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IRS Form 1040
• IRS Form 1040 - U.S. Individual Income Tax
Return
• Schedules A, B, C, D, and E
• Not all tax returns will include all schedules
• Make sure to look at the Form 1040 along with
all schedules
• Copies are provided in the reference materials
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Form 1040
• Two page document
• Provides a roadmap of the various elements of
income, deductions and total tax
• Does not provide the level of detail that is in the
schedules, but important to look at this for a
broad overview before viewing the various
schedules
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Form 1040 – Page 1
• Basic information at the top of the form including address and any
dependents
• Line 7 – includes all W-2 income
• Shows if the taxpayers are employed as a W-2 employee. All W-2s
will be reflected on this line for the individual or spouses filing the
return.

• Line 8a – taxable interest - more information on Schedule B
• This will include all taxable interest from interest bearing accounts. If
there is a number here then you know that there are checking,
savings, etc. accounts that are funded and earning interest as well.
• Important to identify assets but also a source of income for support
purposes.

• Line 8b – tax-exempt interest
• Differs from line 8a in that these monies are not taxed.
• These monies will not be included in line 8a.
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Form 1040 – Page 1
• Line 9a – ordinary dividends – more information on Schedule
B
• This will include all ordinary dividends from investments. If there
is a number here then you know that there are investments that
you need to identify.
• Important to identify assets but also a source of income for
support purposes.

• Line 9b – qualified dividends
• This number is included on line 9a.

• Line 10 – taxable refunds, credits or offsets of state and local
income taxes
• Useful for support as this could be an element of income.
• This could also be useful to identify assets if there was a large
refund that one party retained after separation or if the monies
were placed in an account and not spent.
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Form 1040 – Page 1
• Line 12 – Business income or loss – Schedule C/C-EZ
• If there is a number here then there is an interest in a business.
• Could be more than one business.
• Relevant to support and property division.

• Line 13 – Capital gain or loss – Schedule D
• If there is a number here then there were capital assets owned
during the calendar year for which the tax return was filed.
• Could be multiple assets.
• Relevant to support and property division.

• Line 14 – Other gains and losses
• Other income streams and potential assets.
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Form 1040 – Page 1
• Line 15a – IRA distributions
• Shows that there was an IRA. There could still be an IRA as
the distribution may have been a partial distribution and
not a distribution of the entire IRA.
• Could have been rolled into another IRA.
• Look to see on line 15b if there was any taxable amount. If
not, may have been rolled into another IRA.
• Line 16a – Pensions and annuities
• Shows that there was a pension and annuity.
• Look to see on line 16b if there was any taxable amount. If
not, may have been rolled into another qualified retirement
account.
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Form 1040 – Page 1
• Line 17 – Rental real estate, royalties, partnerships, S
corporations, trusts, etc. – Schedule E
• Shows income from all sources mentioned.
• Could show that the taxpayers own:
• Real estate
• Royalties from a book, music, television, etc.
• Interest in a partnership or S corporation
• Income from these entities are passed through to the personal income tax
return so may not accurately reflect cash flow

• Interest in a trust from which money or assets are received. This
could be ongoing and not a one time event
• Additional assets to be distributed and/or income for purposes of
support
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Form 1040 – Page 1
• Line 18 – Farm income
• Income from farming activities.

• Line 19 – Unemployment compensation
• Will show if the taxpayer collected unemployment income at any
time during the calendar year.

• Line 20 – Social security benefits
• Shows if any social security benefits were received in the
calendar year.
• Relevant to income for purposes of support.

• Line 21 – Other income
• If there is a number on this line your must ask questions to
determine the source of the other income and if the income
stems from an asset owned by the taxpayer.

13

Form 1040 – Page 1
• Line 22 – Total income
• This is not the same as income available for support.
• Line 25 – Health savings account
• Need to look to see if this account is still being funded
or monies remain in this account as it could be a
marital asset subject to distribution.
• Line 28 – Self-employed SEP, SIMPLE and Qualified Plans
• If contributing then look for these types of retirement
vehicles.
• SEP is a simplified employee pension.
• Often these retirement monies are in IRAs.
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Form 1040 – Page 1
• Line 30 – Penalty on early withdraw of savings
• Could have liquidated an account which was marital in
nature so need to determine when these monies were
withdrawn and where they went.
• Can also impact income available for support.
• Line 32 – IRA deduction
• Look for an IRA account because if there is a number
here there was an IRA account that was funded during
the calendar year.
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Form 1040 – Page 2
• Line 40 – Itemized Deductions – Schedule A
• If deductions were itemized there may be assets from which these
deductions flowed.

