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Building the Financial Aspects of a Divorce Case:
Discovery and Analysis of Hidden Income and Assets

JONATHAN W. WOLFE

ttorneys representing parties in divorce
A frequently are faced with the difficult chal-

lenge of discovering and proving the exis-
tence of hidden income or assets. Although most
prevalent in the context of private business own-
ers, spouses from all career paths are capable of
engaging in divorce planning designed to minimize
their income and avoid parting with their assets in
divorce.

In fact, there are a host of Web sites and other
resources primarily designed to counsel divorc-
ing men on how to conceal their assets and mini-
mize their income in divorce. One such site
counsels divorcing men, among other things,
to “save money [on alimony and child support]
by temporarily reducing income,” to “increase
marital debt” to reduce marital assets subject
to division in divorce, and to defer income in
the final years of the marriage to avoid part-
ing with the funds in the divorce. Another site
warns “good Husbands” of the “unfair demands”
that they will receive if they are honest and touts
its ability to help avoid the pending “attack”
on the husband’s “assets and income.” The
site warns that, “for the man who has not pre-
pared, there is almost no defense” but that with
proper planning men can save “thousands on...
legal fees, property division, and alimony and
child support.”? As detailed in this article, in
addition to these somewhat rudimentary tactics,

divorcing spouses can use a variety of sophisti-
cated techniques in an effort to conceal assets/
income in divorce.
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This article is designed to provide an overview
of the process of representing a client who believes
that his or her spouse has concealed assets/income
and will address the following topics:

1. Using your client as an invaluable source of
information

2. Assembling your team of necessary experts

3. Conducting discovery with an eye toward
identifying hidden assets/income

4. Understanding common methods used
by divorcing spouses to conceal assets/
income

5. Reviewing documents for affirmative
evidence of concealed funds

6. Understanding and using techniques avail-
able in the absence of affirmative evidence of
concealed funds, and

7. Capitalizing on a spouse’s failure to make
adequate financial disclosures.

START WITH YOUR CLIENT

Many parties begin the process of divorce believ-
ing that their spouse has “hidden” assets and/
or underreported income. Although your client’s
belief ultimately may prove to be unjustified, your
client is in the best position to provide you with
invaluable information to assess the situation and
begin your investigation.

Both clients may face criminal or civil
exposure for tax evasion.

Accordingly, upon the commencement of your
representation, it is essential that you extensively
interview your client to obtain an understanding
of his or her spouse’s business, their assets, liabili-
ties, and lifestyle to assess whether your client’s
expressed concern of undisclosed assets/income
seems justifiable. For example, it is significantly
more likely for the owner of a privately held cor-
poration to have undisclosed assets/income than
a W-2 employee. You must pay particular attention
to any business with a high volume of cash receipts
(e.g., a bar, restaurant, liquor store, or hair salon), as
such businesses frequently conceal the full extent of
their cash receipts.

Clients that were involved in the operation of
their spouse’s business can be particularly helpful
in identifying unreported assets/income. For exam-
ple, a spouse that served as the bookkeeper for the
family owned business may be aware of the spe-
cific procedures in place designed to conceal cash
receipts. It is essential that your client share with
you his or her understanding of any such mecha-
nisms used during the marriage so that you can
appreciate (1) the scope of the undisclosed assets/
income during the marriage and (2) the role that
your client may have played in the asset conceal-
ment. I add that your client may face serious crimi-
nal or civil exposure for tax evasion, regardless of
whether he or she was actively involved in the con-
cealment of income during the marriage. Although
technically there are protections afforded to an
“innocent spouse,” see LR.C. § 6013(e), the protec-
tion is rather limited and may not protect spouses
that knew that they were receiving the benefits of
undisclosed income. Moreover, some states require
that judges refer any evidence of tax fraud to the
Internal Revenue Service.? It is thus essential that
you educate your client of the potential exposure
for both parties and, if necessary, have a criminal
attorney assist in the client’s representation. You
should also discuss the potential benefit to both
parties of agreeing to resolve all of the financial dis-
putes by way of binding arbitration.

Whether proceeding in court or arbitration, it is
crucial that you obtain from your client an under-
standing of the parties’ lifestyle, the manner in
which they paid for their expenses, and whether the
assets that they have acquired make sense in light
of their reported income. You should pay particu-
lar attention to whether the parties made any large
cash expenditures. For example, I recently met with
a woman whose husband owned a landscaping
business and reported income of only $70,000 per
year. The parties, however, had recently renovated
their home at a cost of approximately $200,000, all
of which had been paid in cash. The husband also
had purchased a yacht in cash for approximately
$250,000. Fortunately, the wife had receipts for both
the home renovation and the yacht, which clearly
debunked the husband’s claimed $70,000 annual
income.

