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Fraud Within Your Business


David Rose, CPA CFE


FRAUD PREVENTION


A Company’s internal controls play an important role in fraud prevention. Although a system of weak internal controls does not mean fraud exists, it does indicate an environment where fraud can succeed. The Company’s owner and management needs to understand the effect internal control has on the company. The prevention of fraud is far less expensive that detecting fraud and pursuing remuneration. 


Common internal control weaknesses which might lead to fraud include the following:


Lack of Segregation of Duties:�Certain activities should not be performed by the same person. A single individual charged with having custody and authorization of these activities has the opportunity to embezzle and then be able to avoid detection. In smaller organizations, it is not feasible to provide separation for all departmental accounting functions. In these small organizations, a system of review will need to be implemented by the company’s owners.


Lack of Physical Safeguards:�Physical safeguards should be in place to protect the assets of an organization from theft or destruction. Assets would include such items as cash, inventory, property, plant and equipment of the company.


Lack of Independent Checks:�Independent checks serve as a deterrent because if individuals know that their work is being watched, then the likelihood of committing fraud is diminished significantly. As an example, physical inventory observation should be conducted by someone independent of the individual responsible for the purchasing and storing of inventory.


Lack of Proper Authorization on Documents and Records:�Proper authorization and documentation is a priority in the deterrence to fraud. Documents and authorization create an audit trail, and thus a deterrent. An example would include, before an invoice is paid, original documentation such as a purchase order, receiving documentation and independent approval should be present. Once paid, the documentation should be cancelled so it is not used again for reimbursement.


Overriding Existing Controls:�A procedure or system is normally put in place to ensure proper handling and to detect errors and improper activity. There are legitimate reasons for overriding a control, but they should be few and far between. When controls are overridden, especially when a pattern is found, a suspicion of fraud should exist.


An Inadequate Accounting System:�An effective accounting system will impede fraud because it provides an audit trail for discovery and makes it difficult to hide. The ability of an individual of not getting caught is an integral reason of committing fraud. A strong system of accounting consists of documents, journal entries and approvals all of which point to a culprit. With a weak accounting system, identifying fraud or determining if there is fraud or errors becomes more difficult.





Business Valuations


William Behrens, CPA ABV


OPERATE YOUR COMPANY AT MAXIMUM PROFITABILITY LEVELS


One of the biggest financial transactions in a private business owner’s life is the sale of his or her business. Some transfers of ownership are planned, others are not. Therefore it is very important for business owners to have an exit strategy. That is where professionals involved with preparation of business valuations can help entrepreneurs plan their exit strategy, whether the sale is imminent, unexpected, or a long term goal.


SO, WHAT SHOULD A BUSINESS OWNER DO?


OPERATE YOUR COMPANY AT MAXIMUM PROFITABILITY LEVELS


Many business owners assume they’ll operate the business well into the future. However this can change due to a change of their priorities, new interests, or they maybe forced to change due to unforeseen circumstances such as illness or disability.


Therefore, even owners who have no intention of selling anytime soon should operate their business to maximize its value. This means understanding key value drivers such as the quality of the management team, good cash flows, and risk minimization.


Some owners intentionally minimize taxable income by running discretionary business expenses through the business or overpay related parties. This adversely affects their business’s value. Buyers often times base offers on multiples of historic net income, EBITDA (earnings before interest, taxes, depreciation and amortization) or cash flow. A business valuator can help an owner normalize these financials to show the company’s value as it is likely to occur for a new owner that does not engage in these practices.


PICKING THE RIGHT TIME FOR SALE CAN BE VERY IMPORTANT


If an owner is thinking about selling in the next several years, a business valuator can, with the help of a business mediator point out factors that affect the company’s value in the current marketplace, including:


Market conditions. Some times there are more businesses for sale than other times. Therefore supply and demand affects the value of a business. A business valuator can discuss with the client current and anticipated market trends and tax policies, which may suggest the optimal times to sell.


Comparable transactions. Business valuators can look at comparable market transactions in public and private databases to help establish a business’s asking price. 


PREPARE FOR SALE


It’s important for sellers to look at the business through the eyes of a prospective buyer. The seller needs to think about their strengths, weaknesses, opportunities and threats. Strengths can be emphasized and weaknesses can be improved upon.


Get rid of Junk. Buyers are interested in core operations. Nonoperating and idle assets are not useful to the new buyer and become a distraction to the sale process. It’s important to write off uncollectible receivables and obsolete inventory.


Clean up records. Buyers prefer financial information that has been audited or reviewed by an independent CPA. Many buyers distrust sellers’ claims regarding discretionary income adjustments. 


Handle risk. Too much risk lowers the market value of a business. Effective planning can avoid, minimize or share risk. Employment contracts with key employees are important.