• Line 76a – Refund
• Want to make sure that any marital refunds are accounted for.
• Did one party retain or spend the marital refund?
• If not related to a marital refund may impact income available for
support.

• Line 77 – Amount applied to estimated taxes for following year
• If the return was a joint return, this estimated tax payment may be a
marital asset to be distributed.

• Line 78 – Amount you owe
• This could represent marital debt.
• Look to this when calculating income available for support.
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Form 1040 – Page 2
• Penalty of perjury
• The tax return is signed under penalty of perjury.
• If income was not properly reported you can use this to attack
the credibility of the taxpayer.
• Some judges will certify the record and send to the IRS if
unreported income.
• This is an important consideration if the return was filed jointly.
• May be more important to resolve this case outside of court.

• If you know that there is any criminal activity related to false
reporting of income you may have a duty to withdraw from the
case.
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Schedule A – Itemized Deductions
• Can use as a check for reported income, especially if you question a
self-employed individuals’ reported income.
• If these expenses are close to or exceed reported income without a
viable explanation, there may be unreported income, especially if all
expenses are paid to date.

• Line 6 – Real estate taxes
• If real estate taxes are reported the taxpayer owned real property
during the calendar year.

• Lines 10 – 14 – Home mortgage
• Another indication of ownership of real property.
• Shows that the real property has a mortgage secured by it which
could be a marital debt.