Undisclosed assets and income, however, do
not simply arise in the context of cash businesses,
and the client interview should not be focused
exclusively on cash expenditures. To the contrary,
part of your interview should focus on your cli-
ent’s knowledge of the extent to which the parties’
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personal expenses were paid through his or her
spouse’s business. For example, I recently repre-
sented a woman that was able to detail all of the
family’s expenses paid through her husband’s busi-
ness, including an apartment in New York City,
several cars for the family, cell phones, a personal
chauffer, and extravagant vacations.

Discuss the significant costs of litigating
over concealed funds.

A spouse with the ability to control a closely
held business not only has the ability to pay for
his or her family’s expenses but also has an almost
inexhaustible supply of techniques available to
reduce their reported income, some legitimate and
some not. It is thus essential to obtain from your
client at the commencement of your representa-
tion an understanding of the scope of his or her
spouse’s control over the business. Is the business a
family owned operation rife with the possibility of
manipulation? Is the spouse a minority owner with
little or no control over the company? Is the spouse,
although technically only a minority owner, in
complete control of the corporate affairs? Does the
business operate in a heavily regulated industry
that would reduce the spouse’s ability to manipu-
late his or her income? The more control exerted
by the spouse, the more likely that he or she will be
able to manipulate the corporate affairs in an effort
to shield assets/income in the divorce.

Disgruntled Former Employees
and Former Partners

You should also discuss with your client
whether he or she is aware of any disgruntled for-
mer employees or scorned business partners, both
of whom can be an invaluable source of informa-
tion. For example, the disgruntled employee or
former business partner may be aware, inter alia,
of personal expenses run through the business,
undocumented cash, steps taken to defer the real-
ization of a significant financial event until after the
divorce, and marital funds spent on boyfriends or
girlfriends. Best of all, disgruntled employees and
former partners are frequently all too happy to
share whatever dirt they have (or believe that they
have) on your client’s spouse. If your client is able
to identify any such individuals, it is important to
interview them as soon as possible. In doing so,

you must maintain some level of skepticism (keep-
ing in mind that they are disgruntled for a reason),
request copies of any documents that they have to
corroborate their allegations, and ask them if they
believe that there are others with whom you would
benefit from speaking.

Finally, you must discuss with your client the
serious potential obstacles to discovering and prov-
ing hidden assets/income. You must advise your
client of the painful reality that it will be his or her
burden to prove the existence of such concealed
funds and that in many circumstances, no matter
how strongly held their belief, he or she may not
be able to satisfy the burden. You also must discuss
with the client the significant costs associated with
litigating over concealed funds, including the costs
associated with forensic accountants and other
necessary experts. At the end of the day, your cli-
ent (with your counsel) must perform a cost-benefit
analysis to determine whether the potential benefits
of proving the existence of hidden funds outweigh
the costs of the litigation.

ASSEMBLE YOUR TEAM

The task of uncovering hidden assets/income
can be one of the more difficult ones confronted by
a matrimonial attorney. Even the most experienced
practitioner should not attempt to undertake this
responsibility without, at a bare minimum, retain-
ing a forensic accountant. When hiring a forensic
accountant, it is crucial that you retain someone
not only with significant accounting experience but
also with experience working as part of a team in
the context of matrimonial litigation. Experts with
experience in the divorce context will be cogni-
zant of the unique issues and problems that arise
in the matrimonial context and will be well known
to the judges and lawyers in your area. Hiring an
expert that is well respected in the matrimonial
field in your jurisdiction can help facilitate a settle-
ment (because your adversary will have a greater
comfort level relying upon your expert’s represen-
tations) and will serve you well at trial (as your
expert will be well known to the local bench).

In addition to a forensic accountant, you should
consider retaining a private investigator with
experience investigating and tracing undisclosed
income/assets.

Finally, electronic discovery may prove to be
a key component in building your case. Given



4 AMERICAN JOURNAL OF FAMILY LAW

the complexities involved in electronic discovery,
you may benefit significantly from the retention
of a computer expert or consultant, particularly if
the destruction of electronic evidence becomes an
issue. Your team should be assembled immediately
and relied upon at every stage of the litigation. For
example, it is essential that your experts provide
support throughout the discovery process, both in
identifying documents to request and reviewing
documents received.

