinion evidence
should not be excluded simply because it suggests answers to the issues which are at the core of the dispute
before the Court.
Therefore, it is now a generally accepted legal principle in Canada that opinion evidence is not to be excluded from
admission into evidence simply because it may offend the ultimate issues doctrine.

The Reliability of Expert Opinion Evidence
The reliability of opinion evidence is often a concern, and especially so when an expert (i) strays beyond their
scope of expertise, and in doing so, (ii) infringes upon the ultimate issue before the Court. In many cases, expert
evidence which infringes upon the ultimate issues doctrine also give rise to concerns relative to the reliability of
said expert evidence.
A review of Canadian jurisprudence reveals that reliability of opinion evidence and the necessity for such evidence
to assist the Court were two early and recurring concerns for our Courts.
In Kelliher v. Smith11, the SCC drew upon the 1766 decision of Carter v. Boehem as authority for the
proposition that:
“…the jury were just as capable as the witness of forming a correct judgment as to the plaintiffs’ acts,
and the evidence does not disclose that either of the witnesses had ever operated a fire extinguisher.
The object of expert evidence is to explain the effect of facts of which otherwise no coherent rendering
can be given.”
In R. v. Abbey12, the SCC addressed the subject matter of expert witness, albeit in the context of the reliance by an
expert on hearsay evidence. Again, the thrust of the judicial commentary was directed towards an expert having
specialized knowledge and the need for such evidence by the trier of the fact, particularly against the back-drop
of “scientific evidence”.

9

Khan v. College of Physicians & Surgeons of Ontario, 1982 Canlii 2784 (ONCA)

10

[1994] 1 SCR 656, 1994 Canlii 127 (SCC)

11

[1931] 4 D.L.R. 102, [1931] S.C.R. 672

12

[1982] 2 S.C.R. 24
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The principles enunciated in Abbey were endorsed by the SCC five (5) years later in R. v. Beland and Phillips13.
While this case was premised on the admissibility of polygraph evidence, we do see the very early signs of a
“cost-benefit” and the “gate-keeper” function entrusted to a trial judge. Justice McIntyre, writing for the majority,
wrote as follows:
“…The compelling reason, in my view, for the exclusion of the evidence of polygraph results in judicial
proceedings is two fold. First, the admission of polygraph evidence would run counter to the well
established rules of evidence which have been referred to. Second, while there is no reason why the rules
of evidence should not be modified where improvement will result, it is my view that the admission of
polygraph evidence will serve no purpose which is not already served. It will disrupt proceedings,
cause delays, and lead to numerous complications which will result in no greater degree of certainty in
the process than that which already exists.”
In 1990, Madame Justice Wilson, writing for the majority in R. v. Lavalee14, fell back upon the principles articulated
by the SCC in Kelliher in relying exclusively upon specialized knowledge of an expert witness and necessity as the
principles that should govern the admissibility of expert witness evidence.
Over a period of some 70 years, the prevailing American legal principle relative to the admissibility of expert
witness evidence was that articulated in Frye v. United States15…..expert opinion based on scientific technique is
not admissible unless the technique is generally accepted in the relevant scientific community as being reliable.
Expert opinion based on methodology that diverges “significantly from the procedures accepted by recognized
authorities in the field …cannot be shown to be generally accepted as a reliable technique.” These principles
became known as the “Frye Rule”.
Again, we see a reference to science and scientific authorities……all of which is premised on specialized knowledge,
with the resulting challenges of being understood by non-scientific people….judges and juries alike.
The US approach was rejected by Madame Justice Wilson in Beland. We start to discern in her writing in Beland
the possibility of the SCC moving towards an expanded policy relative to the admissibility of expert evidence,
even if no such policy was yet being articulated relative to the weight to be afforded expert witness evidence.
As early as Beland in 1987, it was recognized by the SCC that the continuing acceptance of the “Frye Rule” in
the United States was under challenge. In Beland, Madame Justice Wilson acknowledged a growing movement
of support in the United States from the “general acceptance standard” of Frye to a standard correlating to a
“reasonable reliability”. She wrote as follows16:
It is argued, however, by the Crown that polygraph evidence should not be admitted because it is “not
reliable to an acceptable standard”. This is, of course, not consistent with the view of the minority of this
Court in Phillion that there may be circumstances in which it would be appropriate to admit it.
It is, in effect, a plea for the acceptance in Canada of the Frye test initially applied in the United States
(see Frye v. United States, 293 F. 1013 (D.C. Cir. 1923) which has since been considerably eroded by the
courts of that country. The “general acceptance” test in Frye has now given way in the United States
to the “reasonable reliability” test. Mark McCormick in his article “Scientific Evidence: Defining a New
Approach to Admissibility” (1982), 67 Iowa L. Rev. 879, explains why at p. 904:
The courts that have moved away from Frye have obviously done so because of a perception
that the standard is too rigid, somewhat unclear, and an unnecessary and undesirable barrier to
the admissibility of scientific evidence in some situations. The effect of the departure from Frye

13

[1987] 2 S.C.R. 398 at Paragraph 74

14

[1990] 1 S.C.R. 852

15

54 App. D.C. 46, 293 F. 103

16

[1987] 2 SCR 398 at paragraph 60
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has been a liberalization in the admission of scientific evidence. A discernible trend toward an
expansive admissibility standard plainly exists.
By the early 1990s, the US common-law rules of evidence relative to expert witness evidence had become
overtaken by the adoption of the Federal Rules of Evidence, and in particular Rule 702 which reads as follows:
If scientific, technical, or other specialized knowledge will assist the trier of fact to understand the
evidence or to determine a fact in issue, a witness qualified as an expert by knowledge, skill, experience,
training or education, may testify thereto in the form of an opinion or otherwise.
Rule 702 of the US Federal Rules of Evidence was endorsed by the United States Supreme Court in Daubert .v.
Merrell Dow Pharmaceuticals (92-102).17
The genesis of Rule 702 remains (i) an enhanced degree of knowledge – specialization – which supersedes the
knowledge of the trier of fact and (ii) the necessity for opinion evidence in assisting the trier of fact to understand
the evidence or to make a correct determination of fact on the basis of the evidence. In short, the principles
underlying Rule 702 are remarkably consistent with the principles established in Canada as early as the 1920s
in Kelliher.

Mohan: A Principles Based and Made-in-Canada Methodology
It should come as no real surprise that Mr. Justice Sopinka authored the SCC’s 1994 decision in Mohan.18 Speaking
for the SCC, Mr. Justice Sopinka’s thought process, initially formulated four years earlier in Lavalee, represents a
distinct expansion of legal principles for Canada, encompasses several of the earlier criteria adopted in both the
United States and Canada., and moves substantially beyond the US Federal Rule 702 and the US Supreme Court’s
1993 decision in Daubert.
Most importantly perhaps, the decision of Mr. Justice Sopinka in Mohan represents an articulation of a
comprehensive statement of legal principles governing both the admissibility of expert witness evidence and the
weight to be afforded to said evidence.
Mohan established the following 4 criteria relative to the admissibility of expert evidence:
i.

Relevance

ii.

Necessity

iii.

The absence of any exclusionary rule, and,

iv.

A properly qualified expert

As a final caveat, Mr. Justice Sopinka, in harking back to earlier case authorities, issued a caution relative to a “…
basic level of reliability…” required for expert evidence based on “….novel scientific theory or technique…” and the
potential impact thereof on the fact finding process:
As in the case of relevance, discussed above, the need for the evidence is assessed in light of its
potential to distort the fact-finding process. As stated by Lawton L.J. in R. v. Turner, [1975] Q.B.
834, at p. 841, and approved by Lord Wilberforce in Director of Public Prosecutions v. Jordan,
[1977] A.C. 699, at p. 718:
“An expert’s opinion is admissible to furnish the court with scientific information which is likely to
be outside the experience and knowledge of a judge or jury. If on the proven facts a judge or jury
can form their own conclusions without help, then the opinion of an expert is unnecessary. In such

17

509 U.S. 579 (1993)

18

[1994] 2 SCR 9, 1994 Canlii 80 (SCC)
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a case if it is given dressed up in scientific jargon it may make judgment more difficult. The fact
that an expert witness has impressive scientific qualifications does not by that fact alone make his
opinion on matters of human nature and behaviour within the limits of normality any more helpful
than that of the jurors themselves; but there is a danger that they may think it does.”
The possibility that evidence will overwhelm the jury and distract them from their task can often
be offset by proper instructions.
Over the 15 years following Mohan, the SCC has, again and again, concerned itself with the reliability of scientific
evidence offered by expert witness, as illustrated as follows:
• In R. v D.D.19, the SCC placed the reliability factor within the necessity criteria as developed by Mohan.
In doing so, the SCC adopted the reasoning of then Professor David Paciocco:
C.

Summary of General Approach to Necessity

[57]

In summary of the general principles expressed above, I adopt the following passage by

Professor Paciocco:
As the Mohan Court explained, the four-part test serves as recognition of the time and expense
that is needed to cope with expert evidence. It exists in appreciation of the distracting and
time-consuming thing that expert testimony can become. It reflects the realization that simple
humility and a desire to do what is right can tempt triers of fact to defer to what the expert says.
It even addresses the fact that with expert testimony, lawyers may be hard-pressed to perform
effectively their function of probing and testing and challenging evidence because its subject
matter will often pull them beyond their competence, let alone their expertise. This leaves the
trier of fact without sufficient information to assess its reliability adequately, increasing the risk
that the expert opinion will simply be attorned to. When should we place the legal system and
the truth at such risk by allowing expert evidence? Only when lay persons are apt to come to a
wrong conclusion without expert assistance, or where access to important information will be lost
unless we borrow from the learning of experts. As Mohan tells us, it is not enough that the expert
evidence be helpful before we will be prepared to run these risks. That sets too low a standard. It
must be necessary.
(D. Paciocco, Expert Evidence: Where Are We Now? Where Are We Going? (1998), at pp. 16-17.)
• In R. v. J-L.J.20, the SCC, in referencing the dangers of novel scientific evidence as articulated by Mr.
Justice Sopinka in Mohan, endorsed the “reliability foundation test” as enunciated by the United States
Supreme Court in Daubert v. Merrill Dow Pharmaceuticals21 and Rule 702 of the US Federal Rules of
Evidence22, and;
• In R. v. Trochym23, the crucial determining factor governing the admissibility of the scientific evidence
was the underlying reliability of said evidence. The SCC urged trial Judges to engage in the “gate-keeper”
function as expressed in Mohan and carefully scrutinize the reliability of the scientific evidence so as to
ensure that the admissibility of said evidence would not “distort the fact-finding process”

19

[2000] 2 SCR 275, 2000 SCC 43 (Canlii)

20 [2000] 2 SCR 600, 2000 SCC 51 (Canlii)
21

509 US 579 (1993)

22 Title 28, United States Code, Article VII
23 [2007] 1 SCR 239, 2007 SCC 6 (Canlii)
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In summary, we see that the reliability of scientific evidence has been a predominant theme by the SCC
since Mohan. And yet, reliability was not expressly enumerated by the SCC in Mohan as a factor governing the
admissibility of expert evidence. Rather, it is suggested that the SCC, subsequent to Mohan, has picked up on Mr.
Justice Sopinka’s concerns regarding “novel scientific evidence’ and has “read in” reliability as a sub-component
of the necessity criteria.
The admissibility into evidence of the opinion of an expert witness is, fundamentally, premised on a belief that
such evidence is reliable, and as such, is worthy of being admitted into evidence and relied upon by the Court as
a component of the fact finding process. Therefore, it should not be surprising that any concerns relative to the
reliability of opinion evidence will give rise to questions as to the admissibility into evidence of any such opinion.