• Lines 16 – 18 – Gifts to charity
• Another indication if expenses and income are properly reported or
not.
• If the gifts are not justified by the reported income you need to look
into this issue in more detail.
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Schedule B - Interest and
Ordinary Dividends
• Part I – Interest
• This lists all financial institutions from which the taxpayer
received interest income in the calendar year.
• It is likely that a financial institution will be listed once regardless
of whether there is one account or several accounts so assume
that there are multiple accounts until it is shown otherwise.
• This is the starting point for identifying interest producing bank
accounts so you will know the financial institutions for which
there are accounts.
• These accounts could be non-marital or marital in nature.
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Schedule B - Interest and
Ordinary Dividends
• Part II – Ordinary dividends
• This lists all payers from which the taxpayer received ordinary
dividend income in the calendar year.
• It will not show the number of stocks, etc.
• This is the starting point for identifying assets which produce
ordinary dividends such as investments, stocks, etc. You must
then obtain more information about these assets in compiling the
list of marital and non-marital assets.
• These investments could be non-marital or marital.
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Schedule B - Interest and
Ordinary Dividends
• Part III – Foreign accounts and trusts
• This identifies if the taxpayer has any foreign accounts.
• Realize that these foreign accounts could be an
investment within another account such as a
brokerage account.
• If this box is checked it does not necessarily mean that
there are bank accounts abroad in which the taxpayer
is hiding money.
• If this box is checked it does mean that you will need
to ask more question to determine the details of these
investments.
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Schedule C – Profit or Loss from
Business
• This schedule provides a lot of information for any businesses
which are sole proprietorships.
• The top section of the form provides details as to the type of
business, name, address, accounting method and if this
business was acquired by the taxpayer in the year for which
the return is filed.
• Part I – Income
• Line 1 – gross receipts or sales – Shows the total revenue
generated by this business in the calendar year.
• Line 4 – cost of goods sold – Shows what the cost of the goods
were that were sold by the company.
• Line 5 – gross profit – Shows the profitability after paying for the
cost of goods sold but before addressing any other expenses of
the business.
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Schedule C – Profit or Loss
from Business
• Part II – Expenses
• Important to look at these in detail to determine if any expenses
are personal in nature.
• If some of these expenses are personal, could be added back to
the taxpayers’ income for purposes of support. Examples include
car expenses, legal and professional services, and travel, meals
and entertainment.
• Some people run a lot of personal expenses through the business
which artificially deflates the profits and increases personal
income, although it reduces the businesses profitability.
• Depreciation (line 13) is a “paper” expense and not monies that
the business is actually paying.
• Line 31 – net profit or loss – Shows the profitability of the
business, BUT it is important to consider necessary adjustments.
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Schedule C – Profit or Loss
from Business
• Part III – Cost of goods sold
• Useful information for the business valuation expert.
• Gives you an idea as to the value of the inventory of
the business.
• Part IV – Information on your vehicle
• This section is not always required to be completed.
• Includes details of personal versus business use of a
vehicle.
• The vehicle is an asset of the business.
• The personal use of the vehicle can be valued and
added to income for purposes of support.
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Schedule C –EZ – Profit or
Loss from Business
• Similar to Schedule C but must meet requirements listed
at the top of the schedule to use this version.
• Less information than Schedule C.
• Know that you could see this Schedule C-EZ as opposed
to Schedule C but both are for sole proprietorships.
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Schedule D – Capital Gains and
Losses
• Part I – Short-term capital gains and losses
• These are short-term if the asset is held for one year or
less.
• Timing classification.
• Examples of capital assets are stock, land, machinery,
buildings, etc. which can not easily be converted to cash.
• This section will provide the total short-term gain or loss
and includes the purchase price (or basis if it was not
purchased) and the sales price.
• These assets were sold in the taxable year and are no
longer owned by the taxpayer but may have generated
income available for support.
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Schedule D – Capital Gains
and Losses
• Part II – Long-term capital gains and losses
• These are long-term if the asset is held for more than
one year.
• Timing classification.
• Same type of asset as short-term, only difference is
the holding period between acquiring and selling the
asset.
• This section will provide the total long-term gain or
loss and includes the purchase price (or basis if it was
not purchased) and the sales price.
• These assets were sold in the taxable year and are no
longer owned by the taxpayer but may have generated
income available for support.
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Schedule E – Supplemental
Income and Loss
• Part I – Income or loss from rental real estate and royalties
• This form provides the details for any property owned in the
taxable year and rented out for all or a portion of the year.
• These properties could have been used for personal use as well.
• These include vacation properties which are rented as well as
investment rental properties.
• This includes a summary of all income received in line 3 from rent
payments and line 4 for royalties that were received.
• The expenses related to the property are all itemized.
• Line 18 – the depreciation is a “paper” loss and does not impact
the cash flow.
• Line 24 and 25 – income or loss – the depreciation should be
added back to determine cash flow and income available for
support.
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Schedule E – Supplemental
Income and Loss
• Part II – Income or loss from partnerships and S corporations
• This relies on information from the form K-1.
• Line 28 – provides the name of each partnership and S
corporation along with the income or loss from that entity.
• The passive income or loss is income or loss from an entity in
which the taxpayer is not actively working.
• The nonpassive income or loss is income or loss from an
entity in which the taxpayer is actively working.
• Section 179 expense deduction is for depreciation so this is a
“paper” loss in that there is no money actually coming out of
the entity but it does reduce the taxable income.
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Schedule E – Supplemental
Income and Loss
• Part III – Income or loss from estates and trusts
• Same information as for the partnership and S corporations.
• One exception is that there is no depreciation.
• This income is from estates and trusts in which the taxpayer has a
beneficial interest.

• Part IV – Income or loss from real estate mortgage investment
conduits
• Less common but if this section is completed ask questions to
determine the details pertaining to this investment.
• Relevant for income and property distribution.

