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Business Valuation: The Basics - our new book, 50 pages
explaining Business Valuation in layman's terms, is available -
complimentary copies for the asking.  Contact us if you haven't
received your copy.

n virtually any financial investigation of a business, where
the ultimate goal (perhaps among others) is to value that
business, it is almost always necessary to make adjustments –
generally called “normalization adjustments”.  This is also the
case where valuation may not be the goal, but rather instead
the determination of income.  The ultimate need – an
understanding of the normalized level of income for the
business – remains the same.  For this purpose, normalized
essentially has the same meaning as adjusted.  In the broad
sense, there are two types of normalization adjustments – the
more benign adjustment where there is no suggestion that
anything was done incorrectly, but rather that the timeframe
investigated had in it certain items (whether income or
expense) that were abnormal, not expected to continue etc.
An example of that would be where a business moved during
a year, and for a period of time had duplicative or overlap-
ping rent.  There is certainly nothing improper about that, the
owner did not benefit from it, it was real – it is just not a
normal expense and would not be anticipated to continue.
Thus, the financial operational results need to be adjusted to
reflect what would be a normal expected expense
structure.  

The other type of adjustment is the one more typically thought
of, certainly by legal counsel and usually also by accountants.  If
we were to use the previous example as a benign adjustment, this
type would be classified as a malignant adjustment.  This includes
a wide variety of items such as unreported income, family
vacations run through as expenses, multiple cars on the books
without business purpose etc.  This type of adjustment suggests
some level of wrongdoing.  

Included in the former, benign type of adjustment, is reasonable
compensation – which is often the largest adjustment, and which
will not be addressed in this article.  That area is worthy of its
own separate article and full-fledged discussion.  What is also not
covered in this article, and an area that warrants multiple articles
on its own, is unreported income.  This article’s focus will be on
selected types of “malignant” adjustments –typically where we
find them to be large.  These type of adjustments are also the
type that tend to have a significant impact on the income taken
(or available to be taken) by the business owner.   
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• Income Shifting – This type of adjustment generally means that near the business year end (typically December
31st) tax planning type attention is given to the income/sales so as to not recognize revenues at that time, but
rather push them back into the following month, which therefore means the following year.  There are essential-
ly two ways this is done, and the choice of which generally depends on the manner by which the business reports
its revenues – cash basis or accrual basis.

• Cash Basis – This means that income is recognized when received (rather than when earned) and expenses are
deducted when paid (rather than when incurred).  This is the typical fashion by which most small business (other
than those with inventories), as well as virtually all professional practices, report their income and expenses, how
they file their tax returns.  In concept, deferring income in a cash basis business is easy, and is practiced all the
time.  When monies are received from customers/clients, the money is held back and not deposited until a later
point in time.  Typically what we have is a professional practice reporting on a December year end, which does
not timely report the money it receives for the last week or two (or more) in December.  Checks are held back, put
in a drawer, and deposited in early January.

• Accrual Basis – This type of record keeping or reporting means that income is recognized when earned
(generally meaning when billed) rather than when received; and expenses are recognized when incurred, rather
than when paid.  This type of system, as a result, requires the recording of accounts receivable (billings that have
yet to be collected).  Using a law firm as an example, this also includes work in progress (WIP) – which is income
that has been earned but not even billed.  Also taken into account are accounts payable or accrued expenses
(which means expenses that have been incurred by the business but as yet remain unpaid).  Most medium and
larger businesses report on this basis – and even those that report on a cash basis, may maintain (or have the
ability to maintain) internal records on an accrual basis.  

The income deferral gain here is a little more sophisticated than that practice previously discussed as to a cash
basis business.  With an accrual business, whether or not the funds are received, whether or not the funds are
deposited, is irrelevant.  The issue here is whether the funds have been earned (understand that we are allowing
for an appropriate estimate of a reserve for collectability – the discussion here is assuming good receivables).
Thus, if we had a situation where in the last week of December a customer paid a $100,000 outstanding bill, for
our purposes it would not matter at all whether or not that $100,000 was deposited.  If it was, cash revenues
would increase by $100,000 but receivables would decrease by $100,000.  On the other hand, if the money was
not deposited, the books and records of the business would still reflect a $100,000 receivable – which got on the
books and records by recording a sale in that amount.  Thus, the deposit or non deposit for a business on an
accrual basis has no bearing on its income.  

