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I
n commercial disputes, there are many 
approaches that can be put forward 
by the litigating parties to calculate 
pre-judgment interest (PJI). These 

include opportunity costs, statutory rates 
and borrowing rates. Unsurprisingly, 
different approaches can give different 
results, but only one can be used in a 
judgment. Thus, to minimise the debate 
over PJI rates, an approach that has 
economic consistency is sought.

Ignoring rates of interest found in 
contracts pertaining to a claim, the 
legal basis for applying non-contractual 
interest to damages awards also appears 
well established and can run from the 
date of the: cause of action; loss; or claim. 

However, the type of interest, ie simple 
or compound, and the rate of interest 
are often areas of debate and/or legal 
argument. The analysis that follows 
seeks to narrow the scope for debate, and 
make PJI a relatively mechanical and 
uncontroversial issue. 

Restorative justice
Per Robinson v Harman (1848) 18 LJ Ex 
202, [1843-60] All ER Rep 383, the aim of a 
damages judgment is to restore a wronged 
person to the position they would have 

been in if not for the wrong. It therefore 
seems natural that this aim should flow 
through to PJI. 

“  It follows that 
claims can arise 
from a spectrum 
that runs from bad 
luck to bad faith”

Many commercial disputes do not 
involve actual expropriation of money 
or assets, or a wealth transfer from 
the claimant to the defendant. Often, 
disputes arise because the defendant has 
done, or failed to do, something which 
leads to the claimant’s loss. Indeed, as 
well as the liability for a claimant’s loss, a 
defendant will often suffer their own loss 
when a claimant refuses to pay for faulty 
goods or services. It follows that claims 
can arise from a spectrum that runs from 
bad luck to bad faith. Thus, the notion 
that defendants wrongfully take claimant 
monies for their own use will not be true 

in many instances. 
A generalisation also has to be made 

in that defendants will pay the amounts 
awarded in judgments. The recalcitrant 
and the bankrupt are both out of scope 
and, hopefully, a small minority. 

But perhaps the most important feature 
of a judgment, award or determination 
is that it gives certainty as to the 
value of the amount in dispute. This 
crystallisation means the past losses and/
or future losses become fixed in time 
and amount. In finance parlance, they 
become what is known as a risk-free cash 
flows. 

simply compounding
Simple interest is typically paid to 
a lender by a borrower at regular 
intervals during the life of a loan, with 
the principal being paid at the end. 
The lender can then reinvest and/or 
spend this interest as soon as it is paid. 
Compound instruments add the interest 
to the principal, which increases the 
amount on which interest is applied. 
But the lender doesn’t get to spend the 
interest in the meantime. In litigation, a 
claimant can be characterised as a lender, 
and a defendant a borrower. 
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However, defendants typically don’t 
pay claimants any lost profits, let alone 
interest, until after the judgment is 
handed down. If no money changes 
hands from the date of the loss to the 
judgment date, PJI based on simple 
interest seems inconsistent with the 
nature of disputes. 

Compound interest therefore seems 
the best way to compensate a claimant 
for not having use of the disputed funds 
during the life of the case. Even in cases 
where interim payments are made, it 
might complicate the calculations but it 
won’t destroy this principle. 

Opportunity knocks
The expected return on a lost 
opportunity, aka opportunity cost, is 
often argued for as the PJI rate. This is 
usually on the basis that the disputed 
funds would/could have been reinvested 
back into the business. If the profits 
had not been lost, the argument is they 
would have earned the accompanying 
expected return. Apart from the 
question of whether all of the losses 
would have in fact been reinvested, such 
arguments can be tough because it is 
not possible to be certain, ex-ante, that 
the expected return would have been 
realised. 

By definition, an expected return is 
an uncertain one. It therefore seems 
inconsistent with the principles of 
risk and return that lost profits, which 
become certain via a judgment, should 
earn a return that reflects uncertainty, 
but without ever having faced that 
uncertainty. You can’t win lotto by 
picking the winning numbers after the 
draw… 

The issue comes into sharper focus in 
the context of a claim where the value of 
an entire business has been lost due to a 
wrong. In such situations, the business is 
often valued by reference to its free cash 
flows. These free cash flows are those 
which the business does not need for 
its operations and can be used for other 
purposes, such as paying dividends and 
investing in other assets. 