CONDUCT DISCOVERY WITH AN EYE
TOWARD HIDDEN INCOME/ASSETS

As previously stated, the burden will be on your
client to prove the existence of undisclosed assets/
income. Thus, his or her case will rise or fall based
upon the information that you and your experts are
able to obtain during the discovery process. You
and your expert will need to (1) identify existing
assets, when they were acquired, and the source
of the funds used to acquire the assets, (2) identify
existing liabilities, when they were incurred, how
the proceeds were used, and what was used for
security, (3) identify income from all sources, and
(4) identify all expenses incurred by the family. You
will then need to put the puzzle together and look
for missing pieces.

In reviewing the information obtained, focus on
any questions for which you and your expert have
not been able to obtain an answer and any inconsis-
tencies that you have identified. For example, have
assets been acquired without corresponding net
income being earned or an increase in liabilities?
Are there any proceeds from loans or sales of assets
for which you are unable to account? Was there
any income earned that you are unable to locate?
In the event that your client’s spouse has hidden
assets/income, working with your forensic account
to gather the documents necessary to identify and
answer these types of questions will serve as the
foundation for your case.

UNDERSTAND COMMON METHODS
OF CONCEALING ASSETS/INCOME

In conducting your discovery (and working
with your experts), it is crucial that you have an
understanding of certain common methods used to
conceal assets/income. Although far from exhaus-
tive, understanding the following commonly used

methods will make you more sensitive to the types
of financial chicanery used by spouses to conceal
assets/income:

Receiving Substantial Perquisites
from the Business

An owner of a privately held corporation may
be able to have his company pay for significant per-
sonal expenses. This can decrease personal income
that would otherwise be reported and increase the
purported business expenses. It is essential that the
business records are reviewed to identify such per-
sonal expenses. Otherwise, the owner spouse may
seek to establish an artificially low personal income
on which his support obligation will be based.
Additionally, failing to identify and segregate the
personal payments from the business will increase
the purported business’” expenses, which can nega-
tively impact the valuation of the business in the
divorce.

For example, I represented a wife whose hus-
band was the owner of a closely held corporation
who claimed to be unable to support his wife and
children because of a recent business downturn. A
review of the business credit card statements, how-
ever, revealed that during this time of purported
financial crisis, the following payments had been
made by the business on the husband’s behalf (in
just two months):

¢ Thousands of dollars per night at hotels in
New York, totaling more than $30,000;

e  More than $53,000 on new electronics for his
new apartment and home;

*  $35,000 on a necklace for his girlfriend;

*  $36,000 on a vacation with his girlfriend to
Nevis; and

*  $22,000 for plastic surgery for himself and his
girlfriend.

A review of the credit card statements for the fol-
lowing month revealed an additional $30,000
charged by the husband, his girlfriend, and his
chauffer for the husband’s personal expenses.
Thus, the husband had charged approximately
$206,000 of personal expenses to the company dur-
ing the three months in which he claimed that his
income had disappeared. He had also purchased
a $200,000 car and rented a vacation home at a
cost of approximately $30,000 per month. In fact,
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several of these payments were made in the days
immediately preceding and following a court
appearance in which the husband claimed to be
unable to pay the parties’” mortgage (the house
had gone into foreclosure) because of a purported
“cash crunch.” The husband ultimately was jailed
for failing to meet his pendente lite support obliga-
tion when evidence of the company’s spending on
his behalf was discovered. After claiming to have
no available funds for his family, after just one
night in jail, the husband was indeed able to obtain
the necessary funds to satisfy his arrears (and get
out of jail).

Courts frequently look to the value of perqui-
sites received from the business when determin-
ing a spouse’s actual income. For example, in
Re Marriage of Jacobson,’ the husband was employed
by a closely held corporate ranch owned by his
family. Although he reported minimal monthly
income, the company provided him with use of a
home, gasoline, vehicles, and ranch food and prod-
ucts. The court relied on expert testimony regarding
value of perquisites received and concluded that
his actual income was 450 percent higher than his
reported income.*

Manipulation of Income

It is a common occurrence that a self-employed
spouse will report a substantial decrease in income
around the time of the divorce. If your client’s
spouse makes such a claim, you must fully explore
whether there is a legitimate basis for the income
reduction or whether his or her spouse has simply
become “divorce poor.” As one court explained,
“self-employed spouses, in contrast to salaried
employees, have the ability to control and regulate
their income. Their testimony, tax returns and busi-
ness records accordingly may not reflect their true
earnings, earning capability and net worth.”

Was there a bona fide basis for retained
earnings?