The World of Forensic Pathology in Canada: An Excellent Learning Tool
Our history of litigation has demonstrated that the reliability of expert opinion evidence will erode in
circumstances where an expert witness strays beyond their sphere of expertise. The only real questions are the
degree of the erosion and the impacts thereof on the fact finding process.
Over the past 20 years, Canadian Courts have experienced several encounters with forensic pathology against the
back-drop of cases involving allegations of wrongful conviction. These cases, unfortunate as they are, provide an
excellent learning tool by which our rule of law and the participants therein can assist in preserving the reliability
of opinion evidence.
Dr. Michael Pollanen testified before the Ontario Court of Appeal (“ONCA”) in the 2007 Application for Ministerial
Review by Steven Truscott.24 The ONCA, based on the remarks of Dr. Pollanen, referenced an alternative model of
forensic pathology having evolved over the preceding 10 year period. This alternative model, which was referenced
as an ‘evidence based approach, required:
“…a critical analysis of peer-reviewed literature and attention to primary evidence from the
post-mortem examination…”25
Before the ONCA, Dr. Bernard Knight, another leader in Forensic Pathology, also explained the Evidence Based
Approach (“EBA”) to forensic pathology as follows:
“…a new term for basing all medical treatment, diagnosis, including pathology, on a firm
experimental basis…”26
A careful reading of the ONCA decision in the Truscott Reference leads to several important conclusions.
The ONCA was particularly sensitive to the reliability of the scientific medical evidence that resulted in
Truscott’s conviction. More importantly, the ONCA was particularly sensitive to the reliability in the advances on
scientific evidence that had evolved since Truscott’s conviction in 1959, a period of 48 years prior to the Reference
to the ONCA.
EBA, as articulated in Truscott (re), concerned the reliability of forensic scientific medical evidence adduced
before a Court via forensic pathologist as an expert witness.
In 2008, Mr. Justice Stephen Goudge released his Report into the Inquiry into Pediatric Forensic Pathology
in Ontario27

24 Truscott (re) 2007 ONCA 575 (Canlii)
25 Truscott (re), supra. at paragraph 169
26 Truscott (re), supra. at paragraph 183
27 Toronto: Ontario Ministry of the Attorney General: 2008
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In Chapter 18 of his Report, Mr. Justice Goudge wrote extensively on “…making the courts less vulnerable to
unreliable expert evidence in cases involving both pediatric forensic pathology and other scientific evidence that
may be controversial…”
Mr. Justice Goudge made a total of eleven (11) recommendations in his Chapter 18 entitled “The Role of the
Court”, all geared towards decreasing the risk that our justice system will be undermined by unreliable scientific
expert evidence. In doing so, Mr. Justice Goudge referenced a number of criteria that judges and legal counsel
might consider in evaluating, at the admissibility stage, whether expert evidence satisfies a standard of threshold
reliability such as to warrant admissibility into evidence. These criteria include:
• an assessment of the reliability of the expert as a witness;
• an assessment of the reliability of the expert’s theory and the technique(s) utilized by the expert;
• whether the expert has adequately considered alternative explanations or interpretation of the
underlying data;
• whether the language utilized by the expert is appropriate, and,
• whether the expert’s opinion is expressed in a manner that would allow the trier of the facts to reach an
independent opinion as the reliability of the expert’s opinion.
It is imperative to recognize that no single criterion will likely determine the reliability of tendered expert evidence
in any given case. Rather, it is very likely that a number of criteria, relative to the reliability of expert evidence,
must be called upon and evaluated against the back-drop of the particular circumstances in each case.
By June 2009, the advent of a theory relative to EBA had finally arrived to Canadian legal circles.
The Hon. Mr. Justice David Paciocco, then of the Faculty of Law at the University of Ottawa, authored his article
entitled “Taking a “Goudge” Out of Bluster and Blarney: An Evidence-Based Approach” to Expert Testimony”28
Mr. Justice Paciocco’s article is cast against the backdrop of several prominent cases in Canada which turned
upon the reliability of scientific evidence, including those involving Dr. Charles Smith in Ontario. In these cases,
convictions were entered on the basis of “faulty” scientific evidence which was not successfully challenged until
after the convictions had been entered.
Building on the Goudge Inquiry Report, Mr. Justice Paciocco’s summarized EBA on the basis of the following four
key principles:
a)

The theory or technique used by the expert must be reliable, and so too must the use of that theory
or technique by the expert;

b)

The expert must not be biased (the expert must “keep an open mind to a broad menu of
possibilities);

c)

The expert must be objective and complete in gathering evidence, must reject information that is
not related to the theory or technique being used, and must be transparent about all the information
and influences they have been exposed to, and;

d)

The expert must clearly express not only the opinion, but also the complete reasoning process
that led to it, and must be candid about the shortcomings of the theory or technique and the
opinion reached, offering fair guidance on the level of confidence that can be placed in the
opinion expressed.

Principles (b) and (c) referenced above – bias and the need for objectivity – lend themselves to a discussion of

28 13 Can Crim. L. Rev 135
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the independence requirements of an expert witness, and is properly the subject matter of a discussion measured
against the backdrop of the April 2015 decision of the SCC in White Burgess Langille Inman.29
Principles (a) and (d) are directed towards a proper understanding and a proper evaluation by the Court and by
legal counsel of the underlying reliability and thus, the integrity, of the evidence to be adduced through an expert.
In addition, we now appreciate the extent to which the criminal law in Canada has been central to the evolution of
our rules of evidence relative to the admissibility into evidence of expert opinion evidence. We also appreciate just
how concerned our Courts have been relative to opinion evidence that infringes upon the ultimate issue(s) before
the Court, and especially so in criminal jury trials.

Recent Case Studies: Have Can We Learn?
Several recent cases offer tangible illustrations of the dangers that arise when an expert, in straying beyond their
scope of expertise, gives opinion evidence that infringes upon an ultimate issue before the Court. While the sphere
of civil litigation is not immune to these phenomenon, the dangers are greatest in a criminal prosecutions. Thus,
the cases that follow rely upon criminal prosecutions as learning tools.
i.

R. v. France30

France offers a practical demonstration of the application of an EBA to expert witnesses. In France, the expert in
question was none other than Dr. Pollanen, the same forensic pathologist that testified before the Ontario Court of
Appeal in the Truscott Reference.
In France, Justice Molloy adopted and endorsed the views expressed previously by then Professor Paciocco in his
2009 article and the four predicates that he considered necessary for ensuring the integrity of expert evidence.
Relative to Dr. Pollanen, Justice Molloy concluded as follows:
[19]

I say “ironically” because, for reasons I will develop below, I find that Dr. Pollanen: (1) failed

to properly prepare before testifying and nevertheless expressed an opinion with certainty; (2)
offered opinions beyond his area of expertise; (3) looked for ways to support a position hastily taken
(professional credibility bias); and (4) started from a position that this was a case of abuse, which he
then sought to prove (confirmation bias).
[20]

In the penultimate paragraph of his article, Professor Paciocco refers to the four predicates

identified by the Goudge Report as necessary for ensuring the integrity of expert evidence and
then states:[14]
Standing alone, this list looks trite and obvious. That is not surprising because base truths are
characteristically simple, and they tend to be evident in their wisdom. Part of the virtue in the
Goudge Report is that it serves as sad demonstration that such truths are easy to lose sight of,
simple to forget. If lawyers and judges hearken to the lessons it contains, the Goudge Report will
help protect the integrity of judicial findings by diminishing the risk that this will happen.
[21]

I do not question the professional expertise of Dr. Pollanen, nor do I doubt his integrity. He has

testified about the importance of an evidence-based approach and has lectured and taught about how
expert witnesses should behave to avoid falling into some of the pitfalls that were the focus of the
Goudge Report. Nevertheless, in my view, he himself ran afoul of some of these very principles. It is a
compelling illustration of how easy it is to fall into these errors and how cautious lawyers and judges
must be in evaluating such evidence.

29 2015 SCC 23 (Canlii)
30 2017 ONSC 2040 (Canlii)
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In assessing the evidence of Dr. Pollanen, Justice Molloy also touched upon subtle factors that may be indicative
of the unreliability of expert witness evidence. In his evidence, Dr. Pollanen described the blow to the victim’s
abdomen as “significant”. From the perspective of the trial Judge, the use of this word was intended by Dr.
Pollanen to describe the degree of force used and implied that it was a violent blow of some magnitude.
Justice Molloy stated as follow with respect to the use of the word “significant” by Dr. Pollen as an adjective, and
in doing so, cautioned as to the impact of such a word in the minds of a jury of lay persons:
[60]

In Abbey, Doherty J.A. held that in determining the boundaries of an expert’s opinion evidence,

the trial judge may “if necessary” also set boundaries on “the language in which the expert’s opinion
may be proffered so as to minimize any potential harm to the trial process.”[29] Similarly, the Goudge
Report recommended that experts be required to avoid “potentially misleading expressions.”[30]
[61]

I agree with Dr. Pollanen’s definition of the word “significant” in this context. This is not a

situation in which his use of the word is incorrect. Nevertheless, in my view, there is a danger that lay
people will misinterpret the words “significant blow” to mean “really hard blow,” notwithstanding any
explanation Dr. Pollanen might give with respect to his use of the word. There is no need to describe the
blow as significant, or important. The evidence will establish that the blow to the abdomen caused the
injury to the intestines that, in turn, caused Nicholas’ death. The “importance” or “significance” of the
blow in that sense is obvious and it does not need to be further labelled.
Of greater importance are the words of Justice Molloy with respect to opinion evidence that bears upon the
subject matter of causation, a matter which is always an ultimate issue in matters involving a homicide. In Justice
Molloy’s determination, the language employed by Dr. Pollanen went too far in expressing an opinion on causation
of death. Justice Molloy ruled as follows:
[62]

I also have concerns with Dr. Pollanen using the expression that the injuries are “consistent with”

a particular cause, such as “consistent with a violent assault” or “consistent with a fall from a low height
onto a protruding object.” There is a danger that the jury would interpret “consistent with” as “having
been caused by.” It would be preferable if Dr. Pollanen used language that is more generally understood,
such as “it could have been caused by X” or “it is possible it was caused by Y.”
Finally, without ruling on the specific issues in this particular case, Justice Molloy alluded to the dangers associated
with asking expert witnesses hypothetical questions that might be seen as encroaching upon the ultimate issue in
the domain of the ultimate trier of the fact. Justice Molloy stated as follows:
[63]

There is no dispute as to the propriety of counsel putting hypothetical questions to an expert

witness. Defence counsel submitted that such questions should not be so close to the actual facts of
the case as to, in effect, be asking the expert witness for an opinion on the very facts before the court,
which is the sole domain of the jury. Counsel relied in this regard on R. v. K. (A.),[31] in which the Court
of Appeal referred to the Crown’s “repeated use of hypothetical questions that paralleled the specific
allegations and behaviour of the individual complainants in this case.” Charron J.A. (as she then was),
held (at para. 135):
In my view, this whole series of hypothetical questions and answers far exceeded any legitimate purpose
for expert testimony in this case. The answers given by the expert would likely be understood by the jury
not just as evidence which would help them understand these features of behaviour generally but as a
further invitation to accept each complainant’s evidence regardless of their conduct and notwithstanding
the weaknesses of the testimony. It served to effectively mask the weaknesses of each complainant’s
testimony and to cloak it with a semblance of scientific reliability. Presented in this manner, the evidence
was no longer admissible because its prejudicial effect far exceeded its probative value. It was obviously
calculated to bolster the credibility of each complainant and as such was not the proper subject of
expert testimony.

112

08 — “Reigning In” Expert Witness Opinion Evidence in the Context of the Ultimate Issues Doctrine

In conclusion, Justice Molloy summarized the evidence of Dr. Pollanen as follows:
[5]

Dr. Pollanen testified as a witness on the voir dire. Following the evidence and argument, I ruled

as follows:
b)

Dr. Pollanen could provide his expert opinion as to the cause of death and mechanism of death,
as well as the nature of the other injuries on Nicholas’ body and the timing of all injuries;

c)

Dr. Pollanen would not be permitted to testify as to whether an assault was more likely to have
caused the injury than an accidental fall, nor would he be permitted to express an opinion on the
probabilities of one cause as opposed to another;

d)

Dr. Pollanen would not be permitted to express an opinion as to whether the other injuries to
Nicholas made it more likely that the abdominal injury was caused by an assault;

e)

Dr. Pollanen would not be permitted to testify that the injury to Nicholas’ abdomen was caused by
a “significant” blow, as this would be likely to be seen by the jury as an opinion on the degree of
force used;

f)

Dr. Pollanen should avoid using language to say that the injuries were “consistent with” an
assault, but rather should use language such as the injuries could have been caused this way,
or it is possible they were caused this way; and

g)

Any hypothetical question put to Dr. Pollanen should not be so detailed that it mirrors the
facts of this case exactly and essentially asks him to answer the very question the jury is
required to answer.

France is an excellent summary of various EBA-related principles, all of which serve to illustrate that the reliability
of expert evidence, however well-intentioned and well-presented by an accomplished expert, may in fact be
properly the subject matter of substantial challenge by opposing counsel and a critical assessment by the Court.
France also demonstrates the critical need for opposing counsel to carry out an effective and comprehensive
cross-examination of an expert.
ii.

R. v. Calnen31

Calnen involved a criminal prosecution for murder before a Judge and jury. The accused, in a statement to police,
provided a re-enactment of how he says his wife fell to her death from the top of a stairway at their home.
The accused, who said he did not witness the fall, denied any involvement in her fall.
The Crown retained the services of Dr. Marnie Wood, a forensic pathologist and medical examiner with the
Nova Scotia Medical Examiner Service. The Crown asked the Court to declare Dr. Wood as an expert “able to
give expert evidence with regards to the cause and manner of death, nature of injuries and their significance.”
As noted by the Court, Dr. Wood did not conduct an autopsy of the deceased. Nor, according to her report,
did she consider the medical history of the deceased.
As per of her evidence, Dr. Wood opined on the “expected outcome” based on the “described scenario” from
the accused. The salient portions of her evidence, before the Court by way of a voir dire, that relate to the
admissibility of her report are as follows:
[34]

In essence the Crown has given Dr. Wood Mr. Calnen’s version of events and asked for her expert

opinion concerning plausibility. She has opined:

31

2015 NSSC 330 (Canlii)
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The described outcome of Ms. Jordan’s instantaneous death after such a fall would be distinctly unusual
given my case experience and the reports described in the reviewed literature.
…
[36]

…Reference to Dr. Wood’s qualifiers is helpful in explaining what I perceive as some reticence on

her part. Again, she has stated:
Many variables and individual factors must be considered in every case. It is not reasonable to describe
one expected outcome for a hypothetical fall.
…
Again, the ability to comment more specifically on this case is limited by the absence of a body and
consequent inability to correlate specific autopsy findings with the described scenario.
The Court had no hesitation in qualifying Dr. Wood as an expert witness. However, the Court was persuaded that
her report should not be admitted into evidence for several reasons.
The Court ruled that her opinion relative to the plausibility of the statement from the accused as to the
circumstances leading to the death of his wife did not satisfy the test of the basic threshold of reliability. The Court
stated as follows:
[32]

In particular, I find the Defence arguments that the opinion be too speculative to have merit.