• Payroll – As referenced above, we are not going to be addressing reasonable compensation for the owner, but
rather payroll expenses for other than the owner that are inappropriate, excessive or otherwise crying out for
rectification.  Adjustments in the payroll area usually takes one of two forms:

• The really good friend on the books – Classically, this is a paramour of one form or another, a girlfriend or a
boyfriend (or both for the truly modern sybaritic business owner).  Many times, the adjustment required here is
not simply adding back the payroll of this paramour, but the more complex issue of determining reasonable
compensation for that paramour because in many cases the paramour truly works in the business, just is getting
paid considerably more than a fair compensation.  Unlike a reasonable compensation adjustment for a business
owner (which does not change the amount of money earned or available/taken by the business owner at all), an
adjustment here is a statement by the accountant that the owner is earning (and usually in one form or another
realizing) additional compensation/income by virtue of diverting some of what would otherwise be his/her
income, giving it unreasonably and without justification to someone else.  

• Family on the payroll – The other common payroll adjustment does not involve putting a big red letter A across
the front of the Company’s books and records.  Rather it is a consequence of the business owner having one or
more family members (typically a spouse or children) on the books.  These are generally easier to adjust, because
usually these people are not really working, or if they are it tends to be nominal, and the adjustment is often the
payroll they receive in its entirety, or close to it.
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• Depreciation – First, let us briefly define depreciation and
address a certain semi-myth.  Depreciation is the paper write
off of the cost of long term or fixed assets over their
expected useful lives.  What this means – in a very
oversimplified fashion – is that if a business spends $100,000
for a conveyor belt system in the factory, and that system is
expected to have a 10-year life, the Company will take a
depreciation deduction, will write off as an expense, $10,000
per year for 10 years.  The semi-myth is that depreciation is
not a real expense.  It is a real expense, it is just one that may
not necessarily show up as an expense in lockstep with the
expenditure of funds.  Thus, that $100,000 conveyor belt was
purchased in 2003, but is written off over the 10 years 2003
through 2012.  In years 2004 forward, there is a depreciation
expense deduction by the Company for which there is no
directly connected cash outlay.  That is because the cash
outlay was $100,000 in the year 2003.  There was a real cash
outlay, it’s just that the depreciation expense may not be in
the same year.  Since this conveyor belt system will be used
up (meaning it will need to be replaced), the expense is
very real, and the purpose of depreciation is to provide a
mechanism by which a business can write off a long term
asset over its life expectancy.

1. A taxpayer was not allowed to deduct as advertising
or promotional expenses amounts expended in the
upkeep of his home, constructed to look like a Moorish
castle, even though a picture of the home was used as
his business logo.

2. New IRS Substantiation Requirements 

For home entertainment, the total number of drinks, if
any, and the total number of ounces of liquor, if any
used, must be shown, separated by brands.  Where food
is involved, an estimate of the leftovers must be deducted
from the cost.  For meals, a menu must be submitted,
showing items ordered and prices.  If the menu is in a
foreign language, an English language copy must be
signed by an interpreter and certified by a notary
public.

When laundry and cleaning are charged under
entertainment, the amount must be prorated to include
only the portion of dirt accumulated during the
entertainment. In the case of flowers sent to a patient
in the hospital who dies before the patient can sign a
receipt, you will need a notarized statement from the
nurse in charge showing his/her name and title and
giving the date, time, type and number of flowers.  In
the case of mixed bouquets, the color, type and number
of each flower must be shown; however, greenery need
not be listed as this is usually furnished free.
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What was just described is all well and good in theory –
but the tax law often plays havoc with the very nice,
by-the-book concepts.  In theory, if you have quality
financial statements (at least a review if not an audit
level), you very well may have depreciation expense that
can be relied upon without further adjustment – not
necessarily, but in theory yes.  However, for many
businesses, you will have only tax returns (which we all
know are tax motivated) or you may have compilation
financial statements that are not required to be
consistent with good accounting principals.  In those
cases, you are probably looking at depreciation that was
tax determined rather than economically determined.
This is especially the case in the past couple of years as a
result of the massive changes in depreciation tax law
brought about as an outgrowth of the reactions to
September 11th.