A spouse’s ability to manipulate his or her
income was evident in Kelley v. Kelley,* in which
the wife was president and chief operating officer
of a closely held family business. The court found
that she was intentionally under-compensated
and therefore rejected her artificially low reported
income. The court focused on the fact that she

was the lowest paid of all corporate officers and
received less compensation than two vice presi-
dents. Similarly, in In re Marriage of Elies,” the court
likewise disregarded the husband’s reported drop
in income, finding that that he and his father had
manipulated his income to drastically reduce it to
avoid his support obligation. The court “disbe-
lieved [the husband and the father’s] testimony
regarding why, suddenly in 1991 [the husband]
was not paid a bonus” and noted that the hus-
band’s reported expenses for the year exceeded his
reported income. In Brisrian v. Brisrian,® the court
likewise focused on the husband’s failure to receive
his annual raise and cash bonus. Because the hus-
band worked in the family business (and had
failed to demonstrate a legitimate basis for his lack
of raise and bonus), the court calculated his sup-
port obligation as if his raise and bonus had been
received.’

lllegitimate Transfers/Payments
to Relatives and or New Spouses

In addition to manipulating their own income,
spouses in control of a business can make illegiti-
mate payments to relatives and their new spouses
in an effort to reduce their own reported income.
In In re Marriage of Aranow,” the husband owner
of a medical practice claimed to have reduced
income, but was paying his new spouse $77,500
per year plus pension contributions for work-
ing part time. In finding that he was intentionally
overpaying his new wife to reduce his income, the
court explained:

[W]e will look to the salary paid to his or
her spouse to determine whether the allo-
cation is fair or if it results in a salary to the
spouse that is larger than average salaries
for comparable employment. If the sal-
ary is in excess of salaries for comparable
employment, then we will assume the por-
tion of the salary that is in excess of compa-
rable salaries is being paid in an attempt to
show a reduced level of income... Absent
evidence showing a valid basis for the
excess salary, we will attribute that portion
of the salary that is excessive to the obligor
spouse."

In Pearson v. Pearson,? the husband paid thou-
sands to his parents as purported repayment of
a loan made for the purchase of a liquor license.
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Even accepting as true his contention that such
a loan had been made to the company, the court
rejected the notion that the voluntary prepayment
of the company’s obligation to the husband’s par-
ents should be allowed to reduce his income. The
court focused on the fact that money paid to the
husband’s parents would have been attributable to
the husband as gross income absent his voluntary
purported loan prepayment.

You may place the bad actor in a Catch 22.

Finally, in Richard v. Richard,” the husband
claimed to be earning no income after the pur-
ported transfer of his family trash removal busi-
ness. The court disregarded the purported transfer
to his family and found that the husband continued
to operate the business on a “cash basis.” The court
also held that the husband had “hidden his assets
by transferring their ownership to his relatives.”

Sham Loans from Company

Additionally, spouses may seek to disguise
income by characterizing distributions received (or
payments made on their behalf) as “loans” received
from the corporation. For example in Pearson, the
husband claimed that the company’s purchase of a
motorcycle on his behalf was a loan that should not
be considered as part of his gross income. This is
the same husband that had claimed that his income
should not reflect the monies voluntarily prepaid
by his business to his parents. Pearson rejected the
husband’s contention that the “loan” should not
be considered his income, focusing on the fact that
he had failed to produce any notes payable, tax
returns, or other documents to substantiate his
claim that money paid for the motorcycle was a
loan.

Use of Corporations and Trusts
to Shield Assets/Income

Spouses familiar with more sophisticated finan-
cial planning may seek to use corporate structures
and trusts to deplete the marital estate and/or dis-
guise their income. In such instances, it is crucial
for you to work with your forensic account, and
trust experts if necessary, to unravel the various
corporate structures and trusts created during the
marriage.

For example, in In re Marriage Dick,* the trial
court concluded that the husband had organized
“a labyrinth” of trusts and corporations, includ-
ing various offshore trusts, designed to improperly
shield his assets from his wife. The court therefore
disregarded the fact that “the evidence fails to dis-
close any assets actually standing in the name of
[husband]” and concluded that he nevertheless had
“access to and control of extensive assets” valued at
more than $20 million. An appellate court affirmed,
rejecting the husband’s argument that the trial
court had erred by failing to recognize the legiti-
macy of the various corporations and trusts cre-
ated during the marriage. Specifically, the appellate
court concluded:

It is well-settled that a trust created for the
purpose of defrauding creditors or other
persons is illegal and may be disregarded.
This rule has been applied to the creation
of trust where the grantor’s intention was
to prevent his Wife from reaching the prop-
erty. The rule regarding fraudulent cor-
porations is equally well settled: When a
corporation is used by an individual or
individuals, or by another corporation, to
perpetrate a fraud, circumvent a statute, or
accomplish some other wrongful or inequi-
table purpose, a Court may disregard the
corporate entity and treat the acts as if they
were done by the individuals themselves.
Thus, the Court below was entitled to look
past the apparent form of ownership in
which Husband'’s assets were held to deter-
mine the extent of Husband’s true interest
in them and the availability of those assets
in assessing Husband’s ability to pay.’®

When representing a client whose husband has
sought to conceal assets through the use of trusts
and corporations, you should also review the
Connecticut case Labow v. Labow.®

Labow found that the husband had “intentionally
and willfully created sham trusts and employed a
large variety of ever changing corporate entities
and other devices to obscure his assets in order to
shield them from the [wife].”