Whereas the Crown asks for the Court to qualify Dr. Wood to give expert evidence concerning the
cause and manner of death and injuries and their significance, I find her opinion is hardly what one
might normally expect from a forensic medical examiner. After all, Dr. Wood had no positively identified
remains appropriate for an autopsy. In the result, she embarked upon a review of certain of the evidence
which has now been placed before the jury.
…
[37]

During her direct examination she allowed that the references she read did not give much detail

concerning the types of stairs involved. In her own experience she has examined cases involving straight
staircases with no right angles such as we have here.
[38]

Further, on cross-examination she acknowledged that she did not have two of the three corners

of the “Golden Triangle” (routinely used by pathologists), namely the body or the medical history of Ms.
Jordan. This latter piece takes on greater significance given Ms. Jordan’s history of substance abuse and
the potential she was under the influence of drugs at the time of her death.
In addition to concerns as to the reliability of her opinion, the Court was persuaded by the argument of defence
counsel that the opinion of Dr. Wood infringed upon an ultimate issue before the jury, namely, whether or not
the accused had any involvement with the fall of his wife down the stairs. The Court appeared to be particularly
concerned with the prejudicial effects of the opinion of Dr. Wood relative to the accused statement to the police
regarding the circumstances leading to the death of his wife. The Court ruled as follows:
[34]

In essence the Crown has given Dr. Wood Mr. Calnen’s version of events and asked for her expert

opinion concerning plausibility. She has opined:
The described outcome of Ms. Jordan’s instantaneous death after such a fall would be distinctly unusual
given my case experience and the reports described in the reviewed literature.
[35]

To my mind this opinion amounts to an attack of Mr. Calnen’s credibility which would be highly

prejudicial to him. This would allow for the gravitas of Dr. Wood to influence the jury in a critical area.
…
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[41]

In my view the proposed opinion is based on a rather novel technique with inherent danger. I have

applied special scrutiny in determining that Dr. Wood’s opinion does not meet the basic threshold of
reliability and that the opinion approaches the ultimate issue. In the result, the Crown has not convinced
me on a balance of probabilities that the opinion evidence of Dr. Wood should be received by the jury.
Defense counsel argued as follows in support of its position that the Report of Dr. Wood should not be
admitted into evidence:
[20]

The Defence goes on to speak of the danger in admitting this report:

Another concern is that the introduction of this evidence is nothing more than an attempt to have
another witness assess the credibility of the defendant. There is a strict prohibition on this, with
no exceptions. Even worse, this witness is an expert and comes before the trier of fact with all the
trappings of authority and science. Defence argues that it is improper to question the defendant’s
credibility by using Dr. Wood’s expertise as a medical examiner to opine that it is unlikely the facts
described by the defendant are true, and that it is unlikely the victim’s death ensued as he described.
The dangers of allowing this opinion are high and the concern is that the jury might be misled.
They may well feel they can abdicate their weighing of the evidence to the expert. Even if cautioned,
it is likely that they will feel they should abdicate their scrutiny to the expert. The Crown is attempting
to prove their case by having their theory stated by the expert, which is not proper.
In arriving at its decision relative to the ultimate doctrine, the Court endorsed the following principles of law.
[40]

In conclusion I refer to The Law of Evidence In Canada (Second Edition Supplement Prepared By

Lederman and Bryant, 2004) and the authors’ comments at para. 12.70.1:
There is no longer an absolute rule that bars opinion evidence on the ultimate issue.
There remains a concern, however, that experts should not be able to usurp the functions of
the trier of fact. When the opinion deals with an ultimate issue that traditionally falls within the
province of the jury, for example, credibility, the danger that the reception of the expert evidence
will have a disproportionate effect on the outcome of the trial is heightened. Accordingly, in R.
v. Mohan, the Supreme Court held that the criteria of necessity and the cost-benefit analysis are
more strictly applied to exclude expert evidence on an ultimate issue. The Court cautioned that
opinion evidence advancing a novel scientific theory or technique should be subject to special
scrutiny to determine whether it meets the basic threshold of reliability, and that the closer the
evidence approaches an opinion on an ultimate issue, the stricter the application of this principle
should be. This cautionary approach has been adopted by appellate and trial courts alike. In R.
v. J. (J.-L.), the Supreme Court endorsed the principle that as the expert opinion approaches an
ultimate issue in a dispute, the trial judge should exercise special scrutiny.
[Emphasis added]
The Court refused to allow the report of Dr. Wood to be admitted into evidence before the Jury.
iii.

R. v. Millard32

In Millard, Dellen Millard was charged with the first degree murder of his Father, Wayne Millard. The death of
Wayne Millard was initially classified as a suicide.
The Crown’s case was described by the Trial Judge as being entirely circumstantial, and as such, a central question
in the trial was whether suicide could be a reasonable inference on the evidence. Simply stated, the circumstances
leading to the death of Wayne Millard were an ultimate issue before the Court.

32 2018 ONSC 4410 (Canlii)
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In an attempt to prove that suicide should be ruled out as the cause of death, the Crown attempted to introduce
the expert opinion evidence of a police detective specializing in “Shooting Scene Reconstruction”. The police
detective was qualified as an expert in bullet trajectory analysis, functionality of firearms and shooting scene
reconstruction.
The police detective offered the opinion that he did not believe that Wayne Millard fired the gun that killed him.
There can be no doubt, the opinion of the police expert infringed upon an ultimate issue before the Court.
The Court admitted into evidence the police detective’s opinion evidence regarding the general operation of
revolvers and his evidence relating to the specific design and operation of the particular revolver in this case.
According to the Court:
“The balance of D.C. Sutherland’s opinion with respect to the position, orientation and location of the gun
when discharged and the likelihood that Wayne Millard discharged the shot given his body position was
ruled inadmissible…”
In this case, defense counsel clearly conducted an effective and thorough cross-examination of the police
detective relative to the evidentiary basis to support his opinion that Wayne Millard did not fire the gun. In doing,
defense counsel were successful in demonstrating that the Crown’s expert exhibited confirmation bias. In addition,
they demonstrated that the expert failed to disclose, and did not address, evidence that would tend to undermine
his opinion as to the cause of death. In short, defense counsel successfully utilized an EBA in undermining the
reliability of the evidence offered on an ultimate issue by the police expert.
The Court emphasized a Trial Judge’s “Gate-Keeping’ function…described by the Court as an exercise in judicial
discretion as opposed to a bright line rule wherein the probative value of evidence is to be measured against the
costs associated with its admission into evidence.
In arriving at its decision as to exclude the opinion of the Crown’s expert relative to cause of death, the Court ruled
as follows:
[79]

If I am wrong in deciding that the balance of D.C. Sutherland’s evidence should be excluded at

the threshold stage because of bias, I would have excluded it at the second stage of the analysis.
The question of whether suicide is a reasonable inference on the evidence is the central issue on
this trial. [Emphasis Added] D.C. Sutherland’s opinion with respect to the position of the gun when
fired, based on the location of the GSR and the test firing that he conducted is highly probative of
that issue. The potential for reasoning prejudice would be low because this is a judge alone trial. It would
be open to me to take the weaknesses of the opinion into account in assessing the weight to be given to
the evidence. However, there is the potential for prejudice by consuming time in the trial and requiring
the accused to respond to the opinion. [Emphasis Added] Given the very minimal probative value of the
evidence, the prejudice outweighs the probative value [Emphasis Added] with respect to the opinion
evidence that goes beyond the operation of the firearm.

Conclusion
[80]

I find that D.C. Sutherland’s evidence with respect to the operation of the firearm and its

tendency to expel GSR from the muzzle and cylinder gap is admissible. The balance of his evidence is
not admissible. I would have excluded his opinion that he believed that Wayne Millard did not fire the
gun on the basis of a lack of necessity. I would have excluded the balance of his evidence on the basis
that it did not meet the threshold requirement of a properly qualified expert because D.C. Sutherland
demonstrated an unwillingness or inability to give impartial, independent and unbiased evidence. Even if
this evidence had met the threshold requirement, I would have excluded it at the second stage because
its limited probative value as a result of the bias was outweighed by the potential prejudicial effect.
[Emphasis Added]
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It is interesting to note that the Court in Millard was alert to the most drastic of impacts that the expert opinion
evidence on an ultimate issue might have in this case: putting an accused in a position where he had no alternative
but to testify in his own defense. In those circumstances, I would submit that it is absolutely imperative that a trial
Judge actively and openly engage in the ‘gate-keeping” function described by Mr. Justice Sopinka in Mohan in
order to evaluate the prejudicial effects of said evidence against the probative value thereof. If the reliability of
said evidence has been undermined, then the probative value thereof must be seen as being eroded, both of which
should militate in favor of said evidence being ruled inadmissible.

Safeguards re: Opinion Evidence & Ultimate Issues Doctrine
A review of the case law reveals several potential mechanisms to safeguard against the potential prejudicial
impacts arising when an expert strays beyond his expertise and encroaches upon an ultimate issue. For example:
a)

Identifying the Ultimate Issue(s)

In any litigation, not all issues have equal importance. In matters involving cause of death, the circumstances
leading to injuries which, subsequently, result in death are an ultimate issue.
Legal counsel must be alert to the need to identify the ultimate issue(s) in order to avoid a failure to “see the
forest for all the trees.”
It would be prudent for an expert witness to refrain from commenting on the events surrounding the injuries
which caused the injuries leading to death. The expertise of a witness to opine on the cause of death, from a
medical perspective, likely does not extend to the same expert opining on the very circumstances which lead to
the injuries which resulted in death. Legal counsel should caution an expert to refrain from opining, especially in a
determinative manner, on the ultimate issue(s).
b)

Words Matter

Words from an expert witness really do matter. What is written and spoken, and how words are expressed,
can have a direct impact on the reader and on the listener, particularly if the words are embedded with “value
judgments”. The Court in France33 illustrated the dangers arising from the terminology utilized by Dr. Pollanen.
In addition, the Court in Khan34 wrote as follows:
“The protection against this danger lies not in a rule of automatic exclusion but in the recognition of the
trial judge’s discretion to control the format in which the evidence is given. This discretion is recognized
in both R. v. Kelly, supra, and R. v. Millar, supra. In Millar, …Morden A.C.J.O. went on to say at p. 220
C.C.C., pp. 104-05 C.R.:
This kind of evidence cannot be objected to on the ground alone that it contains an opinion on
the very point or issue that the jury had to decide… I say “on this ground alone” because there
may be other bases for exclusion of this evidence — such as, for example, that it is given in such
a form that it does not really help the jury or carries the danger of unfair prejudice…
…while I do not think that opinion evidence which includes the term “child abuse” is inadmissible,
I do think that it lies within the discretion of a trial judge to rule that the evidence be given in a
less emotional but just as accurate form — in terms of intentional force rather than “child abuse”
…
…I think that a trial judge has a discretion, where opinion evidence can be given just as accurately
in less conclusory terms ( e.g., in terms of the degree of likelihood of the injuries being caused in

33 2017 ONSC 2040 (Canlii)
34 1982 Canlii 2784 (ONCA)
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a particular manner), to exclude the conclusory statement. This can be a difficult matter because
clearly the trial judge has no power to intrude into the substance of the opinion given so as to
affect its honesty or accuracy…
Effective Cross-Examination by Opposing Counsel

c)

The recognition by opposing counsel of the need to conduct an effective cross-examination of the expert, and,
more importantly, the ability of opposing counsel to conduct an effective cross-examination of the expert witness,
can never be over-stated. In Khan35, the Court stated as follows:
“…It must be remembered that experts are subject to cross-examination. One must rely on
that process to reveal the extent to which an opinion advanced during examination-in-chief is
overstated or unwarranted. In this case, Ms. Shedletsky was not cross-examined and the crossexamination of Dr. Mian did not seek to qualify or attack the conclusory nature of her opinion…”
Adherence to an EBA during the cross-examination of opposing experts will be instrumental in ensuring that
the unreliability of opinion evidence which arises in the context of an ultimate issue is properly demonstrated
to the Court.