• Part V – Summary
• Includes lines for farming and fishing income and reconciliation
for real estate professionals. Less common but ask questions if
these lines are completed.
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Form 1120S – U.S. Income Tax
Return for an S Corporation
• Required to be filed by S Corporations.
• Informational return and taxes only paid in specific situations.
• This is a pass-through entity so the income passes through to the
shareholders and is reported on their personal income tax returns.
The shareholders then pay taxes on this income whether they
receive the monies or not.
• Provides a lot of useful information as to the S Corporation including
some of the information from the balance sheet.
• Top section includes information related to the business type,
address, name and total assets.
• The total assets in box F is not an indication of the business value.
• Box I is for the number of shareholders so you know how many
other shareholders were involved during any part of the taxable
year.
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Form 1120S – U.S. Income Tax
Return for an S Corporation
• Income section – lines 1 through 6.
• Line 1 – Gross receipts and sales – shows the total
sales/receipts for the taxable year (not necessarily a
calendar year).
• Line 2 – Cost of goods sold – shows the total dollar
amount of the goods that were sold during the taxable
year.
• Line 3 – Gross profit – shows the profit after
accounting for the costs of goods sold but before
addressing any expenses.
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Form 1120S – U.S. Income Tax
Return for an S Corporation
• Deductions section – lines 7 through 21.
• Are any of these deductions personal in nature?
• Line 7 – compensation of officers – includes all officers compensation
including the party who is a shareholder in the entity.
• Line 14 – depreciation – this is a “paper” loss.
• Line 17 – pension, profit-sharing, etc., plans – if this line is completed
there is likely a retirement account for the benefit of the shareholder.
• Line 18 – employee benefits programs – includes health insurance
and life insurance which could be relevant for support. The life
insurance may be able to be used to secure any payment stream due
from one spouse to the other.
• Line 21 – ordinary business income – this shows the S corporations’
income or loss after accounting for the expenses of the business.
Adjustments to these figures are likely necessary to determine the
true business income.
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Form 1120S – U.S. Income Tax
Return for an S Corporation
• Schedule B – Other information.
• This section provides additional details pertaining to the business
which will be useful in a business valuation but not as important
for the family law practitioner with a few exceptions.
• Line 5a – restricted stock – If there is outstanding restricted stock
the shareholder could have the future right to additional stock
which is relevant in property distribution and support.
• Line 5b – stock options and stock warrants – If there are
outstanding stock options or warrants the shareholder could have
the future right to additional stock which is relevant in property
distribution and support.
• Line 9 – accumulated earnings and profits – this shows the
earnings and profits which have been accumulated during the tax
year and not paid out to the shareholders.
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Form 1120S – U.S. Income Tax
Return for an S Corporation
• Schedule K – Shareholders’ Pro Rata Share Items
• These are the items that pass-through to the shareholder.
The shareholder then reports these items on their
individual income tax return and pays tax on the income
whether they receive the monies or not.
• There is a difference between taxable income, income for
support and cash flow.
• These items all relate to the business as a whole.
• Line 16d – distributions – these are monies or assets
actually paid out to the shareholders in the taxable year.
This reflects cash flow from the S corporation to the
shareholder.
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Form 1120S – U.S. Income Tax
Return for an S Corporation
• Schedule L – Balance sheet per books
• This reflects the S corporations balance sheet from their books.
• Line 1 – cash – shows the cash on hand at the beginning and end
of the taxable year.
• Line 3 – inventory – values the inventory of the S corporation.
• Line 7 – loans to shareholders – shows outstanding loans to
shareholders. On occasion loans are forgiven in which case this is
additional income from the debt forgiveness.
• Line 10a – buildings and other depreciable assets – shows any
buildings and other large assets owned by the business and line
10b shows the depreciation already claimed related to these
assets.
• Line 15 – total assets – provides a value for the total assets. This
is not reflective of the value of the S corporation.
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Form 1120S – U.S. Income Tax
Return for an S Corporation
• Line 19 – loans from shareholders – shows monies loaned by a
shareholder to the S Corporation that were not simply
additional investments of monies into the company.
• Line 22 – capital stock – provides a value of the capital stock.
• Line 23 – additional paid-in capital – this shows additional
monies that the shareholders have invested in the business.
• Line 24 – retained earnings – this shows the total retained
earnings of the company. There could be legitimate reasons
for retaining earnings or these may be monies really available
for distribution.
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Form 1120S – U.S. Income Tax
Return for an S Corporation
• Schedule M-1 – Reconciliation of income or loss per books
with income or loss per return.
• This section shows the adjustments made from the books to the
tax return.