The above briefly highlights some of the typical
critical large adjustment areas.  There are many other
potential areas of adjustment, some of which can be
extremely substantial depending upon the particular
situation.  These include, by way of example, travel
and entertainment, meals, office supplies, repair and
maintenance – virtually anything.  The reality is that
the need for normalization adjustments can arise in
any income or expense category.  For instance, in
many manufacturing businesses, the largest single
expense is cost of goods sold.  In theory, this is
where the Company reflects its direct costs, those
related directly to the products sold.  In a retail
clothing business, costs of goods sold would
represent the cost of the clothing that was purchased
wholesale, which then in turn is to be sold retail.
For a manufacturing operation, costs of goods
sold would include the raw materials (and various
other items depending on the level of accounting
sophistication) that are used to manufacture the
specific product.  By its very nature, because it tends
to be a very large dollar value account, and often
one with a high volume of transactions, it is also at
times used as a dumping ground for almost anything
that the business owner wants to bury.  It does not
matter that what is being run through this expense
category has absolutely no relationship to costs
of goods sold.  It is simply a convenient place
to bury an expense where it is less likely to be
uncovered.  

Because there are so many ways to bury expenses, to
distort (generally meaning reduce) a business’s
income, the normalization process which the
investigative accountant needs to apply in order
to preserve the American way of life and to
right those terrible wrongs, must be applied
uniquely on a one-on-one basis in each and every
case. 
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This is one of the bogeymen of our practice, a kind of
horror story villain raised from the dead on a regular basis
to scare litigants into being more reasonable, acquiescing,
and warning them of certain things they can’t possibly do
before a Judge.  Yes, the dreaded specter of unreported
income, or egregious perquisites – either one of which
constitutes tax fraud.  As we all know, as an outgrowth of
the infamous Sheridan case, whenever a Judge is presented
with convincing evidence/testimony of tax fraud, the Judge
is obligated to put a halt to the proceedings and hand the
matter over to the IRS.

Frankly, from experience, this appears to be one of those
areas that has been overblown, exaggerated and unfairly
treated.  Okay, so the parties have been living all these
years in large part through the benefit of unreported
income, and as a result are clearly guilty of tax fraud.  So
what?  Is that really a fair reason for saying “a pox on both
of your houses”, washing your hands of the matter and
calling in the financial police?  

Such a position is not fair, does a disservice to the clients,
and makes the difficulty of a divorce situation, which
already by definition is difficult, even more difficult.  When 

there are children involved, this draconian approach/
philosophy threatens their already fragile existence.  And, is
this really done out of a true sense of justice and what is
right, or more out of a pique, a frustration over perhaps the
outrageous antics of some of the litigants and even a
misplaced sense of morality?  

Notwithstanding the judicial role, and the enforcement of
laws, is it really the Family Court’s obligation to be the
moral arbiter to compound the grief of the divorce process
by bringing down on the parties the financial threat and
power of a potential IRS examination?  There must be
better ways to handle these things.  One of those ways may
be to simply proceed as normal, and not try to pass too
much judgment on the financial practices of the litigants.  Is
it really the judiciary’s role to address social policy? 

Perhaps the irony of all of this – if what we financial experts
hear is correct – is that after all of these years of being
subjected to the fear of Sheridan, the word is that, despite
being handed the case on a silver platter, the IRS has yet to
take action against the Sheridans.  Let’s not make a difficult
situation even worse.   It is long past the time when the
Sheridan-like fear should be removed from our lives.

Divorce Taxation: The Basics - our new book, 40 pages explaining Divorce Taxation in layman's terms, is available - complimentary
copies for the asking.  Contact us if you haven't received your copy.
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