C. Hypothetical Questions to the Expert
Asking hypothetical questions of an expert is permissible. However, there are dangers associated in doing so.
As Justice Malloy in France36 stated, putting a hypothetical question to an expert witness should not be so framed
that it mirrors the facts of this case such that the expert is invited to answer the very question the trier-of-the fact
is required to answer.
In addition, in framing any hypothetical question, all of the salient underlying assumptions have to be put to the
expert. Otherwise, the opinion given in response may be misleading. In Khan37, the Court stated as follows:
“There is a further difficulty with the format used to elicit the opinion of Dr. Mian. Dr. Mian based her
opinion entirely on her review of parts of the record of the discipline proceedings. Some of the facts
revealed by that record were in dispute. In such situations, the expert’s opinion should normally be
elicited by way of a hypothetical question which incorporates all of the facts forming the basis for the
expert’s opinion: R. v. Kelly, supra, at p. 504 C.C.C., p. 192 C.R.; R. v. Swietlinski (1978), 1978 CanLII 56
(ON CA), 22 O.R. (2d) 604, 44 C.C.C. (2d) 267 (C.A.), at pp. 638-39 O.R., pp. 301-02 C.C.C., affirmed
without reference to this point, 1980 CanLII 53 (SCC), [1980] 2 S.C.R. 956, 55 C.C.C. (2d) 481. The
hypothetical question technique was not used in this case. It should have been. Without a properly
framed hypothetical question, Dr. Mian’s opinion was premised on her unarticulated assessment of the
reliability of various parts of the record she had considered.
Avoid Opinions on the Credibility of Any Witness

d)

The credibility of every witness is always an issue in every litigation, civil or criminal. It is rarely permissible
for an expert to opine with a view to buttressing or undermining the credibility of a witness. As the Court in
Khan38 stated,
“…It is well established that experts, save in very exceptional cases, may not offer an opinion as to
the veracity of any witness…”

35 1982 Canlii 2784 (ONCA)
36 2017 ONSC 2040 (Canlii)
37 1982 Canlii 2784 (ONCA)
38 1982 Canlii 2784 (ONCA)
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Counsel should avoid asking any expert a question(s) that would draw the expert into an evaluation of the
credibility of any witness, and in particular, the credibility of any witness that goes to an ultimate issue.
e)

Gate-Keeping Function by the Trial Judge

The Trial Judge must be alert to the very real possibility that an expert will stray beyond their scope of expertise.
The Trial Judge must also be alert to the possibility that an expert might, on their own volition or in response to a
question by legal counsel, infringe upon an ultimate issue(s).
In these circumstances, it will be incumbent upon the Trial Judge, even if not prodded by opposing counsel,
to engage, in a meaningful manner, into the cost-benefit exercise referenced in Mohan. In doing so, the Trial Judge
must critically assess the basis for any opinion by an expert, and rule the opinion inadmissible if there is no such
basis for said opinion. Even if the opinion is otherwise admissible, the Trial Judge must still assess the prejudicial
effects of any such evidence against the probative value of said evidence.
f)

Proper Charge To The Jury by Trial Judge

In its charge to a jury, the Court should be expected to caution the jury that it should not, and must not, abdicate
its fact-finding role to any expert, especially an expert who opines on an ultimate issue. The need for such a
caution becomes greater when the opinion in question is prejudicial to an accused. One must recall the argument
advanced by Defense counsel in Calnen, that the evidence of Dr. Wood was being tendered as an attempt to have
an expert opine on, and thereby attack, the credibility of the accused before the jury. In such circumstances, such
evidence, if admitted into evidence, would be highly prejudicial to an accused and should call out for a caution to
the jury from the Trial Judge.
In R. v. D.D.,39 the SCC wrote as follows at Paragraph 67:
A jury instruction, in preference to expert opinion, where practicable, has advantages. It saves time and
expense. But of greater importance, it is given by an impartial judicial officer and any risk of superfluous
or prejudicial content is eliminated. [Emphasis added]

Concluding Remarks
This paper has sought to identify the very real dangers that arise when an expert is invited, or allowed, to opine
on the very issue(s) in dispute before the trier-of-fact. These dangers become significantly more pronounced when
the reliability of said opinion evidence is in question.
Experts who stray beyond the scope of their expertise, and especially so in the context of ultimate issues doctrine,
should be a significant concern for all who subscribe to the rule of law.
Legal counsel are the first safeguard against any expert opining on issues beyond their expertise. Legal counsel
have an obligation to become familiar with and to understand the boundaries of the real expertise of any expert
that legal counsel intends to offer to the Court. In this respect, legal counsel should curtail the scope of evidence
of every expert they intend to call to the stand. Opposing counsel have an even greater obligation to ensure that
they challenge any expert who renders an opinion beyond their scope of expertise.
An effective cross-examination by opposing counsel, one demonstrating an EBA, may the single best weapon
available to minimize these prejudicial effects. Achieving an effective challenge by opposing counsel will likely
not be an easy task. The vast majority of lawyers, even senior trial lawyers, may have very little, if any, education,
training, or experience relative to the expert evidence that is being tendered. In addition, most witnesses tendered
to the Court as an expert witness will have an impressive and substantive CV in their chosen field. These experts
will be well read, well written, and well spoken. Their education, training, experience and mode of testifying

39 [2000] 2 SCR 275, 2000 SCC 43 (Canlii)
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will often serve only to enhance their credibility from the witness box, and hence, the perceived reliability of
their evidence.
There is clearly a need for legal counsel to become sufficiently educated relative to the substance of expert
evidence so as to be competent to conduct a proper evaluation of said evidence both before and during the trial.
Otherwise, an effective challenge during the trial to the reliability of said evidence is not only highly unlikely…..
it will almost invariably “back-fire” in the sense that an ineffective cross-examination will only serve to bolster the
perceived credibility of the expert!
It is incumbent upon the trial Judge to properly evaluate the reliability of expert evidence at the admissibility
stage, utilizing the Mohan criteria and the case law flowing thereafter. Both legal counsel and the trial Judge
must approach the admissibility stage from a perspective of much more than just a qualification of a witness as
an expert. The qualification of a witness as an expert should not be allowed to over-shadow indicia of possible
unreliable expert evidence or the prejudicial effect of such evidence.
The vast majority of experts who testify in our Courts understand and accept that their primary duty is to
the Court and not to the client that has retained them. To date, Canada has not witnessed the evolution of
“professional experts” in the same manner or degree as has been experienced in the United States. Rare, too,
are proceedings in Canada that devolve unto a “battle of experts”.
Sophisticated experts may be very well situated to “dress up” their report in such a manner that counsel may
seek to utilize the report’s findings and opinions so as to distort the fact-finding process. It is incumbent upon a
properly qualified expert to ensure that the written report and oral evidence are not used by any party in a manner
which misleads the Court.
Legal counsel should never overlook the potential for implicit bias… a bias which is of a “subtle” variety and lurks
beneath the surface an expert’s oral and/or written evidence, and which, if left unchecked, will almost invariably
undermine the reliability of the underlying evidence adduced by an expert witness.
Every communication from every expert witness is significant. What the expert witness writes, and how the
expert writes, are important. So, too, is what an expert says and how they say it. Simply stated, words matter, as
demonstrated by Justice Molloy’s critique of Dr. Pollanen in France and the latter’s use of the word “significant”.
Finally, every expert should be aware that, as a general proposition, the reliability of their evidence is, very likely,
inversely related to the degree of their infringement unto the ultimate issues doctrine. That proposition, standing
alone, should give every expert pause before going too far with their opinions!

Jack M. Blackier, FCA, DIFA, LL.M.
Saint John, New Brunswick
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The world is an uncertain place. In the words of Thomas H. Cook, “uncertainty is the state in which we live,
and there is no way to outfox it.” The work we do as CBVs involves a lot of uncertainty and therefore, professional
judgment. Selecting the appropriate discount rate to utilize in quantifying future losses is one of the most
challenging and uncertain aspects of a CBV’s work. Yet it is sometimes the least considered component of
the analysis.
If a loss quantification exercise involves future losses, these losses must be “present valued” to determine the lump
sum amount of money that, if awarded to a plaintiff today, will compensate for the estimated future losses and put
the plaintiff in the same place they would have been in had the breach or other wrongful act not occurred. That is,
put the plaintiff in the position they would have been in “but-for” the breach, etc.
While the selection of the appropriate discount rate is a critical part of any loss quantification assignment, there
is not a lot of literature and few reported cases that discuss this topic. This may be because there is considerable
professional judgment involved. This article discusses the theoretical and practical aspects involved in determining
an appropriate discount rate in an effort to bring more rigor and thought to the process.

The Theory of Discount Rates
A discount rate is a rate of return that is applied to a stream of estimated future cash flows to convert them to a
lump sum present value. Discount rates are comprised of the following:
i. A rate of return reflecting the time value of money (i.e. risk-free rate of return), and,
ii. A premium for risk (i.e. the risk associated with whether the future cash flows will transpire as estimated or
forecasted)
The following diagram illustrates the components of a discount rate:

Premium
for Risk

Risk

Total Discount Rate

Risk-free
Rate of Return

1

Time value of money

Farley and Paula are Principals of Cohen Hamilton Steger & Co. Inc.
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Time Value of Money
Rates of return on government-issued securities such as bonds or treasury bills are generally used as a proxy for a
risk-free return. It is important that the term/maturity of such securities match the time horizon of the estimated
future cash flows (or foregone future cash flows).
Risk Assessment
In assessing the risk associated with estimated future losses, and determining the appropriate premium for risk to
add to the risk-free rate of return, the following should be considered:
i.

external risk factors;

ii.

internal risk factors; and,

iii.

forecast risk.

External risk factors represent changes in the external environment in which the company operates, which might
impact the estimated losses being realized as projected. External risk factors include, but are not limited to,
changes in technology, changes in government policies/rules/regulations, changes in the competitive landscape,
changes in the economic landscape, as well as changes/trends in demographics, demand, and the industry itself.
Internal risks factors are particular to the business that has suffered the losses and increase the risk that the
estimated losses might be different than projected. Internal risk factors include, but are not limited to,
reliance on key personnel, reliance on key customers, the company’s stage of development, stage of product lifecycle, contract terms and dates, and the risk of labour unrest/strike. In considering internal risks one must also be
mindful of a company’s available working capital and the risk of financial distress.
Forecast risk refers to the aggressiveness of the assumptions upon which the estimate of losses are based.
For example, is the estimated growth in sales in line with historical growth or is hockey stick growth forecasted?
Are the losses based on the assumption that the company will win a new contract? The more reasonable the
assumptions upon which the estimated losses are based, the less risk that the estimated cash flows would have
been different than projected and vice versa. If the estimated losses are based on management’s forecast to
some extent, then one must consider the context in which the forecast was prepared. That is, was it prepared
contemporaneously with the loss occurring or for the purpose of litigation? It is also very important to assess the
company’s ability to accurately forecast, looking at past results as compared to prior forecasts.
The risk factors considered in a loss quantification exercise may be similar to the risk factors considered in the
build-up of a discount rate or capitalization rate for a business valuation, however, it is critical to recognize that
the losses most likely relate to only a portion of a business and not the whole business. Therefore, the risk factors
considered must relate specifically to the cash flows of that portion of the business and not the whole business.
Further, the forecast risk must be assessed in light of the particular forecasted future cash flows upon which the
estimated future losses are based. Accordingly, the risk associated with estimated future losses may be greater or
less than the risk associated with the overall cash flows of the business at issue.
Pre or After-tax Discount Rates and Cash Flows
Typically, discount rates are based on after-tax rates of return. However, losses can be calculated on a pre-tax
or after-tax basis. If absent the breach or other wrongdoing (i.e. in the “but-for” scenario) a plaintiff would have
earned after-tax cash flows, the quantum of losses is usually expressed as pre-tax losses, which will then be
subject to tax on receipt. In doing so, after tax is paid on the award of damages, the plaintiff will end up with the
same after-tax dollars that they would have in the “but-for” scenario. An alternative approach, is to apply the aftertax discount rate to estimated after-tax estimated losses, and then gross-up the amount for the taxes due thereon.

126

09 — The Theory and Practical Aspects of Discount Rates for Quantifying Losses

Table 1 below illustrates the after-tax cash flows that a business would have earned absent the breach or other
wrongdoing in the but-for scenario:
Table 1 - the “but for” scenario2
Year 1
Pre tax cash flow

$

Tax rate
After tax cash flow

$

40%
$

After-tax discount rate

6,000

$

5,721

$

6,000

$

5,201

$

10,000

6,000

$

6,000

4,728

$

10,000
40%

$

6,000

10%

0.788
$

Year 5

40%

10%

0.867
$

10,000

Year 4

40%

10%

0.953
$

10,000

Year 3

40%

10%

Discount factor (mid year)
Present Value at Year 0

10,000

Year 2

10%

0.716
$

4,298

Total after tax present value
(i.e. “amount in hand”)

0.651
$

3,907

$

23,855

Table 2 below demonstrates the after-tax amount that the plaintiff will realize if the losses are calculated on a pretax basis, an after-tax discount rate is utilized in estimating the present value of the losses, and the plaintiff pays
tax on the award of damages. Under this approach, the plaintiff ends up with the same after-tax cash flows that
they would have realized absent the breach or other wrongdoing as illustrated in Table 1 above.
Table 2 - applying an after tax discount rate to estimated pre tax future cash flows3
Year 1
Pre tax cash flow

$

After-tax discount rate
Discount factor (mid year)
Present Value at Year 0

$

10,000

Year 2
$

10,000

Year 3
$

10,000

Year 4
$

10,000

Year 5
$

10,000

10%

10%

10%

10%

10%

0.953

0.867

0.788

0.716

0.651

9,535

$

8,668

$

Total after tax present value
(i.e. “calculated loss”)

7,880

$

7,614

$

6,512

$

39,758

Tax Rate
Total after tax (i.e.
"amount in hand")

40%
$

23,855

Lastly, Table 3 shows the alternative approach to calculating losses, whereby after-tax losses are estimated,
an after-tax discount rate is utilized in present valuing the losses, and then the present value of the after-tax losses
is grossed-up to take into consideration the taxes that the plaintiff will pay on the award of damages.

2

This table was sourced from an article in the 2009 edition of the Journal of Business Valuation: Finance Theory and Loss
Quantification Reality - Establishing a Discount Rate in a Litigation Context by Farley Cohen MBA, FCPA, FCA, CIRP, FCBV, ASA, CFF
and Prem Lobo CA, CBV, CPA.