However, by definition, free cash flows 
are net of the reinvestment needs of a 
business, ie working capital and capital 
expenditure. It follows that claims for 
“lost opportunity” can be flawed when 
the reinvestment opportunity needs have 
already been accounted for. However, 
if a lost opportunity claim is not wrong, 
then the valuation it stems from probably 
has problems. 

Even if multiples are used to value a 
business, they should inherently reflect 
reinvestment needs. Again this means 

that there should be no lost opportunity 
in respect of a business valued this way. 

The conclusion is that opportunity 
costs which reflect risk are an 
inappropriate basis for PJI. 

the state of the statutory
Under s 17 of the Judgments Act 1838, 
the statutory rate of (simple) interest has 
been 8% since April 1993. In contrast, the 
Bank of England base rate at that time, 
which is used to help manage economic 
cycles, was 5.875%. The base rate then 
reached a peak of 7.5% in June 1998, 
troughed at 3.5% in July 2003, and cycled 
back to the starting point at 5.75% by July 
2007. However, since March 2009, the 
base rate has been 0.5%. 

The lack of a relationship to this key 
interest rate makes it difficult to see how 
the statutory rate is a relevant basis for 
PJI in commercial disputes. However, 
given the current premium over the base 
rate, the statutory rate could serve well as 
a basis for post judgment interest, since it 
should create an incentive for defendants 
to pay on time. 

Zero sum game
Given that claim value becomes certain 
when a judgment is delivered, what rates 
of return will match risk-free cash flows? 

Aswath Damodaran, a finance professor 
at the Stern School of Business, gives the 
following useful criteria for risk-free cash 
flows:
ff the amount is certain;
ff the timing is certain; 
ff there is no default risk; and
ff there is no reinvestment risk (for 

interim cash flows). 

In general, commercial borrowing rates 
meet the criteria of certainty in amount 
and timing of cash flows. However, they 
also have default risk, as well as interest 
payments during the life of the loan, 
which means reinvestment risk. These 
features make commercial borrowing 
rates not quite the right basis for PJI. 

Typically, it is only government bonds 
that meet the default free criteria. 
However, government bonds that pay 
interest (or coupons) during the life of the 
loan will still have reinvestment risk. 

This leaves a particular type of 
government bond known as a zero 
coupon bond, or “zero”, which does not 
have reinvestment risk. This is because 
zeros accrue compound interest at a fixed 
interest rate for the life of the bond, with 
both principal and interest being paid at 
maturity. Zeros therefore become a match 
between risk free cash flows and rates of 
return. 

But what role might a risk free 
investment play in the real world of 
litigants? In a factual world, a defendant 
may see a real risk that he will have  
to pay a sum of money to a claimant  
upon judgment. If this risk materialises 
and he doesn’t have the funds to pay,  
there could be a threat to his other assets / 
wealth. Facing up, the most certain way  
he can keep the money on hand and 
protect his other wealth is to invest the 
sum at risk in a government zero until the 
judgment date. 

In a counterfactual world, where the 
claimant keeps his funds at the time of the 
wrong, what would be the most certain 
way he would still have those funds on 
hand come judgment day? Invest them in 
a risk-free zero. 

The risk-free rate is therefore a safe  
and reliable way to reconcile, ex-ante, 
a real world investment to a damages 
judgment. An added bonus is that a zero’s 
compound interest calculation is relatively 
simple.

As zeros are traded, it is not necessary 
for one to have been issued on the exact 
date of loss. Services such as Bloomberg 
provide the term structure of government 
zero yields as at any given date, and  
which most quantum experts will have 
access to. This approach seems a lot  
easier to manage than a slew of legal 
arguments and opposing quantum 
experts’ opinions on expected returns  
and the cost of capital etc. 

At maturity 
The conclusion is that the risk free rate, 
as given by government zero coupon bond 
yields, is:
ff able to avoid the need for legal 

/ expert debate, saving the 
accompanying costs;
ff market based and relatively simple to 

calculate; 
ff closely matched to the nature of 

commercial disputes; and 
ff capable of restoring a claimant to a 

real world position he could have been 
in, if not for the wrong. 

In the end, the courts have wide powers 
to apply interest as befits the case and its 
circumstances. However, the risk free rate 
seems like a bespoke fit for the nature of 
prejudgment interest, and could serve 
well as its centre of gravity.   NLJ
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