• Schedule M-2 – Analysis of accumulated adjustment account,
other adjustment account, and shareholders’ undistributed
taxable income previously taxed.
• Often the shareholder will report pass-through income from the S
corporation on their personal income tax return and not receive
those monies as distributions. This keeps track of those monies
not distributed to the shareholder on which the shareholder has
already paid the taxes due on these monies.
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Form 1065 – U.S. Return of
Partnership Income
• This form must be completed by partnerships.
• This tax return is informational and no taxes are paid directly by the
partnership.
• Like the S corporation the income passes through to the partners
who report the income on their individual income tax returns and
pay the taxes on the income whether they receive the income as
distributions or not.
• Provides a lot of useful information including information from the
balance sheet.
• Top section includes information related to the business type,
address, name and total assets.
• The total assets in box F is not an indication of the business value.
• Box I is for the number of partners so you know how many other
partners were involved during any part of the taxable year.
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Form 1065 – U.S. Return of
Partnership Income
• Income section – lines 1 through 8.
• Line 1 – Gross receipts or sales – shows the total
sales/receipts for the taxable year (not necessarily a
calendar year).
• Line 2 – Cost of goods sold – shows the total dollar
amount of the goods that were sold during the taxable
year.
• Line 3 – Gross profit – shows the profit after
accounting for the cost of goods sold but before
accounting for any expenses.
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Form 1065 – U.S. Return of
Partnership Income
• Deductions section – lines 9 through 21.
• Are any of these deductions personal in nature?
• Line 10 – guaranteed payments to partners – includes all payments
that the partners are promised in a year. This does not include
distributions above and beyond the guaranteed monies.
• Line 16 – depreciation – this is a “paper” loss.
• Line 18 – retirement plans, etc. – if this line is completed there is
likely a retirement account for the benefit of the partner.
• Line 19 – employee benefit programs – includes health insurance and
life insurance which could be relevant in support. The life insurance
could also be used to secure any payment stream from one spouse to
the other.
• Line 22 – ordinary business income – this shows the partnership
income or loss after accounting for the expenses of the business.
Adjustments to these figures are likely necessary to determine the
true business income.
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Form 1065 – U.S. Return of
Partnership Income
• Schedule B – Other information.
• This section provides additional details pertaining to
the partnership which will be useful in a business
valuation but not as important for the family law
practitioner.
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Form 1065 – U.S. Return of
Partnership Income
• Schedule K – Partners’ Distributive Share Items
• These are the items that pass-through to the partners. The
partners then reports these items on their individual
income tax return and pays tax on the income whether they
receive the monies or not.
• There is a difference between taxable income, income for
support and cash flow.
• These items all relate to the partnership as a whole.
• Lines 19a and 19b – distributions – these are monies,
marketable securities or assets actually paid out to the
partners in the taxable year. This reflects cash flow from
the Partnership to the partners.
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Form 1065 – U.S. Return of
Partnership Income
• Schedule L – Balance sheet per books
• This reflects the Partnership’s balance sheet from their books.
• Line 1 – cash – shows the cash on hand at the beginning and end
of the taxable year.
• Line 3 – inventory – values the inventory of the S corporation.
• Line 7a – loans to partners – shows outstanding loans to partners.
On occasion loans are forgiven in which case this is additional
income from the debt forgiveness.
• Line 9a – buildings and other depreciable assets – shows any
buildings and other large assets owned by the business and line
9b shows the depreciation already claimed related to these
assets.
• Line 14 – total assets – provides a value for the total assets. This
is not reflective of the value of the S corporation.
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Form 1065 – U.S. Return of
Partnership Income
• Line 19a – loans from partners – shows monies loaned by
partners to the S Corporation that were not simply additional
investments of monies into the company.
• Line 21 – partners’ capital accounts – shows the total value of
the partners’ combined capital accounts at the beginning and
end of the year. Not necessarily the same as the value of the
company. Some partnership agreements may provide that for
purposes of valuing a partners interest the capital account
balance should be used. This is just one potential indication of
value.
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Form 1065 – U.S. Return of
Partnership Income
• Schedule M-1 – Reconciliation of income or loss per books
with income or loss per return.
• This section shows the adjustments made from the books to the
tax return.