3

This table was sourced from an article in the 2009 edition of the Journal of Business Valuation: Finance Theory and Loss
Quantification Reality - Establishing a Discount Rate in a Litigation Context by Farley Cohen MBA, FCPA, FCA, CIRP, FCBV, ASA, CFF
and Prem Lobo CA, CBV, CPA.
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Under this scenario, after taxes are paid on the damages, the plaintiff ends up with the same after-tax cash flows
that they would have realized absent the breach or other wrongdoing as illustrated in Table 1 above.
Table 3 - applying an after tax discount rate to estimated after tax future cash flows4

Pre tax cash flow

$

Year 1

Year 2

Year 3

Year 4

Year 5

10,000 $

10,000 $

10,000 $

10,000 $

10,000

40%

40%

40%

40%

Tax rate
After tax cash flow

$

6,000 $

After-tax discount rate

10%

Discount factor (mid year)
Present Value at Year 0

10%

0.953
$

5,721

6,000 $

10%

0.867
$

5,201

6,000 $

4,728

6,000 $
10%

0.788
$

40%

10%

0.716
$

4,298

6,000

0.651
$

Total after tax present value

3,907
23,855

Tax rate

40%
39,758

Grossed up amount (i.e.
calculated loss)
Tax on calculated loss

40%

Total after tax (i.e. “amount
in hand”)

23,855

In practice, the preferred or most used method is to estimate the losses on a pre-tax basis and apply an after-tax
discount rate.
Single vs. Dual/Multiple Discount Rates
Usually, a single discount rate, being a blended rate that reflects all the risks over the forecast period, is used
to present value future losses. However, it is also possible to use more than one discount rate to discount
future losses. For example, absent an alleged wrongdoing, a significant event, such as being awarded a new
contract, may have been expected to occur and therefore, the estimated profits from this contract are included in
the estimate of future losses. In this case, one discount rate could be used to present value the losses in the years
before the new contract was expected to occur, and a different (i.e. higher) discount rate could be used to present
value the losses estimated after the new contract was expected to occur.
The table below shows the alternative approaches that can be taken, with the first example showing one blended
discount rate being applied, and the second example showing two discount rates being utilized:

4

This table was sourced from an article in the 2009 edition of the Journal of Business Valuation: Finance Theory and Loss
Quantification Reality - Establishing a Discount Rate in a Litigation Context by Farley Cohen MBA, FCPA, FCA, CIRP, FCBV, ASA, CFF
and Prem Lobo CA, CBV, CPA.
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Table 4 - examples of single discount rate and dual discount rates
Single Discount Rate example
Estimated Losses

$

After-tax discount rate
Discount factor (mid year)
Present Value

$

Year 1

Year 2

Year 3

Year 4

10,000 $

10,000 $

20,000 $

20,000

12%

12%

12%

12%

12%

0.945

0.844

0.753

0.673

0.601

9,449 $

8,437 $

15,066 $

13,451

Total Present Value
Dual Discount Rate example
Estimated Losses

Year 1
$

10,000

After-tax discount rate
Discount factor (mid year)
Present Value

$

Year 2
$

10,000

8%

8%

0.962

0.891

9,632

$

8,910

Year 3
$

20,000

$

20,000

$

12,010

$

58,413

20,000

Year 5
$

20,000

13%

0.744
14,890

$

Year 4

13%

$

Year 5

13%

0.662
$

13,232

Total Present Value

0.588
$

11,759

$

58,413

Under these examples, both of the approaches result in the same total present value of losses. However, it may be
easier to select two different discount rates reflecting the different level of risk both before and after the assumed
new contract, rather than determining a blended rate to reflect all the risks over the entire time period. Even if
a single blended discount rate is to be applied, it is a useful exercise to determine what two different discount
rates applied to the different time periods would result in the same conclusion. One can then assess if these two
different discount rates seem reasonable in light of the differing risks during each time period and thereby, assess
the reasonableness of the one blended discount rate.
Use of Scenarios and Different Discount Rates
Another consideration is the use different scenarios to estimate the losses (e.g. low and high scenarios).
Estimating losses in not an exact science so it makes sense to estimate a range of losses, as opposed to a single
estimate of the losses. The low and high scenarios (and other scenarios as appropriate) would be based on
differing assumptions (or alternatives for one assumption in particular e.g. but-for sales) and therefore,
there would be different levels of risk associated with each scenario. As a result, different discount rates would
likely be appropriate for each scenario.
Generally, a lower discount rate is utilized in the low scenario as there is less risk associated with the losses
being different than forecast, and a higher discount rate is used in the high scenario because there is more risk.
Professional judgment is required to determine the appropriate discount rate to apply in each case.
Using different scenarios can also be helpful to the Court, as the Court is required to make findings regarding
the but-for world (i.e. what would have occurred had the breach or wrongdoing not occurred) and there may be
alternatives in this regard. Therefore, estimating the losses under different scenarios demonstrates to the Court the
impact of changing various underlying assumptions and the sensitivity of the estimate of loss to changes in these
assumptions. The Court can then conclude on what underlying assumptions it believes are appropriate and be
better informed as to the quantum of damages applying such assumptions.

Discount Rates for Loss Quantification vs. Business Valuations
There is an abundance of textbooks, articles and other information that discuss the appropriate methods to use in
determining an appropriate discount rate for business valuations, as well as source data to use in the calculations.
Such methods as the build-up approach and the capital asset pricing model are the most well known.
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However, when it comes to determining the appropriate discount rate for loss quantifications, the available
literature and resources are much more limited. As a result, it is important to understand the differences between
a loss quantification exercise and a business valuation and how this impacts the discount rate used.
In quantifying losses, the losses often relate to only a portion or a division of a business, while in a business
valuation, the cash flows relate to the entire business. Further, losses awarded by a Court are most often subject
to tax, whereas, with a valuation, the estimate of value is capital in nature. While a business valuation is calculated
at a point in time looking forward, losses on the other hand can be in the past and/or in the future depending on
the loss period considered and the date of valuation of the losses. Under generally accepted valuation principles
hindsight is not to be considered in conducting a business valuation, while in quantifying losses hindsight can be
considered in determining what would have happened in the but-for world.
The key difference between determining the appropriate discount rate for loss quantification and for a business
valuation is that in a loss quantification, one must use a risk adjusted discount rate specific to the losses being
estimated, while in a business valuation, the discount rate should reflect all of the risks of the business. Accordingly,
in a business valuation, the appropriate discount rate is often determined to be the weighted average cost of
capital (“WACC”) for the whole company, while for loss quantification the appropriate discount rate may be lower
or higher than the company WACC, depending on the risk associated with the estimate of losses compared to the
risk of the overall cash flows of the business.

Best Practices in Determining Discount Rates for Loss Quantification
As always, the particular facts of a case matter. To assess the risk of the estimated losses, a thorough assessment
must be undertaken each time. Just because a certain discount rate was used in the past for other loss
calculations, does not mean it is appropriate for the case at hand.
In determining the appropriate discount rate one should identify and review the key assumptions underlying
the loss quantification. Next, one should evaluate the potential risks that the actual losses may be different
than forecasted by researching/reviewing the external and internal factors that may impact each of the key
assumptions. It is important to identify and discuss the individual risk factors in your report and to indicate if
they are positive risk factors (i.e. those decreasing the risk of the loss estimate) or negative risk factors (i.e. those
increasing the risk of the loss estimate), and why.
One useful tool in assessing the risks associated with an estimate of losses is a sensitivity analysis. A sensitivity
analysis demonstrates the dollar impact on the estimate of losses of changing one or more assumptions,
and can even be used to determine the impact of using different discount rates. A sensitivity analysis can be
very informative, because it demonstrates that changes in some assumptions have very little impact on the
estimate of losses, while changes in other assumptions can have a significant impact on the losses. In this way,
it is a measure of risk or volatility.
Another consideration in selecting the appropriate discount rate is the WACC of the company for which the losses
are being estimated. However, as indicated earlier, an estimate of loss often only relates to part of a business and
not the overall cash flows of the business. Accordingly, the WACC of the company may provide a good base, which
can be adjusted up or down depending on if there is more or less risk associated with estimated losses.

Issues Encountered in Practice with Respect to Discount Rates
Use of Legislated Rates
Some experts utilize legislated rates as the discount rate in commercial loss quantification assignments.
For example, Rule 53.09 of the Ontario Rules of Civil Procedure sets the discount rate for trials in 2019 at 0.10% per
annum, for the first 15 years, and 2.5% thereafter. However, these are real rates of return, which are meant to reflect
only the time-value-of-money, and are used almost exclusively for personal injury awards. These low discount
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rates are meant to ensure the funds awarded are put towards low-risk investments because the lump-sum award is
supposed to support a person for many years to come, for example, after an accident. These rates are not usually
appropriate for commercial litigation cases because they do not reflect the risks associated with the estimated
future losses.
Date of Trial (Ex-Post) vs. Date of Breach/Wrongdoing (Ex-Ante)
In most cases today, losses from the time of the alleged breach/wrongdoing to the time of trial, are commonly
called “past” losses, whereas losses that are forecasted to occur subsequent to the trial are referred to as
“future” losses. Pre-judgment interest (“PJI”) is applied to “past” losses only, from the date of breach/wrongdoing
to the date of trial. As the chart below illustrates, past losses are brought forward to the date of trial using PJI
rates, and future losses are brought back to the date of trial using a discount rate. This is referred to as the “expost” approach.

Date of Breach

2013

2014

2015

Date of Trial

2016

2017

2018

2013

2019

End of Loss Period

2020

2021

2022

Past Losses
PJI to Date of Trial

Future Losses
PV to Date of Trial

If as an alternative, losses are calculated as at the date of breach, all losses are considered to be in
the future. As the chart below demonstrates, under this approach, future losses are present valued to the date of
alleged breach or wrongdoing using a discount rate. PJI is then applied to the present value of the losses from the
date of the alleged breach/wrongdoing to the date of trial. This is referred to as the “ex-ante” approach.

Date of Breach

2013

2014

2015

Date of Trial

2016

2017

2018

2013

2019

End of Loss Period

2020

2021

2022

Future Losses
PV to Date of Breach
PJI to Date of Trial

One advantage to the ex-post approach is that hindsight information can be used in assessing the past losses.
For this reason, there is usually less risk associated with the estimate of past losses compared to future losses.
In the ex-ante approach however, the same discount rate is usually applied to all losses, whether they have already
occurred or not. This sometimes results in too a high a discount rate being applied to losses that have already
occurred and for which hindsight information can be used in estimating them.
One disadvantage of the ex-poste approach is that the past losses are often not adjusted for risk because they are
not present valued. While there is no need to present value past losses because they have already occurred, there
is still some risk associated with the estimate of losses, albeit probably not as much risk as is associated with the
estimate of future losses.
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One option we have seen used in practice is to apply contingency factors to the past losses to reflect this risk.
What is not clear however, is how these contingency factors should be determined.
Although the recent trend has been to calculate losses as at the date of trial, reflecting both past and future losses,
this is not necessarily always the case. The facts of the case should be reviewed with counsel to determine the
most appropriate approach to be taken as the effect of using different dates to quantify the losses can
be significant.
Checklists of Risks - Adding/Subtracting Percentages
Some practitioners use an approach of adding/deducting percentages for different risk factors in determining the
discount rate as detailed in the chart below:
Risk Factor

Impact on Discount Rate

Long history of operations

-1.0%

Key customer > 30% of revenues

+2.0%

Lots of competitors

+1.0%

High growth built into forecast

+1.0%

Industry outlook good

-1.0%

The use of a chart such as the one above, implies that the selection of the discount rate is an exact science,
which it is not. A better approach is to identify the risk factors associated with the estimate of losses, indicating
those that are positive risk factors (i.e. those decreasing the risk) and those that are negative risk factors (i.e. those
increasing the risk), and then use professional judgment, rather than a plus/minus approach,
in determining the discount rate.
Inconsistency Between Estimated Losses & Discount Rate - Nominal vs. Real Dollars
It is important to have consistency between the estimated losses and the discount rate. Accordingly, the decision
as to whether to include inflation in a discount rate depends on if the estimated losses are in nominal or
real dollars. If the losses are estimated with inflation for future years, then the discount rate must also
include inflation. That is, a nominal discount rate is appropriate. Conversely, if the losses are estimated in real
dollars that do not include inflation, then a real discount rate must be used. For capitalized future losses,
the capitalization rate should be net of inflation and estimated growth.
Adjusting Both the Estimated Losses and the Discount Rate for the Same Risks
Finally, one must be careful not to double count risks when estimating losses. For example, certain risks (e.g.
increased competition, and/or a change in pricing regulations) may have already been considered by adjusting
the forecasted losses. If this is the case, then care should be taken to not take these same risks into consideration
when selecting the appropriate discount rate.