Failing to Take Distributions
from the Corporation

Whether a spouse’s retained earnings in a cor-
poration should be considered available personal
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income is a topic of frequent debate. Your cli-
ent’s spouse will argue that the retained earnings
are appropriate and necessary for the operation
and financial viability of the corporation. Your cli-
ent will argue that earnings are being retained to
improperly minimize income and/or reduce mari-
tal assets. As one court explained, the key for your
representation will be to demonstrate the spouse’s
improper intent:

It does not matter what guise the obli-
gor uses; whether the corporate income is
labeled “retained earnings,” “earned sur-
plus,” or “salary,” a family Court is autho-
rized to pierce the corporate shield if it is
convinced that the obligor’s intent is to
avoid financial obligations arising from
the dissolution of the marital relationship.
Depending upon the case, it is the obliga-
tion of the family Court to determine if
corporate income or profits are a neces-
sary part of a well-managed corporation or
an excuse for the sole shareholder to keep
income or profits from being considered
when the family Court is setting financial
obligations.”

In Zold v. Zold,* the Florida Supreme Court ana-
lyzed whether retained “pass through” income
from an S corporation—that is,undistributed net
profits from the corporation that are reported
as personal income to a spouse but not actually
distributed—should be considered income for the
purposes of support. The Florida court concluded
that such a determination turned on a fact-based
analysis of whether there existed a bona fide basis
for retaining the earnings in the corporation. The
court set forth various factors to examine when
determining whether undistributed “pass-through”
income was retained for a legitimate corporate pur-
pose, including the extent of the spouse’s access to
or control over the retained income, any statutory
restrictions or limitations governing corporate dis-
tributions to shareholders, and the stated purpose
for which the “pass-through” income has been
retained.

Zold stressed that a legitimate corporate pur-
pose may be established, even when the owner-
spouse has complete control over whether the
monies were distributed. However, the court
held that the burden should be placed on the
owner-spouse to prove a legitimate corporate pur-
pose—not on the non-owner-spouse—because the

“shareholder-spouse...has the ability to obtain
information to establish the propriety of the corpora-
tion’s actions.”"

Regardless of whether the burden is placed on
your client or the shareholder spouse, you should be
prepared to address the legitimacy (or lack thereof)
of the retained earnings. To support your position,
you should examine both the relevant industry stan-
dards and the company’s prior practice. If the busi-
ness traditionally had little retained earnings, this
will significantly aid your argument that the recent
retained earnings are designed to avoid obligations
to your client. Likewise, your client will be well
served by the presentation of evidence demonstrat-
ing that the retained earnings of the company sub-
stantially exceed the industry’s standard.

Reduction of Business Income
to Decrease Value of Business

Business owners may seek to decrease their
income to reduce the value of the business in the
divorce proceeding. In order to assess the legiti-
macy of the spouse’s reported business income, it
is therefore essential to obtain an understanding of
the industry in which the business is operating and
its historic expenses and profits. Two methods that
a spouse seeking to minimize their business income
may use are to (1) increase the cost of sales and
(2) carry excessive inventory.®

Increase Cost of Sales. Owners may seek to
increase their expenses by inflating their costs of
sale. For example, if a normal restaurant has food
expenditures of approximately 27 percent to 30 per-
cent of gross revenues, serious questions should be
raised if the owner-spouse in your case operates a
restaurant with costs of sale of 45 percent. In such an
instance, it is likely that the spouse is receiving cash
and hiding it by inflating his costs of sale. By iden-
tifying the significant deviation from the industry
standard, you will be able to put the burden onto the
restaurant owner to justify his inflated expenses.”

Excessive Inventory. A business can similarly
reduce revenue (and hide cash) by maintaining an
unreasonably high level of inventory. Once again,
it is important to determine whether the amount of
inventory comports with industry standards and
the prior practice of the business. Excess inventory
may represent potential revenue that should be
included in determining the value of the business.
Also, it is possible that the owner of the business
has manufactured the inventory as a means of hid-
ing unreported cash.?
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REVIEW DOCUMENTS FOR AFFIRMATIVE
EVIDENCE OF HIDDEN INCOME/ASSETS

Your first goal will be to establish affirmative
evidence of unreported income/assets through
documents obtained during discovery. In seeking
to accomplish this task, keep in mind that there are
both legitimate and illegitimate reasons for the fail-
ure to disclose income/assets.