• Schedule M-2 – Analysis of partners’ capital accounts.
• Line 1 – balance at beginning of year – shows the starting capital
account balances for all partners.
• Line 2 – capital contributed – shows if any partners contributed
cash or property during the calendar year.
• Line 6 – distributions – shows if any cash or property were
contributed to the partners during the calendar year.
• Line 9 – balance at the end of the year – ending capital account
balance for the partner’s combined capital accounts.
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Martin Varon
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Four Major Financial Statements

•
•
•
•

Balance Sheet
Income Statement
Statement of Cash Flows
Statement of Stockholder’s Equity
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Financial Statements

Balance Sheet
 Also known as Statement of Condition or
Statement of Financial Position
 Shows financial position of a company as
of a specific point in time
 Summarizes what company OWNS
(assets) and what company OWES to
outsiders (liabilities) and to internal
owners (stockholder’s equity)
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Financial Statements

Common-Size Balance Sheets (Vertical Analysis)

• Show four or five years of historical
balance sheets side by side
• Show the ratio analysis of each item on
the balance sheet relative to total assets
for that specific year
• This allows us to evaluate trends for your
company and industry comparisons
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Financial Statements

Classification of Items on Balance Sheet
• Differentiate current assets from long
term assets
• Differentiate current liabilities from long
term liabilities
• Are the current assets sufficient to cover
the current liabilities when they become
due?
• What is the purpose of any long term
liabilities?
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Financial Statements

Income Statement
• Major items or accounts: revenue, cost of
goods sold, expenses
• Operating performance – is the company
consistently generating earnings?
• How does the income statement link to or
is related to the balance sheet?
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Financial Statements

Common-Size Income Statement (Vertical Analysis)

• Set up a worksheet with four or five years
of the latest annual income statements side
by side
• Sales for each year is the anchor or
denominator
• Evaluate trends
• Allows for industry comparisons
• Facilitate an analysis of firm
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Financial Statements

Horizontal Analysis
• Income Statement-did sales increase or
decrease each year, and by what
percentage, and WHY?
• Balance Sheet-Did specific items/accounts
increase or decrease each year, by what
percentage, and WHY?
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Financial Statements

Statement of Cash Flows
• The “Rodney Dangerfield” of the financial
statements
• This statement is critical to a company’s
analysis
• How does it link or relate to the balance
sheet?
• How does it link or relate to the income
statement
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Financial Statements

Statement of Cash Flows-Three Activities
• Financing Activity
• Investing Activity
• Operating Activity
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Financial Statements

Financing Activities
Cash Inflow
• ** capital contributions
• ** loans from bank
Cash Outflow
• ** treasury stock (stock redemption)
• ** pay back principal on loan
• ** dividends
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Financial Statements

Investing Activities
Cash Inflow
• ** Sale of investments or fixed assets
Cash Outflow
• ** Acquire investments or fixed assets
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Financial Statements

Operating Activities
Cash Inflows
• ** Sales to Customers
Cash Outflows
• ** Cost of Goods Sold
• ** Expenses
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Financial Statements

Is the operating activities section of SCF the same as the
Income Statement?

• Statement of Cash Flows shows CASH sales
and CASH expenses
• Income Statement shows Cash and Accrued
Sales, Cash and Accrued Expenses
• What Links the two together?
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Financial Statements

Why is Statement of Cash Flows Important
• Case of WT Grant and Lehman Brothers
• Companies showing strong earnings on
income statement
• Customers not paying on the receivables
• Company accessing other source for cash
other than earnings (borrowing, sale
assets)
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Financial Statements

Linking of Financial Statements

• Statement of Cash Flows-Operating
Activities beginning point
• Statement of Cash Flows-Represents
• Income Statement is closed out
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Financial Statements

Analyzing Statement of Cash Flows
• Company’s ability to generate cash flows
• Where is the company meeting its cash
obligations?
• Is the company effectively and efficiently
managing investing activities?
• Is the company efficiently managing
investing and financing strategies?
• What are future financing needs and for
what purposes?
Financial Statements
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How Do We Determine the Success of Ongoing Operations?