Discount Rates Used in Practice
A survey of people attending the CBV Institute’s 2019 Annual Congress was conducted to gain a better
understanding of the discount rates that are actually being used in practice. Most of the respondents to the survey
reside in Canada, with 65% of respondents residing in Ontario and Quebec. Of the 66 respondents, 49 quantify
losses for commercial purposes and have used a discount rate to present value future losses. The respondents
have been practicing for varying periods of time and 37% of respondents have testified in court regarding discount
rates for future losses. The following are the survey results:
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What factors do you consider in assessing the risk associated with the
estimated future losses in commercial damages cases? (select all that apply)
100.00%
90.00%
80.00%
70.00%
60.00%
50.00%
40.00%
30.00%
20.00%
10.00%
0.00%

The risks (uncertainty)
associated with each of
the assumptions underlying
the calculation of the
estimated losses

Risks internal
to the company

Risks external
to the company

Whether the estimated
losses relate to the whole
company or just a segment
of the company

Professional
judgment

Other
(please specify)

What factors have you considered in selecting the appropriate discount rate to use
in present valuing future losse in commercial litigation cases? (select all that apply)
90.00%
80.00%
70.00%
60.00%
50.00%
40.00%
30.00%
20.00%
10.00%
0.00%
The risk free rate
of return

Debt rates of the
company for which
you are estimaing
the losses

The weighted average
cost of capital of the
company for which
you are estimating
the losses

The risks (uncertainty)
associated with the
estimated losses (ie
the risk that the actual
losses are different
than that estimated)

Other
(please specify)

Based on the responses to the above two questions, it appears that the majority of the survey respondents are
considering a number of factors in selecting a discount rate. Although, it is surprising to see that less than 100%
of respondents indicated that they use professional judgment in selecting the appropriate discount rate.
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In situations where you have determined that the risk associated with the estimated
losses is relatively low, what range of discount rates have you used? (select all that apply)
50.00%
45.00%
40.00%
35.00%
30.00%
25.00%
20.00%
15.00%
10.00%
5.00%
0.00%

0-5%

6%-10%

11%-15%

16%-20%

21%-25%

>25%

In situations where you have determined that the risk associated with the estimated losses
is relatively average, what range of discount rates have you used? (select all that apply)
45.00%
40.00%
35.00%
30.00%
25.00%
20.00%
15.00%
10.00%
5.00%
0.00%

0-5%

6%-10%

11%-15%

16%-20%

>25%

21%-25%

In situations where you have determined that the risk associated with the estimated
losses is relatively high, what range of discount rates have you used? (select all that apply)
50.00%
45.00%
40.00%
35.00%
30.00%
25.00%
20.00%
15.00%
10.00%
5.00%
0.00%
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0-5%

6%-10%

11%-15%

16%-20%

21%-25%

26%-30%

31%-35%

>35%
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In situations where you have estimated losses for a start-up business with no history
of operations, what range of discount rates have you used? (select all that apply)
45.00%
40.00%
35.00%
30.00%
25.00%
20.00%
15.00%
10.00%
5.00%
0.00%

0-5%

11%-20%

21%-30%

31%-40%

41%-50%

51%-60%

61%-70%

>70%

Having regard to the above responses, it appears that directionally the discount rates used in practice increase as
the level of risk associated with the estimated losses increases, which is to be expected. However, it is surprising to
see that some respondents use discount rates as low as 0-5% in commercial litigation cases. It is also evident that
discount rates being used in practice cover a wide range.
When you quantify losses, which date do you usually present value losses to?
60.00%

50.00%

40.00%

30.00%

20.00%

10.00%

0.00%
Date of report

Estimated date of trial

Date of breach/wrongdoing

Depends on the facts
of the case

Other
(please specify)

Approximately 22% of respondents quantify losses as at the date of the report or estimated date of trial (i.e. the
ex-post approach), 28% quantify losses as at the date of the breach/wrongdoing (i.e. the ex-ante approach),
and approximately 48% said it depends on the facts of the case. Clearly, there is no consensus among practitioners
as to the most appropriate approach to use.
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In assignments where you have present valued the losses to the date of the report/estimated date
of trial, and therefore, have past losses and future losses, have you ever applied contingency factors
or otherwise adjusted the past losses for risk?
70.00%

60.00%

50.00%

40.00%

30.00%

20.00%

10.00%

0.00%
Yes

No

Do you use a checklist to determine the appropriate discount rate whereby you add or deduct
a percentage or portion thereof for each risk factor (both positive and negative)?
80.00%

70.00%

60.00%

50.00%

40.00%

30.00%

20.00%

10.00%

0.00%
Yes

No

Again, based on the above responses, there appears to be no consensus as to whether or not past losses should
be adjusted for risk by applying contingency factors or otherwise.
As discussed previously, the use of checklists whereby a percentage or portion thereof is added or deducted in
determining the discount rate implies a level of precision to such an exercise, which is not possible. Accordingly, it
is more appropriate to identify the risks, both positive and negative, and then use professional judgment to select
the appropriate discount rate.
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Concluding Thoughts on Discount Rates
With discount rates in loss quantification, to quote David Leviathan, “often the mistake is thinking that there can
be an antidote to the uncertainty.” The selection of the appropriate discount rate requires professional judgment.
It’s not an exact science. However, by undertaking an analysis to identify and asses the risks associated with the
estimate of losses, one can guage the likelihood that the actual losses will be different than estimated. Performing
a sensitivity analysis and the use of different scenarios are best practices to consider. Finally, it is critical that the
analysis undertaken and the considerations made in determining the appropriate discount rate are fully described
in the written report accompanying the loss schedules. By doing so, the readers of the report, and ultimately
the judge, will be able to fully understand the thought process involved in selecting the discount rate.
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VOLATILITY ESTIMATION FOR
PRIVATE AND POST IPO COMPANIES
Marina Kagan
Introduction
Volatility, according to ASC 718, “is a measure of the amount by which a price... is expected to fluctuate over a
period.” In business valuation, volatility needs to be estimated for valuing options/profit interests, convertible
notes, contingent consideration arrangements, as well as private equity securities in a contingent claims analysis.
Volatility is a highly subjective estimate. For public companies, volatility is estimated based on a combination of
implied and/or historical volatility data, with particular challenges arising when analyzing the historical volatility
of companies with recent Initial Public Offerings (IPOs). Volatility for private companies is estimated using the
volatility data for a selected peer group with adjustments made for size, leverage, and other qualitative factors.
This article will outline the estimation methods, and case studies addressing particular challenges in estimating
the volatility of private and public companies.

Public Companies - Implied and Historical Volatility
Implied volatility is a market view on the future volatility of a security. It is an estimate performed by taking the
market price of an option, along with the strike price/term, and back-solving for a volatility input that results in
a Black Scholes value which matches the traded price.
Typically, implied volatility is not a single estimate, but rather a “volatility surface”, varying with the strike and
term of the option. A limitation of the implied volatility data is the fact that liquid traded options are available
for no longer than one to two years. If a longer term estimate is required, one can extrapolate from the volatility
surface and/or blend implied volatility with longer-dated historical volatility.
Historical volatility is estimated as an annualized standard deviation of historical stock price returns over daily
(or weekly) intervals. Accounting guidance suggests using a lookback period which coincides with the term of
the valuation. However, for periods of high market volatility or company-specific turbulence (as well as for
companies with insufficient trading history), adjustments to the lookback period may be required, which may
introduce subjectivity into the analysis.
Companies with recent Initial Public Offerings (“IPOs”) present a particularly challenging case, as it is unclear how
soon after an IPO can the historical volatility data be deemed reliable. One might argue that there may be a period
of excessive volatility during the period of initial price discovery right after an IPO (“IPO bump”), which is not
reflective of future performance.
We seek to address this issue in the case study presented below

Data Analysis: Historical Volatility of Recent IPO’s
Question:
How soon after launching an IPO is a company’s historical volatility sufficiently reliable to use?
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Research Objectives:
• Asses whether a higher volatility level is observed post-IPO (is there an “IPO bump?”)
• Determine the magnitude and the term of the effect
• Evaluate industry trends
• Provide recommendations on reasonable methodologies for practitioners
Data Used:
• Companies with recent IPO’s and at least 5 years of post-IPO trading history (IPO’s in 2010-1013) - looking
at the historical account of 3-month, 6-month, 1-year, 2-year, and 5-year equity volatility.
• Source: Capital IQ
Industry / IPO year

2010

2011

2012

2013

Grand Total

Consumer Discretionary

5

3

8

5

21

Consumer Staples

1

1

1

2

5

Energy

6

11

15

3

35

Financials

8

6

9

7

30

Healthcare

10

8

11

19

48

Industrials

4

3

7

2

18

Information Technology

9

13

16

10

48

2

1

2

5

47

68

50

208

Materials
Grand Total

43

Initial Observations:
We examine the realized volatility of the companies in the sample for of 3-month, 6-month, 1-year, 2-year, and
5-year terms after their respective IPO dates, and then aggregate the data by industry.
60%
50%
40%
30%
20%
10%
0%

Information
Technology

Industrials

Materials

Financials

3 Month
Equity Volatility

60%

46%

42%

23%

43%

6 Month
Equity Volatility

61%

44%

47%

26%

1 Year
Equity Volatility

53%

42%

40%

2 Year
Equity Volatility

50%

41%

5 Year
Equity Volatility

49%

40%
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Consumer
Consumer
Staples
Discretionary

Healthcare

Energy

Overall

44%

60%

32%

46%

47%

44%

62%

39%

47%

26%

40%

48%

61%

34%

44%

35%

23%

41%

43%

68%

36%

42%

42%

25%

44%

45%

73%

50%

48%
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• We note that volatility trends differ based on industry. For the overall sample of companies, there doesn’t
appear to be an “IPO bump”.
• Information technology sector shows a pronounced increase in volatility for the 3- and 6-month periods.
• Whereas with healthcare, as well as energy, the trend is reversed - with equity volatility increasing in the
latter stages after an IPO.
Comparison with Peers:
In order to analyze this further, we investigated the historical volatility for peer companies in the same period:
60%
50%
40%
30%
20%
10%
0%

Information
Technology

Industrials

Materials

Financials

3 Month
Equity Volatility

40.40%

47.43%

45.32%

31.41%

37.84%

6 Month
Equity Volatility

44.09%

47.83%

41.64%

30.22%

1 Year
Equity Volatility

43.62%

42.54%

42.29%

2 Year
Equity Volatility

41.08%

45.38%

5 Year
Equity Volatility

47.84%

55.76%

Consumer
Consumer
Staples
Discretionary

Healthcare

Energy

Overall

23.53%

52.85%

33.78%

41.08%

37.61%

25.06%

55.89%

35.87%

41.47%

28.41%

40.14%

25.28%

54.83%

38.25%

40.81%

37.62%

33.32%

39.89%

28.56%

57.76%

44.72%

43.24%

52.59%

49.35%

53.88%

33.16%

60.49%

50.98%

53.33%

We then calculated the differential between the peer group volatility and the volatility of the post-IPO companies:

Industry Sector

3 Month

6 Month

1 Year

2 Year

5 Year

Differential

Differential

Differential

Differential

Differential

Information
Technology

19.73%

16.51%

9.22%

9.22%

1.11%

Industrials

-1.03%

-3.68%

-0.04%

-4.55%

-15.78%

Materials

-3.64%

5.77%

-2.59%

-2.21%

-10.51%

Financials

-8.76%

-3.74%

-2.38%

-10.66%

-24.22%

5.17%

8.91%

-0.29%

1.32%

-10.23%

20.85%

18.73%

22.43%

14.68%

11.69%

6.86%

5.66%

5.80%

10.01%

12.40%

Energy

-2.03%

3.56%

-4.54%

-8.88%

-1.17%

Overall

4.76%

5.97%

3.43%

-0.75%

-5.58%

Consumer
Discretionary
Consumer Staples
Healthcare
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In the Information Technology and Consumer Staples segments, we see a clear differential for the 6-month and
3-month periods between per group and post-IPO company volatilities, indicating an increase in volatility post
IPO in these segments. Particularly for energy and financials, the charts evidence a reverse trend in volatility.
The calculated differential for the overall portfolio is approximately 5%, indicating that the volatility increase effect
exists, but the magnitude of it may not be very significant.
In Conclusion:
The presented data shows that the volatility patterns are highly industry specific.
In relation to information technology, as well as consumer staples sectors, the data indicates a substantial
difference between new IPOs and their peers, implying that company specific volatility may require an
adjustment based on peer group volatility data for the first year or more post-IPO.
To a lesser extent, consumer discretionary and healthcare sector company volatility data post IPO may also
require an adjustment using a blend of company-specific and peer volatility.
However, based on the available data, energy, financials, and industrials sectors show no observable volatility
increase effect, with company specific volatility likely to be reliable soon after an IPO.
Overall, we suggest that peer group data should be considered for recent IPO company volatility estimation to
avoid potentially overestimating the volatility and obtain a more reliable estimate.

Private Company Volatility Estimation
For private companies, historical and implied company specific volatility data is lacking. Therefore, with certain
adjustments, volatility is typically estimated based on a set of comparable public companies. In order to make the
implied and historical volatility of the peer companies comparable, adjustments for the following need to be made:

Leverage

Size

Other Qualitative Factors
(Phase of development,
business model, etc.)

Leverage Adjustment
A company has more leverage if a company’s debt to equity ratio is higher than its peers’. Therefore, its equity
has a higher level of risk, and by extension, a higher level of volatility. When adjusting for leverage, the generally
accepted methodology is using the Merton Model approach, where the company’s equity value is viewed as the
call option on the company’s enterprise value, with the debt treated as a strike price.
The Merton Model uses the Black Scholes formula to solve for asset volatility by matching the company’s equity
value with the call option value, given the current amount of debt and term to maturity.
As such, common practice is to begin with an asset volatility that is based on the peer group companies’
“unlevered” asset volatilities, and then “re-lever” the estimate to an equity volatility that is based on the particular
company’s capital structure.
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When implementing the Merton Model, it is important to consider the following:
• Convertible notes may need to be split into debt and equity components for purposes of assessing the
company’s leverage level.
• The term used in the Merton Model should reflect the weighted average maturity date of the individual
company’s debt.
• One must match the leverage of the security being valued with the amount of debt being used as the
strike price. For example, when valuing an option on common shares for a company which includes
preferred shares in the capital structure, in order to estimate the volatility at the common stock level,
the preferred shares should be included in the total debt amount. However, when estimating the volatility
for the total equity of a company in order to allocate value to the preferred and common shares, the
preferred shares do not function as a component of the debt, but as a component of the company equity,
and should not be included in the strike price.
• When performing an equity allocation in a contingent claims analysis framework with multiple classes of
securities in the capital structure, it is possible to estimate series-specific volatility for each security,
based on the allocation of the N(d1) spread for each option tranche.

Size Adjustment
Smaller firms often exhibit greater volatility than larger firms. This may be due to the fact that when responding
to economic shocks, smaller firms are unable to respond as effectively as larger ones, because they are less
diversified and have fewer resources.
In practice, we commonly see the following approaches to adjusting for the size differential between peers:
• Using the median of the sample (without adjusting for size), or
• Using the 75th percentile of the peer group if the company in question is smaller.
The following case study analyzes available data on volatility/company size relationship to arrive at a supportable
approach for size adjustment.