Readily Discoverable
Undisclosed Assets/Income

A spouse may have significant retained earnings
in a corporation that diminish his or her income. As
previously detailed, these retained earnings reduce
the spouse’s income and can be retained for either
legitimate or illegitimate purposes. Similarly, a spouse
may have received a substantial distribution from a
company that is legitimately not detailed on his or her
individual tax return, because net profits from S cor-
porations are income in the year earned not necessar-
ily when they are distributed. Spouses also may have
depreciated business assets, legitimately or illegiti-
mately, to significantly reduce their business profits
and correspondingly their reported income.”

Your first goal will be to establish affirmative
evidence of unreported income/assets through
documents obtained during discovery.

Although the court’s treatment of non-taxable dis-
tributions, retained earnings, and depreciation will
vary depending on the facts and circumstances of
each case, they are three areas that should be read-
ily ascertainable in discovery. Accordingly, they
are good starting points for your analysis of undis-
closed assets/income. For example, it is essential to
promptly review business records and K-1s to deter-
mine when distributions were made to your client’s
spouse. You will then be in a position to ascertain
whether there are any recent distributions of funds
for which the spouse has failed to account.

Individual tax returns may also prove to be fer-
tile ground for readily discovering the existence
of undisclosed assets/income. Accordingly, the
returns (and all accompanying schedules) must be
closely scrutinized to ascertain, inter alia, potential
undisclosed sources of wages, undisclosed accounts
generating taxable interest, and mortgage deduc-
tions taken on undisclosed real estate.?*

Detailed Review of Cash Receipts from
Business Accounts/Unexplained Cash Deposits
in Personal Accounts

Once you have obtained discovery of the per-
sonal and corporate bank accounts, it is essential
to closely review the accounts for unexplained
cash deposits into personal accounts and/or
unexplained withdrawals of cash from business
accounts.

For example, in a matter in which my client’s
husband claimed a drastic reduction in income,
the cash log from his privately held corporation
showed the following wunexplained payments
made to “cash,” “funds transfer,” or “advance to
[husband]”:

e 1/14/06: $150,000
e 1/17/06: $50,000
e 1/21/06: $50,000
e 1/29/06: $150,000
e 2/14/06: $100,000
e 3/9/06: $100,000
e 3/13/06: $99,840
* 3/28/06: $160,000
e 4/14/06: $75,000
e 4/16/06: $75,000
e 5/28/06: $50,000

Total: $1,009,840

Thus, the review of the cash log demonstrated that
the company’s purported decline in profits was
simply a reflection of the husband’s having failed
to disclose his raiding of the company’s cash to a
tune of more than $1 million.

This husband was hardly unique, and courts across
the country have confronted similar spouses whose
claimed reduction in income was contradicted by
unexplained cash receipts from their business.”

Similarly, courts frequently are confronted with
proof of substantial unexplained cash deposits
into a spouse’s personal bank account. For exam-
ple, in Palazzo v. Palazzo the husband owned a
landscaping business whose income he claimed
had substantially declined. He contended that his
personal income had declined as a result of his
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Date Beginning Deposits Withdrawal End Balance
Balance

1/12/07 23,000 65,000 (38,000) $50,000
2/10/07 50,000 50,000 (53,000) 47,000
3/10/07 47,000 47,000 (49,000) 45,000
4/12/2004 45,000 35,000 (28,000) 52,000
5/10/2007 52,000 43,000 (46,000) 49,000
6/12/2007 49,000 149,000 (138,000) 60,000
7/13/2007 60,000 52,000 (48,000) 64,000
8/10/2007 64,000 43,000 (44,000) 63,000
9/13/2007 63,000 38,000 (50,000) 51,000
10/12/2007 51,000 47,000 (42,000) 56,000
11/10/2007 56,000 45,000 (46,000) 55,000
12/12/2007 55,000 25,000 (63,000) 17,000
TOTAL $23,000 $639,000 ($645,000) $17,000
Sales Per F/S $498,000

Loan Proceeds $100,000

Total Reported $598,000

Under Reported Sales $41,000

Operating Expenses Per F/S $685,000

Plus Purchase of Equipment $100,000

Less Depreciation Exp. ($25,000)

Less 179 Depreciation Exp. ($28,000)

Total Cash Expenses ($732,000)

business” downturn and supported this argument
with the fact that he had been forced to secure
loans to pay for certain expenses. Despite his con-
tentions, however, the court focused on the fact
that large unexplained cash deposits had been
made into his personal bank account. It found that
these unexplained cash accounts were inconsistent
with the husband’s contention that his income had
declined.”