1) Companies Ability to Generate CASH from
Operating Activities on an ONGOING basis
2) Is borrowing good or bad?
3) Impact of Borrowing
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Financial Statements

RATIO ANALYSIS
• Liquidity Ratios
• Activity Ratios
• Leverage Ratios

• Profitability Ratios
• Market Ratios
Financial Statements

65

Liquidity Ratios
 Is the company able to meet its short
term debts/liabilities when they arise?
 Examples:
Current Ratio=
Current Assets
Current Liabilities
Quick Ratio =
Current Assets – Inventory – Prepaid Expenses
Current Liabilities
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Financial Statements

Activity Ratios
 Measure Efficiency of Managing Assets
 Examples:
Accounts Receivable Turnover =

Inventory Turnover =

Accounts Payable Turnover =

Financial Statements

Net Sales
Net Accounts Receivable
Cost of Goods Sold
Inventory
Cost of Goods Sold
Accounts Payable
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Leverage Ratios
 Measures a company’s amount of debt
relative to equity and its ability to pay
interest expense
 Examples:
Debt Ratio =

Debt to Equity =

Total Liabilities
Total Assets
Total Liabilities
Stockholder’s Equity
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Profitability Ratios
• Measures overall performance of a
company
• Examples:
Gross Profit Margin =

Gross Profit
Net Sales

Operating Profit Margin =

Operating Profit
Net Sales
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Market Ratios
• Measures company’s returns to
stockholders
• Examples
Earnings per share = (Net earnings – preferred dividends)
average shares outstanding
Price to Earnings Ratio = Market Price of Stock
Earnings per Share
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Financial Ratios – Other
• Important to prepare current ratio
analysis and look at the trends
• Indicate potential areas of concern
• Not end all and be all
• Do not predict future results
• Should be used along with other areas of
financial analysis (vertical and horizontal
analysis)
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COMPARE TO TAX RETURNS
• Page one of the tax returns is similar to
profit and loss or income statement
• Differences – financial accounting
standards v. tax law
• Page four or five, balance sheet
• Schedule K-1 and M-1
• ** Details of differences
• ** Reconciliation of income on tax return
to net income on income statement
Financial Statements
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Divorce Cases: Uncovering Critical
Information In Tax Returns and
Financial Statements

Methods For Obtaining
Discovery
Elizabeth Jabaley
elizabeth@iagforensics.com

Tax Returns
• Request for Production of Documents/Notice To
Produce from Opposing Party
• Subpoena to the CPA/tax preparer
• IRS and/or State Tax agencies
– For federal returns, use IRS Form 4506 and 4506-T
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IRS Forms 4506 and 4506-T
• Form 4506: Request for Copy of Tax Return
– Used to retrieve photocopies of the tax returns that were
filed by the taxpayer
– Can take the IRS up to 60 days to complete
– Can be sent to the client or a third party (lawyer/expert)
– There will be a charge (around $50 per return)
• Form 4506-T: Request for Transcript of Tax Return
– Used to obtain IRS transcripts
• They typically arrive within 30 days

– No charge
– Can also obtain transcripts that include data from
information returns (W-2, 1099, 1098, 5498)
• These forms can be used to obtain records for the last 3-6
years, depending upon what is requested
Obtaining Discovery
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Financial Statements
• The hard copy financial statements are not enough.
– Reports can be easily manipulated.
– Reports are a snapshot as of the statement date.
• Small businesses often use accounting software.
– There are programs tailored to specific industries. Be
familiar enough with the industry to ask for relevant records.
• Ask for the electronic files.
– The electronic files include detailed information, such as the
general ledger.
– Experts can review the electronic files and spot whether a
company has been properly maintaining their accounting
files.
– Subpoena the electronic file from the company’s accountant. 76
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QuickBooks Electronic File
• Many small businesses use a desktop version of
QuickBooks or QuickBooks Online.
• Request a current QuickBooks “backup file.”
– These files have a “QBB” extension.
– Specify the time period.
– Ask for the administrator login and password.
• The electronic file allows the user to quickly run
reports and review financial data.
• QuickBooks also provides an Audit Trail.
• The electronic file may be available from the
CPA/accountant.
Obtaining Discovery
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Corporate/Business Records
• It is imperative, especially when valuing a business,
to request that the company provide its Articles of
Incorporation & all corporate documents (e.g. Bylaws,
Operating Agreement, etc.)
– These will provide information about directors, the
registered agent, date of business start,
transferability of interest/stock, etc.
• May be difficult to obtain for a small business.
– They may not exist if the owner is not businessminded, but always ask.
– Some records may be on file with the Secretary of
State, depending upon what was filed initially.
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Bank Records
• Bank statements can be a valuable source for identifying
assets, liabilities, and income sources.
• Review the bank statements critically to determine if other
accounts exist.
• It may be necessary to subpoena bank records directly from
the financial institution.
– Don’t ask just for bank statements or that’s all you’ll get.
• If copies of checks are needed, specifically request
them.
• If wire transfer data is needed, specifically request it.
– Carefully choose the time period.
– Draft subpoenas carefully so that the bank’s response is
useful and not redacted due to information being outside
the scope of the subpoena.
Obtaining Discovery
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Retirement & Investment Information
• For individuals with stock plans, it is important to request a copy
of the grant plan/option agreement for stock plans.
– These documents will outline the specifics of the plan,
including grant dates, vesting, classes of shares, and whether
the shares are transferrable once vested.
• Similarly, it is important to obtain documentation of a company’s
employee benefits and compensation – 401k, pension, etc.
• These documents can be obtained from the spouse’s employer.
– This is usually necessary even if the spouse is forthcoming
with information as they may not have the plan details.
• If the spouse is cooperative, the Human Resources Department
can be a valuable resource.
– Divorce is a common occurrence and companies have
commonly prepared and provided this information already.