Data Analysis: Firm Size and Asset Volatility
Question:
What are the best approaches to adjust for size when estimating volatility using a peer group whose size isn’t
directly comparable with the subject company?
Research Objectives:
• Investigate relationship between firm size and volatility
• Asses the accuracy of various estimation methodologies
• Evaluate trends by industry
• Provide recommendations on reasonable methodologies for practitioners
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Data Used
Industry Sector

• ~2,900 companies traded on major US exchanges,

Number of Companies

with at least 5 years of trading history

Consumer Discretionary

419

Consumer Staples

115

the Merton Model) vs enterprise value (market

Energy

193

capitalization + debt)

Financials

536

Healthcare

520

Industrials

416

Information Technology

468

Materials

118

Real Estate

21

Telecommunication Services

24

Utilities

72

Grand Total

• 5-year historical asset volatility (unlevered using

• 5-company peer group for each company in the
sample, to test the estimation methods
• Source: Capital IQ

2898

Initial Observations:
• We start by collecting historical 5-year volatility for each company in the sample and then breaking down
the data by firm size quartiles and by industry sector.
Median Asset Volatility by Firm Size Quartiles
80.00%
70.00%
60.00%
50.00%
40.00%
30.00%
20.00%
10.00%
0.00%
Consumer Consumer
Discretionary Staples
1st Quartile
by Size

Information
Materials Technology Financials Healthcare

Energy

Real
Estate

Utilities

Telecommunication Industrials
Services

All

40.91%

44.16%

50.41%

47.91%

16.85%

75.00%

55.18%

30.82%

28.67%

29.13%

40.82%

47.55%

2nd Quartile
32.46%
by Size

29.68%

33.37%

36.45%

17.17%

55.04%

34.63%

24.43%

18.52%

44.59%

30.98%

31.73%

3rd Quartile
by Size

24.88%

23.16%

23.87%

29.93%

17.37%

42.04%

31.60%

28.20%

13.10%

19.90%

24.45%

25.05%

4th Quartile
by Size

19.49%

15.31%

17.36%

22.92%

13.55%

20.52%

24.98%

14.19%

10.81%

13.13%

18.58%

18.35%
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• There is a clear relationship between size and volatility for most industries - with larger firms proving
less volatile.
• For most industry sectors, there is a 20%-30% differential in volatility between 1st and 4th quartiles.
With notable exceptions being:
• Healthcare: 55% differential
• Financials:< 5% differential
Breakdown by Decile:
• When further broken down by decile, there continues to be a clear trend for most industries, with smaller
companies exhibiting higher volatility. However, we note exceptions in the financial, utility, telecom and
real estate industries.
• There is an approximately 10% differential between volatility of the 1st and 2nd deciles.
• Between the 1st and 10th deciles there is approximately a 30% differential in volatility.
Median Asset Volatility by Firm Size Deciles
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Investigating the relationship between size and volatility:
As displayed by the chart below, linear regression is not a good fit for the relationship between size and volatility;
however, the log/log regression is a somewhat better fit, but the R square measure of the regression is still low at
approximately 0.4.
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IT Sector; 5 Year Asset Volatility — Linear Trend
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Size Adjustment Methods Considered:
In order to determine the best method of adjusting for size when estimating volatility based on peer company
data, we have collected historical volatility information for a set of public companies, as well as for a set of 5 peer
companies for each one. We then performed volatility estimation for each company in the sample based on peer
group data using the following methods:
1.
2.

Taking the median of the peer group volatility sample, without further adjustment;
Using the 75th/25th percentile of the peer group volatility sample if the subject company size is outside
of that of the peer group size; otherwise, taking the median;

3.

Performing a linear regression based on company size within the industry sector and using the regression
output to determine the subject company volatility based on its size;

4.

Performing a log/log regression based on company size within the industry sector and using the regression
output to determine the subject company volatility based on its size;

5.
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Selecting the volatility based on the median of the industry and size decile of the subject company.
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Estimation Results:
The table below presents the data on the performance of the methods outlined above. The performance was
evaluated as the mean absolute error across the sample, which was calculated as the absolute difference between
the actual realized volatility for each company and the estimate using each method. The lower error indicates
higher accuracy.
Industry

Mediam of

Median of Peers

Peers

(75th/25th percentile

Linear Regression

Log Log

Decile

Regression

adjustment)
Consumer
Discretionary

9.60%

9.41%

11.81%

9.47%

9.49%

Consumer Staples

11.40%

11.20%

12.19%

8.33%

8.26%

Materials

11.59%

11.19%

11.46%

9.07%

8.76%

Information
Technology

11.14%

10.45%

13.36%

10.44%

10.31%

Financials

5.42%

5.30%

6.39%

6.26%

6.09%

Healthcare

18.00%

17.74%

23.30%

18.28%

17.63%

Energy

12.50%

12.80%

15.74%

11.48%

11.22%

Real Estate

13.19%

13.14%

8.60%

8.30%

6.24%

3.01%

2.87%

3.65%

2.48%

2.33%

16.27%

17.60%

15.25%

11.94%

9.36%

8.91%

8.46%

11.00%

7.76%

7.82%

10.75%

10.48%

13.12%

10.28%

10.05%

Utilities
Telecommunication
Services
Industrials
Total

• We note that the 75th/25th percentile adjustment performs better than the simple median.
• Linear regression preforms the worst, while the log/log regression presenting a better fit.
• The decile method results in the lowest estimated error, indicating that the company size and industry
may be better predictors of volatility than the peers selected based on business model comparability.
Conclusions and Recommendations:
Volatility is a subjective estimate. For public companies, it is measured using a blend of historical and implied
volatility; however, certain adjustments may need to be considered in cases where limited trading history or
periods of market turbulence are present.
Volatility for private companies is estimated based on peer data that should be adjusted for comparability.
Presented data analysis indicates that there is a clear relationship between firm size and volatility. Therefore,
when estimating volatility for private companies, appraisers should consider adjusting for size based on the
particular peer group. A 75th/25th percentile adjustment can be calculated, and will improve the accuracy of a
size adjustment - especially when compared to using a simple median - but it is may not be the most accurate
approach. Overall, for private companies, as our analysis indicates, the most accurate approach may be a
breakdown by the decile based on the industry/size. However, we note that compiling this data may be somewhat
labor intensive.
Overall, we suggest considering size when performing volatility estimates, by using some of the presented
methods, or selecting the peer group in a way that maximizes size comparability.
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In the world of mergers and acquisitions (M&A), there are two main types of business acquirers: strategic investors
and private equity (PE) investors. It’s important to understand the differences between these acquirers and the
advantages and disadvantages that each can bring to the M&A table.

Defining Strategic and PE Investors
Let’s start by defining strategic investors and PE investors. A strategic investor is an organization that is already
active in the industry in which it’s looking to acquire businesses. In other words, the organization has employees,
facilities, suppliers and customers and is actively doing business in the industry. Most importantly, the organization
can create synergies by acquiring and integrating with another company in the same industry.
A strategic investor can usually integrate back-office functions easily. This reduces the overhead of the target
business as fixed costs are absorbed, labour efficiency is improved and material costs are lowered. For example,
if a target business has $10 million in EBITDA per year, a strategic investor can prepare a pro forma demonstrating
an increase in EBITDA to $12 million by reducing raw material costs, lowering labor rates, closing one plant location
and integrating back office functions such as accounting, purchasing, etc.
Suppose a target business has $80 million in annual sales and $10 million in EBITDA. A strategic investor would
have to pay a multiple of 8x even if the real multiple of the business is 6.5x due to the synergies the investor
would enjoy. However, the internal rate of return (IRR) for the strategic investor would be higher. For these reasons,
strategic investors have historically been able to pay higher multiples for target businesses but also generate
higher returns, making them compelling business buyers.
Conversely, a PE investor isn’t a business that’s active in a target company’s industry. PE investors are pure
financial buyers that bring capital, but not other attributes like synergies, to the table. This is the only advantage
that PEs have over strategic investors. PE investors cannot pay the same price for target businesses as strategic
investors because their IRR will always be lower. A multiple of 8x on a target business would be just that for a PE
investor: 8x.

Blurring of the Model
In recent years, many PE investors have been striving to bring more attributes to transactions other than just
a large pot of cash. This has resulted in some blurring of the traditional roles and descriptions of strategic and
PE investors and the emergence of a “hybrid” type of PE investor that’s on a more equal footing with strategic
investors, if not enjoying some advantages. For example, many target businesses that are coming to the market
today are what I call “two-headed animals.” These are businesses that have diversified into different spheres.
We recently worked on a deal for an Ontario company with a large food ingredient component as well as a
component that manufactured animal products. A strategic investor would have had a hard time valuing these
very different sides of this business. As PE investors, we were able to bring our expertise to the deal in knowing
whether to buy the business and keep it as it was, spin-off and sell one of the components or split the entity into
two businesses with two different strategies. This is a common scenario where PE investors have an advantage
over strategic investors.
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Another issue is what I refer to as the “employee syndrome.” Many entrepreneurs have some runway left and
want to continue working in their business for another five to 10 years after monetizing and putting some cash in
their pocket. However, the last thing they usually want to do is become an employee and have to read through a
300-page employee manual and report through six layers of management.
PE investors typically enjoy an advantage in this scenario because one of their main goals is usually to maintain
the existing culture in the organization. They’re investing in the business because they like the current culture and
management team, and they need the owner to stay on board for a period of time after the acquisition to help
ease the transition. PE investors usually want to enhance the existing culture with some of their expertise, not kill
and replace it.
However, this isn’t always the case with strategic investors, who often want to adapt the culture to that of the
acquiring business. They usually bring their own management team and the fit and chemistry with existing
management (including the owner) may not be smooth. If the acquiring business is much larger than the target
business, this can be especially challenging and sometimes lead to disastrous outcomes for the target business as
well as the owner if he or she wants to stick around after the sale.

Strategic Investors Fighting Off PE Investors
Over the past few years, PE investors have been more aggressive than strategic investors when it comes to
pursuing mergers and acquisitions due to the amount of capital that has flowed into the industry. Strategic
investors have had to fight off PE investors, often by paying larger multiples to get deals.
There are thousands of private equity funds in the U.S. and internationally that are fighting to acquire the
same businesses. Currently, there are between 5,000 and 6,000 PE funds deploying a total of $600 billion.
Approximately $2.6 trillion is potentially at work globally and the size of deals has increased by about 25%.
In addition, the venue of mega-funds to buy mega-companies or bring public-to-private (P2P) deals to market
is becoming more and more prevalent. There’s essentially no deal now that can’t be done privately.
Another new development is that multiples of public companies are now often lower than multiples of private
companies. The simplicity of operating a private company is an important consideration here. At a presentation I
attended recently, Chip Wilson from Lululemon said he believes that PE groups should find ways to grow larger so
they can replace public markets since these are cumbersome and inefficient.
Leverage is an important component in the PE world. PE investors use leverage as a tool to increase returns — the
higher the leverage, the higher the value of the business. Historically, returns for PE investors have been based
primarily on business growth. For example, PE investors will buy a business with $10 million in EBITDA and grow it
to $15 million or $20 million in EBITDA over the next three or four years. Operational improvements in the business,
the entry and exit price (or multiples) and leverage are other driver of return for PE investors.
In recent years leverage has become more of a commodity. Bank financing has increased tremendously and helps
PE investors improve returns while enabling them to pay higher multiples for certain target businesses.
However, this has created a bubble that has contributed to inflated multiples. The question is whether or not this
will continue. If bank financing becomes constrained, this will lead to lower multiples paid for target businesses
while PE investors become less aggressive.

Statistics on PE Fundraising
The following charts illustrate some statistics regarding PE fundraising in North America and Europe.
Right before the onset of the Great Recession in 2008, there were 1,307 PE funds that raised a total of $576 billion.
The number dropped off precipitously over the next few years, bottoming out at 955 PE funds raising just $285
billion in 2010, or less than half of the amount raised in 2008. The number of PE funds and dollars raised didn’t
reach pre-recession levels again until 2016.
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Interestingly, in 2018 just 820 PE funds raised $568 billion, compared to the more than 1,300 PE funds it took to
raise this much money 10 years earlier. What this means is that the big funds are getting bigger and there aren’t
many new PE funds being created.

Statistics on Multiples — PE Fund-Raising Activity
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With regard to PE activity, there were 2,700 deals in 2008 worth a total of $295 billion in the U.S. The deal volume
dropped by nearly two-thirds in 2009 to about $104 billion on just 1,800 deals before steadily rising to $619 billion
on 5,200 deals in 2018, or more than double the deal volume of 2008. The more money there is in the market,
the more competition there is for a larger number of target companies.

Statistics on Multiples — U.S. PE Activity
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With regard to PE buyout multiples, the average multiple in the U.S. at the end of 2018 was about 13.3x EBITDA.
Of this, 5.9x was debt (or leverage) and 7.4x was equity. In comparison, the average multiple at the end of 2008
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was about the same, or 13.2x EBITDA, but leverage was much lower at 4.7x. Therefore, the actual multiple paid
from an equity perspective is lower now.
Globally, the numbers are similar. The average multiple at the end of 2018 was about 12.6x EBITDA. Of this, 5.3x
was debt and 7.3x was equity. At the end of 2008, the average multiple was 11.3x EBITDA and the leverage
was 4.2x.

