Is it a Profit? Is it a Loss?
NO, It’s Super-Manipulation

Whether a case involves a divorce, a minority stockholder suit, partnership dissolution,
insurance claim — it is usually very important (many times the most important financial aspect
of a situation) to determine the real income of a business entity, how much the business owner
is making. This is so or even if we are not involved in a suit, but rather we are dealing with the
valuation of a business for purposes of estate planning and/or gifting. In theory, this figure is
shown in the statement of operations, which goes under various names — Profit & Loss
Statement, Revenues & Expense Statement, Income Statement, etc. Regardless of its moniker,
it is an indication of the income received and the expenses incurred by a business. It is an
unusual business where no adjustments are necessary as to expenses and/or income. It is the
exception to the rule where we are able to accept operational results as presented on the
surface. This article will touch on just a few areas where adjustments are common.

One of the first issues with which we need to deal is the matter of cash basis versus accrual
basis. Simply explained, the cash basis (very common for virtually all professional businesses
and for many small companies) is a reflection of income received and expenses paid. A
problem with this type of system is that it does not reflect income earned but not yet collected;
nor does it reflect expenses incurred but not yet paid for. This leaves room, sometimes much
room, for significant distortions. The accrual basis of accounting is the one considered to be in
accordance with generally accepted accounting principles — and is in theory the only
appropriate way to reflect the income and expenses of a business.

Depending on the condition of a business’ records, it is sometimes impractical to try to restate
several years of cash basis figures in order to bring then in accordance with accrual basis
requirements. Using a law firm as an example, to do so would require, at the very least, for
each year that is involved, determining the extent of accounts receivable as well as work in
progress (WIP) at the beginning as well as the end of each of those years. This would also entail
making a judgment call as to the relative collectability of the receivables and the billability of
the WIP. It would also require a similar exercise as to the extent of unpaid bills (accounts
payable) at the beginning and the end of each of those years. As a practical matter, that is
often either extremely difficult to do or would require a substantial time commitment and
expense that is perhaps unwarranted under the circumstances. Unless there are significant
year-to-year differences (often the result of year-end planning or similar type “games), while
the balance sheet might be significantly impacted by reflecting the correct figures (i.e. accounts
receivable), the year-to-year operations may barely be affected because the net variation
between receivables, WIP, and payables from one year to the next may be de minimis.

Another area commonly requiring adjustments is income — whether because of unreported
income or, perhaps more benignly, the deferral of one year’s income into the next. The area of
unreported income is one of the most difficult (and if you’ll pardon an accountant’s
perspective, one of the most exciting) aspects of investigative accounting. Sometimes, the



income adjustment is as relatively simple as recognizing that an invoice (or a series of invoices)
near the end of one year is not reflected in the company’s books (or, if for a cash basis
company, that deposits received in the last week or two of the year were held back and not
deposited until the following month — which is in the following year). These of course distort
the income of each year. If this is something done somewhat consistently from year-to-year,
one year’s deferral is the next year’s gain — and if we, in doing our jobs, add that income to the
year in which it was not reflected or deposited, we must also recognize that the following year,
to the extent of that adjustment just made, has been overstated. What typically happens of
course is that a similar type “game” is played at the end of that following year, and the
appropriate correction of that year will involve the same type of adjustment. Sometimes
however, whether for financial reasons, tax reasons, or sloppy internal record keeping, the
deferrals can be very different from year-to-year — even to the extent that for one or more
years, no deferrals exist, while for one or more years, significant deferrals exist.

Payroll is another area where we often need to make adjustments to reflect reality. Putting
aside the issue of reasonable compensation for the business owner, the payroll expense area is
sometimes fruitful in the investigative process because of the possibility of no-show jobs, or
unusual payment arrangements. No-show jobs typically take the form of either payments to
family members (i.e. children) done as a tax maneuver, or payments to a paramour done for
potentially many different reasons, two of which include ensuring a harmonious relationship
and contributing towards being able to show less income available to the business owner. It is
also common practice when such findings are made to similarly adjust payroll tax expense — if
the payments for payroll are unjustified, then the attendant payroll taxes resulting from that
payroll should not be permitted as a business expense.

Depreciation — an occasionally heard refrain is that depreciation is not a real expense since it
does not represent (as it is) a cash outlay. While it is true that depreciation is not a cash outlay,
it is wrong (except in certain limited situations) to believe that depreciation is not an expense —
it most certainly is a very real expense. The problem is attempting to define the timeframe
over which that expense should be recognized. When a business purchases a machine for the
factory, or a computer, or a desk, it either pays for it outright (thereby reduces its cash) or it
buys it over time (typically taking out a note with a bank, and paying monthly installments). In
either case, there is definitely a cash outlay — however, it might not (and usually does not)
correlate closely with the using up of that asset. And, it is using up the asset that is indeed a
real expense. Regardless of how paid for, over a period of time (whether it be a few years,
several years, or many years) that asset will be used to the extent that at some point it will no
longer serve a function for the business. The asset is then either junked, or perhaps traded in
at a nominal value for a replacement. Clearly, the business has incurred an expense — we just
have to figure out over how many years that total expense should be amortized. The tax laws
(with perhaps the exception of automobiles) generally allow write-offs that are faster than the
actual economic depreciation of an asset. Whether or not the difference is substantial enough
to warrant an adjustment, is a separate case-by-case determination. Also, present law allows a
first year bonus deprecation write-off of in excess of $100,000. A machine which costs
$100,000 and might be useful for 10 years can be written off as if an expired expense at the
time of purchase. This too is an adjustment in the deprecation area commonly required of the
investigative accountant.



There are many other areas where it might be necessary to adjust reported figures — whether
assets, liabilities, income or expenses. That is often the real challenge in a business
investigation.