Obtaining Discovery
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The Financial Expert or Business Valuator
• These professionals are trained in analyzing complex
financial data to determine source of income, expenditures,
and establishing the assets and liabilities of an individual or
a business entity.
• As part of his/her role in the case, the expert witness may
be able to obtain information on the client’s behalf.
– A business owner may be more willing to turn over their
electronic file(s) to an expert witness who is under a
duty to safeguard the information.
• Experts are often willing to enter into a confidentiality agreement
that provides additional assurances to the business owner.

– If both sides of a dispute have expert witnesses, an
exchange of documents can often be arranged.
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Deposition of the Opposing Expert Witness
• Depositions of expert witnesses can be a useful tool
for obtaining documents.
– If it’s necessary to depose the opposing expert, it is useful to
have your expert help craft questions that will be topical and
relevant.

• The opposing expert may have information that isn’t
in the deposing attorney’s possession, but upon which
the expert is basing their opinions.
– Ask the expert to provide documentation to
support his or her opinions.
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Divorce Cases: Uncovering Critical
Information In Tax Returns and
Financial Statements

Accountants and Expert
Witnesses In
Family Law Cases
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Uses of Accountants and Expert Witnesses
Experts can offer invaluable insight and guidance during
both mediation and trial.
• Property Division
• Child Support
• Alimony
• Business Valuation
• Asset Tracing
• Establishing separate property interests
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Property Division
• Identify assets and liabilities
• Value assets
– Business
– Pension
– Deferred comp
– Stock options/restricted stock
– Real and personal property (other experts)
• Categorize
– Liquidity, marketability, taxability
– Title
– Source of funds (separate and marital)
Role of Accountants & Experts
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Child Support
• Income
• Sources
• Self-employed expense deductions
• Recurring/predictable
• Tax reporting
• Expenses for children
• Medical insurance
• Work related child care
• Educational, extracurricular, & medical expenses
• Other – visitation, life insurance, etc.
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Alimony
•
•
•
•
•

Income – current and future
Marital Standard of Living (MSOL)
Financial need
Resources
Ability to pay
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Undisclosed Income/Assets
 What is not spent per records provided (e.g. gas,
groceries, dining, vacation)
 Items purchased without adequate income (e.g.
vacation home without mortgage)
 Match business deposits with “expected” receipts by
type
 Payments on debt
 Deposits with unknown source (match transfers)
 DRFA expenses/net worth reconciliation
 Significant withdrawals – where did the money go
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Undisclosed Income/Assets
 Financial analysis (IRS audit guides/industry
data)
 Court records and/or Private Investigator
 Sale of assets – capital gains, W2
 Lifestyle analysis (Bureau Labor Statistics)
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Separate/Marital/Equitable
Source of funds
Market changes pro-rata
Increase due to marital effort
Withdrawals
 Pro-rata
 Marital out first
 Other methods
 Effect of titling
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