Statistics on Multiples — PE Buyout Multiples
U.S PE Buyout Multiples (1) (2)
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When multiples are broken out by size of business, the results are about what you would expect in terms of smaller
businesses resulting in smaller multiples, with one exception: the mid-market, which has yielded the highest
multiples (14.4x EBITDA). The main takeaway here is that the best targets are still very expensive except in the
micro-cap space, where the average multiple dropped from 9.2x to just 4.3x in only about one year. This drop in
multiple can be punctual only because of fewer transactions being recorded. The market right now is very niche in
terms of which targets are hot and which ones are not.
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Statistics on Multiples (Cont’d)
Median U.S. M&A (Strategic and PE Buyout) Multiples (1)
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Statistics Comparing Strategic and PE Investor Multiples
The following charts illustrate some statistics regarding strategic vs. PE investor multiples in the U.S. for various
size business. The difference in multiple can be punctual only because of the data recorded. This drop in multiple
can be punctual only because of fewer transactions being recorded.
Between 2008 and 2016, strategic investors paid more than PE investors for micro-cap businesses. However, this
started to change in 2017 and PE investors now pay more than twice as much in terms of multiples as strategic
investors: 8.8x vs. 4.0x EBITDA. This is because of the increased competition and large volumes of capital flowing
in the market. The same trend is holding in the small cap market, though it’s not quite as drastic. Here, PE investors
are paying an average of 10.0x EBITDA vs. 8.8x EBITDA paid by strategic investors.

Statistics on Multiples (Cont’d)
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Statistics on Multiples (Cont’d)
U.S. Strategic vs. Buyout Multiples — Small cap Market (1)
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In the mid-market, multiples paid by PE investors plunged in 2009 to just 3.3x EBITDA before bouncing back up
to 10.9x just a year later and then soaring to 17.9x in 2016. Currently, strategic investors are paying a slightly higher
multiple of 14.4x EBITDA than PE investors, who are paying 13.1x EBITDA.

Statistics on Multiples (Cont’d)
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In the large-cap market, strategic investors have historically paid higher multiples than PE investors except over
the past two years. PE investors are now paying an average of 14.6x EBITDA compared to 12.9x EBITDA that’s
being paid by strategic investors.
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U.S. Strategic vs. Buyout Multiples — Large Cap (1)
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In summary, 2018 was a high-activity year for deals. There was a lot of optimism and almost 5,200 deals were
closed for a total value of $619 billion. The median deal multiple in 2018 was 11.6x EBITDA with PE investors paying
an average of 0.9x more than strategic investors, even though strategic investors had large cash reserves and high
stock prices. In fact, PE investors have generally paid more than strategic investors over the past five years.
The most active deal segment in 2018 was the mid-market segment, or deals valued between $500 million and $1
billion. In the large market segment, or deals valued at more than $1 billion, there was a loss of 0.5x. With regard
to strategic M&A vs. PE buyout multiples in the U.S. in 2018, PE investors paid higher multiples in 2017 and 2018,
though the difference had mostly disappeared by May of 2019.

Statistics Summary
U.S. Strategic M&A vs. PE Buyout Multiples (1)
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Case Study: Acquisition of Healthcare Business
At Novacap, we recently completed the acquisition of a major healthcare company employing thousands of
people using a well-managed process headed by an investment bank. We had not invested in a healthcare business
in more than a decade due to high multiples, but we had been searching for a good healthcare investment. In fact,
healthcare is one of the very few industries that is recession-proof, though healthcare businesses are subject to
government regulations and changes in policy that can cut EBITDA in half or more with little warning.
The healthcare industry is undergoing major changes in both the U.S. and Canada as governments try to reduce
costs without affecting healthcare services delivered to patients. The company’s main contracts were with
government agencies and would be in flux for the foreseeable future, so we would have to pay a multiple for the
business knowing that most of the contracts could change within the next two years. This is a little bit scary, to say
the least.
Due to this uncertainty, some strategic and PE investors decided to pull out, leaving us to compete with funds that
were willing to work in this kind of environment. In the end, it came down to us and a strategic investor that was
actively involved in the healthcare industry and clearly understood the risks.
In the final round we looked at all the potential scenarios. This included a cataclysmic scenario in which the
government decreases reimbursement rates by 5% or 10% to see how our model would adjust, and we
determined that we could survive this scenario. We were eventually retained, paying a multiple that was good but
not overwhelming. I believe that the deciding factor wasn’t necessarily our price but our ability to move forward
with a fully complete proposal where all they had to do was press the “on” button. We actually spent over $1.5
million on the due diligence before having any sort of exclusive and our financing was ready to go and locked in
when we entered the exclusivity period.

The Origins of Private Equity Funds
Private equity funds were started in the 1970s as purely financial plays utilizing a leverage strategy. The two worst
vintages for PE investors were in 1998 and 2008, both of which came a year or two before a big market crash.
PE investors paid a lot for businesses and weren’t able to sell them at higher multiples. We all remember where we
were before the world fell apart in 2000 and again in 2008.
In 2009 the average multiple was 5.7x EBITDA. That year we bought a U.S. company in Idaho called IPH and paid
5x-6x EBITDA, as well as a U.S. label packaging printer in Minnesota called Smyth at low multiples. This was a good
time for PE investors to buy businesses at low prices, build them up and wait for the good times to return to sell
them at much higher multiples. These businesses can easily be sold for between 7.5x and 12x EBITDA in
today’s market.
The PE world today is more complex and varied than it was in the past. Some firms have adopted the hybrid
model between PE and strategic buyers while others have adopted a very long time horizon — these include family
offices and funds of funds. At the end of 2018, the global value of PE deals stood at just over $1 trillion on about
8,600 deals after bottoming out at around $200 billion on about 4,900 deals a decade earlier in the midst of the
Great Recession.

160

11 — What’s the Difference Between Strategic Investors and Private Equity Investors?

PE World (Cont’d)
Global PE Deal Value and Count (1)
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One thing that has become common with more PE funds is rollups. It can be hard to find a good platform, as there
is a lot of aggregation such as with dental and pet clinics and locksmiths. Instead of doing an acquisition with one
or two bolt-ons, PE funds pay more for a platform and less afterward by acquiring smaller entities. For example,
a firm might pay 7x-8x EBITDA for a platform but 5x-6x EBITDA for smaller bolt-ons. This is a creative way to
generate more value.

Public Market Trends
In the public markets, IPOs have dropped significantly in recent years. In 1990 there were 652 public IPOs but in
2018 there were only 200 public IPOs. The P2P play has become more prevalent and has doubled in size.
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The P2P of public-to-private play is more and more prevalant. It has doubled in size today:
EV of U.S. Public-to-Private Deals and Sponsored-Backed IPOs (1)
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Also, the venue of mega funds such as Apollo ($25 billion), Hellman & Friedman ($16 billion) and The Carlyle Group
($19 billion) now makes it possible to acquire any public company. The percentage of smaller funds isn’t increasing
but the bigger funds ($1 billion to $5 billion and over $5 billion) are getting even bigger.
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The venue of mega funds such as Apollo ($25Bn), Hellman ($16Bn) and Carlyle ($19Bn), make it now possible to
aquire any public companies:
Global Privare Markets’ Fundraising by Size and Year (1)(2)
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Another phenomenon we are seeing is the venue of special purpose acquisition companies, or SPACs. These funds
allow public investors to invest in PE transactions, including leveraged buyouts. The benefits of SPACs are not yet
obvious, however. We looked at SPACs for our businesses, but the promoters seem to be making the most money
here with 20% shares. Most importantly, SPACs do not bring liquidity to the sellers right away.
Between 2016 and 2017, the average private equity deal size increased from $126 million to $158 million, an
increase of 25%. The amount of dry powder in the market is currently at an all-time high of $1.8 trillion. This is
money that can be used by PE investors to compete against strategic investors.
The average deal was $126M in 2016 and $158M in 2017

Dry powder is an all-time high of $1.8Tn. This is money
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Pension funds, however, are in crisis and desperately need to increase their returns. The gap between pension
assets and liabilities in 2007 was $1.8 trillion, but this has now more than doubled to $3.8 trillion. An obvious
solution is for them to put more money in private equity where the returns are higher.
Pensions are in crisis and they need to increase their

Value of private equity-backed exits was roughly flat;

returns. One of the easiest answer is for them to put

the number of exits fell:

more money in PE:
U.S. Pension Assets and Liabilities (US$Tn) (1)
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“Any Fool Can Overpay”
Renowned investor Henry Kravis once said, “Do not congratulate us when we buy a business. Congratulate us
when we sell it because any fool can overpay.”
In other words, it’s easy for PE funds to invest, but it’s not so easy to nurture and grow the business and divest it.
This is something we try to remember each and every day.
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The business appraisal community embraces certain pillars of evaluation as sacred and empirical. Perhaps it’s time
to challenge one of the entrenched beliefs? EBITDA is sacred yet not immune from question.
Chartered Business Valuators (CBV) and business appraisal specialists like myself, invest considerable time and
energy into determining and explaining EBITDA to those who are not familiar with the concept.
Wikipedia:
“A company’s earnings before interest, taxes, depreciation, and amortization is an accounting measure
calculated using a company’s net earnings, before interest expenses, taxes, depreciation, and amortization
are subtracted, as a proxy for a company’s current operating profitability (i.e., how much profit it makes
with its present assets and its operations on the products it produces and sells, as well as providing a proxy
for cash flow). Though often shown on an income statement, it is not considered part of the Generally
Accepted Accounting Principles (GAAP) by the SEC.[5]”
Investopedia:
“EBITDA is one indicator of a company’s financial performance and is used as a proxy for the earning
potential of a business, although doing so can have drawbacks.”
In lay person’s terms, we appraisers calculate EBITDA to arrive at an adjusted income figure to use for business
valuation purposes. There are numerous adjustments that can be made before EBITDA is found. Some are very
discretionary and others are accepted, industry norm. The appraiser will look to industry data and search for
standard operating ratios for fixed expenses and variable and semi-variable overheads and then adjust each to
arrive at EBITDA.
In a small, closely held personal service business or practice, we add back non-recurring or discretionary
expenses such as; extensive continuing education, personal medical expenses, family cell phone expenses,
spousal or family wages for those who do not work in the business full time, but may be paid above market
rate, and personal expenses related to hobby businesses that are not directly related to the income of the
personal service practice itself.
It is a standard process that all business appraisers go through. However, there is a flaw in the methodology of
using this for personal service businesses, mainly that each professional will value their service at a different price.
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For example, many people will deduct 40% of the production of a dentist as the doctor’s salary and then they
calculate the EBITDA. My argument is this: A new graduate doctor is probably willing to work for less than
someone with 25 years of experience. Each of these buyers would then value themselves differently, resulting
in a differing EBITDA, and thus a differing valuation for the business. The flaw in using this methodology is the
assumption that every professional is worth the exact same price. Once again, I refer to a new graduate versus
somebody with 25 years of experience. I am certain that a doctor with more experience feels he/she is worthy
of making a higher per hour earning based on their experience. The example below shows how the valuation of
a business can be substantially different based upon the earning expectation of the purchaser. It is unrealistic
for a business appraiser to use this methodology for small, closely held personal businesses because it does not
take into account the unique perspective of each of the purchasers. It is prudent to value the cash flow of the
business, which is the free cash available to service the professionals working in the practice before income taxes,
depreciation and amortization. This allows each individual buyer to formulate their own tax plan, and their own
estimation of what they are worth. This is normally done with the aid of the purchaser’s accountant. Business
appraisers and valuators should not be valuing all dental professionals at the same rate because it yields a
flawed valuation result.
Another shortcoming in the EBITDA formula is that earnings are not adjusted for fluctuations in labour supply
and changes in the cost of engaging a professional to perform the service. A perfect example is that 15 to 20
years ago in certain parts of Canada, good dental associates were in short supply and owners were offering
45% of collections after laboratory costs had been deducted plus bonuses such as continuing education,
uniforms, licensing and insurance allowances. Some would pay signing bonuses or annual retention bonuses.
For example, today, in the Greater Toronto Area, a dentist can be found for a substantially lower cost.
Some principals are offering 25 to 30% as a starting commission with a scaled bonus system resulting in associates
being paid a higher percentage as production and collections increase. The net average cost of these associates
could be as low as 30 or 32.5%. This is the new effective rate of the cost of hiring a dentist and this is where the
patent flaw of the EBITDA formula is revealed.
In the formulations I have seen where appraisers use EBITDA as a method for valuing a dental practice, I have
never seen one above or below 40% as the “doctors salary”. As well, I question whether these appraisers are
deducting laboratory costs (which is required by the Dental Act). Are they adjusting for bad debts/collections,
and for bonuses, which are paid in other expense categories such as continuing education? Any form of
compensation paid to doctors has to be added back in their methodology for EBITDA to be true and accurate.
Also, some of the practice expenses such as licensing, insurance and continuing education may be paid by
the associate. These would normally be borne by the practice. Is that being considered? I have yet to see one
document that includes these items.
In our methodology, which I consider to be empirical, none of these variables can have an impact on evaluation
because we are using cash flow—not EBITDA. Sometimes referred to as “free cash”, in my mind this is the purest
figure to use for appraisal. Because we use free cash, we also apply a substantially lower earnings multiple than
those who use the EBITDA formula, but the net result is sound and distinctly more static, in that changes in labour
supply and labour costs, fluctuating variable and semi variable overheads and the short and long term effects of
inflation and interest rates have little or substantially no bearing whatsoever on our methodology.
We have been using this methodology, with a few minor adjustments, for over 44 years. The banks understand and
appreciate it. Accountants understand it. It does not try to attempt to appraise the value of any doctor and his/her
skill set. Doctors do not want to be appraised. Business appraisers do not appraise people. We appraise businesses
and businesses are measured on cash flow, not on “labour” value calculations that are subject to large and wideranging opinion.
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