In addition, sellers should claim legal rights to intangible assets by applying for patents, copyrights or licenses. They should extend long-term contracts near expiration and implement safety-training programs. They should purchase adequate insurance policies to minimize risk. Finally they should consider diversifying the company’s customer base to minimize concentration risks.


Prepare an offering package. Owners can expedite the buyer’s due diligence by preparing a packet of relevant information to distribute to prospective buyers. Packages should include: 


Five years of financial statements and tax returns; 


Depreciation schedules with appraisals if available, 


Copies of important contracts, 


Budgets, forecasts and/or projections, and 


A list of discretionary adjustments such as excess owners’ compensation, perks and quasi-business expenses. 


Always be sure to require recipients to sign confidentiality agreements before disclosing this proprietary information.


Look at deal structure. 


Decide whether this is going to be an asset sale or stock sale 


Look at the possibility of an installment sale 


See if seller financing is available 


Look at ongoing consulting agreements 


Look at noncompete agreements and earnouts 


Consider other goals. 


Business valuators can help sellers minimize income taxes 


Buyer and Seller may want the Owner’s ongoing participation in day-to-day operations. 


Sellers many times want continued employment for loyal workers. 


Purchase price allocations can save income taxes for buyers and sellers. 


For the last 29 years of public and corporate accounting, I have been involved with various aspects of business valuations. Sometimes it has been preparing discounted cash flow analysis, gathering or requesting documents for due diligence, helping in the preparation of offers, putting together packages to sell a business. For the past 3 1/2 years I have prepared a number of business valuations due to different reasons. As a result I have recently undergone extensive studies in business valuations, sat for the AICPA Accreditation in Business Valuations examination last December and was awarded an Accreditation in Business Valuations. 





Income Tax


Lisa Muller Roesch, CPA


2008 Tax Law Changes - Capital Gains and the Kiddie Tax


0% Capital Gain and Dividends Rate


2008 brought in a new law that wipes out capital gains taxes for those in the two lowest income tax brackets** (oftentimes most children and the elderly). Capital gains are those gains on the sale of investments held longer than a year and qualified dividend income. In contrast, interest income and profits on short-term investments held less than one year are taxed at ordinary income-tax rates ranging from 10% to 35%.


With a capital gains tax rate of 0% for those in the two lowest brackets, it would seem like a good strategy for parents to give appreciated stocks, mutual funds or other assets to their children so that the child could sell them tax-free in 2008. But now Congress has effectively dismantled that income shifting strategy with its latest expansion of the “kiddie tax”.


What is the “kiddie tax”?


This meddlesome tax was established in 1986 to catch rich parents who were trying to circumvent taxes on their investments by putting the investment assets in the names of their little children. Before 2006, the kiddie tax applied to children under 14. Starting in 2007, the kiddie tax was expanded to include dependents under 19 and dependent full-time students under 24.


The kiddie tax rules allow for the child to receive $900 in 2008 in investment income (from interest, dividends or capital gains) free of tax. The next $900 is taxed at the child’s rate. But any unearned income in excess of $1,800 in 2008 is taxed at the parents’ presumably higher tax rate. The tax rate used to compute the “kiddie tax” is the rate that would apply to the parent(s) if the child’s net unearned income were added to the parent’s taxable income. This could put the child’s income in a higher tax bracket than the parents’ if the parents are right at the top end of a tax bracket. The additional income might push them over the top into a higher bracket.


To make matters worse, if there are multiple children in the same family, the tax rate for the children is now computed by adding the net unearned income of all under-age-19 children to the parent’s taxable income. The resulting tax is allocated among the children based on their share of income.


What Should You Do?


Try to keep investment income (interest, dividends and capital gains) below or near $1,800 per child. 


Save for education expenses through a section 529 plan. As long as the money is used for qualified college expenses, withdrawals from 529 plans are tax-free and it avoids the kiddie tax issue altogether. 


You may invest in tax-exempt bonds or series EE or Series I savings bonds, the interest of which isn’t taxed until maturity or redemption. Keep in mind, however, that these bonds don’t provide the kind of appreciation you will want in a college savings account. 


Invest in growth stocks that don’t pay dividends and that you likely won’t sell until the child reaches age 19 or 24, if a full-time student. 


Beware of mutual funds. They are required to pay out dividends and capital gains on an annual basis, resulting in unearned income. Index funds are preferable as they sell stocks infrequently thus generating fewer taxable gains. 


Whatever your tax situation, we encourage you to meet with your tax advisor at Hillberg & Co. before the end of the year to make the most of these tax law changes. A year-end projection and subsequent tax planning may save you hundreds on your 2008 tax return. Call us today to make an appointment.


**Single individual taxable income up to $7,825 is taxed at 10%; Single individual taxable income of $7,826 to $31,850 is taxed at 15%; Married filing jointly taxable income up to $15,650 is taxed at 10%; Married filing jointly taxable income of $15,651 to $63,700 is taxed at 15%.