Accounting Technique for Affirmatively
Proving Hidden Assets/Income

One commonly used accounting method for
affirmatively demonstrating the existence of hidden
assets/income in a business is the “Four Column
Proof of Cash.”? This approach examines a com-
pany’s cash account and compares the beginning
balance, deposits made, withdrawals, and end-
ing balance with the sales and expenses reported
on the company’s financial statements. This meth-
odology can identify both under-reported sales

over-reported expenses, the combination of which
equals the business’ total unreported income.”
Although the actual accounting will be performed
by your forensic accountant, it is important that
you understand the mechanics of the procedure
and the significance of its results.

Four Column Proof of Cash: How It Works

A review of the following company’s®* cash account
and financial statements reveals under-reported
sales of $41,000 and over-reported expenses of
$87,000. The two combined equal $128,000, which rep-
resents the total under reported income for the year.

UNDERSTAND AND USE TECHNIQUES
AVAILABLE ABSENT AFFIRMATIVE EVIDENCE

Unfortunately, it will not always be possible to
affirmatively prove the existence of hidden assets/
income, because they simply will not be reflected
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in any of the business accounts. For example, if the
cash simply never hits the books, there may be no
records available to demonstrate under reported
sales. In such instances, you must seek to rely upon
the following techniques to support your client’s
position.

Proof That Lifestyle Is Inconsistent with
Reported Income

One of the most commonly used techniques is
to focus on the parties’ lifestyle and demonstrate
that known expenses exceed reported income. This
method has been accepted by courts across the
country as evidence of undisclosed assets/income.

For example, in McCormick v. McCormick* the
husband’s expenses during the period in question
exceeded his reported income by approximately
$420,000. Focusing on the extent of this discrepancy,
the court imputed income to the husband commen-
surate with the level of his expenses. The court held
that, when conventional methods for determining
income prove to be inadequate, it is appropriate to
impute income based upon lifestyle and personal
expenses.

Similarly, in Nadrich v. Nadrich,* the court found
that the husband’s lifestyle demonstrated that he
had significant unreported income. In reaching its
decision, the court examined the husband’s credit
card debt and found that his debt did not increase
commensurate with the difference between his
reported income and the expense of his lifestyle. In
Saporta v. Saporta,® the appellate court found that
the trial court had abused its discretion by failing to
impute income to the husband based upon the dif-
ference between the parties’ lifestyle and reported
income.

Specifically, the Court in Saporta concluded as
follows:

The record demonstrates that the
Husband’s reported income is dwarfed by the
household’s lifestyle. The Husband’s testi-
mony that his business has been doing
poorly for years is belied by the family’s
lifestyle, and the former Husband provided
no credible reason for maintaining a busi-
ness that operates at such alleged severe
losses. Here ... where the head of the family
has established and maintained a standard
of living on a certain financial level the
Court can impute income or financial sta-
tus sufficient to maintain that standard.*

Contradictory Representations
on Credit Applications

Another potential avenue to demonstrate con-
cealed assets/income is to produce recent credit
applications inconsistent with the financial repre-
sentations being made by your client’s spouse in
the divorce. For example, Palazzo noted that the
husband’s claim of diminished income was contra-
dicted by his claim of very high monthly income
on a recent application for a mortgage on a 10
bedroom, 6 bathroom house that he had built for
his family. Similarly, in Franke v. Franke,* the court
relied upon conflicting statements made by the
husband in a recent loan application (with respect
to both his income and assets) in support of its
decision to disregard the husband’s purported
decreased income.

Prior Voluntary Support Payments
Inconsistent with Reported Income

To the extent that your client previously
received support from his or her spouse that
exceeds their reported income, the amount of the
voluntary support can be used as evidence of
unreported income/assets. For example, in Mann v.
Mann,* the court rejected the husband’s claim of
diminished income when he had been making vol-
untary monthly payments to his wife far in excess
of his claimed monthly income. Accordingly,
the court ordered that he continue to pay sup-
port equal to the amount he had previously been

paying.

