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I

n some circles, there is an old saw that if a business is unprofitable it can’t recover lost profits in an
action. Others steadfastly believe it is always possible for a business to suffer lost profits. If either
ends up being right in a particular case, it is by sheer accident, since each philosophy is flawed in
its own right.

What is an Unprofitable Business?
Before we delve into the shortcomings of each philosophy, we will first discuss the concept of an
“unprofitable business.” Let’s start with nonprofits, or “not-for-profit” businesses. These businesses are
not unprofitable by design, nor do they necessarily lack profit. In fact, some of them are quite profitable.
Their “nonprofit” title stems from the fact that earning a profit is not central to the organization’s
purpose. For just about every other business, the opposite is true. Business schools teach that the goal
of a business is to provide a return to its shareholders. But just because that is the goal, it does not
automatically happen. Earning a profit is hard work. One must have a well-designed business plan,
a management team capable of executing the plan and a culture nimble enough to respond to the
constant changes in the market.
Profits are not linear, meaning that a business does not necessarily earn one every day or every
month. Think about retailers. The day after Thanksgiving is known in the industry as “Black Friday.”
The “black” label was borne out of the fact that sales were so heavy on that day (and the rest of the days
until Christmas) that it put the retailer “in the black,” a profitable position, for the year. The implication
is that the retailers were “in the red,” or unprofitable, most of the year.
With the above scenario in mind, it becomes hard to label a business as unprofitable. Unprofitable
when? Which month? Which year? Is the unprofitable state a seasonal condition? Is it a cyclical trend
within the industry? Thus, the “unprofitable” label should not be used loosely; it requires qualification.
In fact, I will submit to you that there is no such thing as a truly unprofitable business, at least in the
long run. Such a business would cease to exist after continued operating losses depleted its assets and
available borrowing capacity.
Measuring Lost Profits for “Unprofitable” Businesses
Let’s say we have properly qualified “unprofitable” to mean the twelve months prior to the action.
Further, we expect this unprofitable state to have continued for another year, regardless of the action. So,
let’s examine the philosophy that the business is unable to suffer lost profits because it was unprofitable
anyway. The fallacy in this philosophy is that the action could have made the business even more
unprofitable. Thus, the business finds itself in a worse position, as illustrated in the following example:
In this case, the business, while
expecting to lose $55,419, actually finds
Actual
But for the Action
itself with a $304,725 loss. Accordingly,
its lost profits are $249,306. This
Sales
$3,583,823
$4,280,381
example will give the “you can always
Operating Expenses
$3,888,548
$4,335,800
suffer lost profits” crowd some
Net Loss
($304,725)
($55,419)
momentum, but only temporarily. Let’s
look at another example:
In this example, the business was
actually
better off from a financial
Actual
But for the Action
perspective. Sure, the action took a
Sales
$3,792,478
$7,581,142
bite out of sales. But the company
Operating Expenses
$4,263,828
$8,158,383
responded in kind by cutting its
($471,350)
($577,241)
Net Loss
operating expenses. In this case, there
is no basis for lost profits.
The Final Word
The hype surrounding lost profits for “unprofitable” businesses is undeserved. The truth is,
evaluating lost profits for an “unprofitable” business is virtually indistinguishable from the evaluation
of a profitable one. In either case, it is a matter of slapping on the green eyeshade and studying sales
and expenses to determine the impact of the underlying action on each. There is, however, one caveat.
If the business is seeking lost profits for an extended period of time, and the business was expected to
operate unprofitably during this time, consideration must be given to whether the business could have
continued as a going-concern. In other words, the losses may have become too much to bear, and the
business would have found itself defunct regardless of the action.
In summary, if you encounter a lost profits claim for a seemingly unprofitable business, avoid leading
with your face and assuming such a business “always” or “never” suffers lost profits. Instead, proceed
with caution and let the correct answer evolve as a matter of analysis rather than philosophy.
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