Accounting Method Available Absent
Affirmative Evidence of Unreported
Income/Assets

Although the Four Column Proof of Cash
method can be extremely effective when cash
accounts do not comport with financial statements,
what happens when neither the company’s cash
accounts nor the financial statements are accu-
rately maintained? In other words, what happens if
the business has substantial unrecorded cash sales
that never appear in any of the corporate records?
As previously detailed, the Four Column Proof of
Cash method can be used only when the business
records affirmatively evidence under reported sales
and over reported expenses.
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Net Worth Method: An Overview

The most common method used when business
records do not affirmatively demonstrate concealed
income is the Net Worth Method, which relies
exclusively on circumstantial evidence focusing on
changes in a spouse’s net worth during an identifi-
able period. This methodology, which is frequently
used by the IRS, was first approved by the US
Supreme Court in United States v. Holland.”

At its most basic, the Net Worth Method
requires establishing the taxpayer’s opening net
worth and then comparing that amount with the
taxpayer’s net worth at the end of the period in
question. The taxpayer’s expenses during the rel-
evant period are then taken into account to deter-
mine whether the spouse’s increase in net worth
exceeds his or her reported income during the
period in question. In the event that the change in
net worth exceeds the income reported minus the
expenses, the difference is presumed to represent
unreported income.

In Holland,the government successfully used
the Net Worth Method to convict the parties of
tax fraud. The government established that the
Hollands had an opening net worth of approxi-
mately $31,000, a closing net worth (after three
years) of approximately $113,000, and reported
income during the same period of only $32,000.
The Hollands claimed that the apparent increase
in their net worth was based upon approximately
$113,000 of cash that they had earned in prior years
and kept in their home in $100 bills. The govern-
ment successfully refuted this allegation by dem-
onstrating that the husband’s tax records from prior
years did not support the claim of such prior sav-
ings. Significantly, the Supreme Court rejected the
Hollands” argument that their conviction should
be overturned because the government had failed
to identify any improper entries in the corporate
books. The court aptly concluded that the Net
Worth Method demonstrated that the “books were
more consistent than truthful, and that many items
of income had disappeared before they had even
reached the recording stage.”*

Net Worth Method: How It Works

As demonstrated by the following examples,the
Net Worth Method can be used to prove the exis-
tence of both undisclosed income and assets.
Undisclosed income is demonstrated by showing

that the parties” net worth has increased in excess
of reported income minus known expenses. The
existence of undisclosed assets, on the other hand,
is demonstrated by establishing that the reported
increase in net worth does not fully reflect the
known sources of income. Again, although the
analysis will likely be performed by your foren-
sic accountant, it is necessary that you understand
both the methodology used and the attendant

results.

Net Worth Method: Proof of Undisclosed Income

Assets at end of period (at cost) $875,000
Liabilities at end of period (225,000)
= Net worth at end of period 650,000
under investigation

Prior period’s net worth (350,000)
(beginning of period)

= Net worth increase during the 300,000
period

+ Living expenses during period 175,000
= Expected income 475,000
Known sources of income (260,000)

Net Worth Method: Proof of Undisclosed Assets

Assets at beginning of period $585,000

Liabilities at beginning of period (235,000)
= Net worth at beginning of period 350,000

+ Known sources of income during 260,000

period

- Living expenses during period 175,000

= Expected net worth increase 435,000

- Disclosed net assets at end (275,000)
of period

= Indicated Hidden Assets $160,000

CAPITALIZE ON A SPOUSE’S FAILURETO
MAKE ADEQUATE FINANCIAL DISCLOSURE

When litigating the existence of hidden assets/
income, you can expect that the bad actor spouse
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will do everything in his or her power to conceal
wrongdoing. Although you must zealously pursue
the financial discovery, you should also capitalize
on the bad actor’s failure to comply with discovery
demands or otherwise make adequate and neces-
sary financial disclosures. Indeed, several courts
around the country have relied upon the spouse’s
conduct that wrongly limited the financial informa-
tion as grounds for finding the existence of hidden
assets/income.

For example, Palazzo, recognized that, “[w]here a
party through his own wrongful conduct limits the
financial evidence available to the Court, that party
cannot complain about the resulting calculation of a
monetary award.” Similarly, in Blaise v. Blaise,” the
New York Court of Appeals recognized that trial
courts have broad “discretion to attribute or impute
an annual income to a parent based upon his or her
ability to earn sufficient means to pay child sup-
port, particularly where the inability to establish that
parent’s income is directly attributable to inaccurate
financial records for which he was responsible.”*

By focusing on the spouse’s failure to maintain
and/or produce accurate financial information, you
effectively place the bad actor in a Catch 22. If he or
she produces the necessary financial information,
they risk revealing undisclosed assets/income. If he
or she fails to make the necessary production, how-
ever, he or she risks having the court exercise its broad
discretion to impute additional assets/income based,
inter alia, on the parties’ lifestyle during the marriage.
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