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OO0 In1969, three certified public accountants were convicted of conspiring toknowingly draw up and certify a
false and misleading corporate financial statement. From a financial statement point of view, the issue in
UnitedStates v. Simon:8 centered on a footnote that concerned the coUectibility of alarge account receivable. The
receivable was of sufficient size that theviability of the underlying debtor (Valley) should have been
investigated. The footnote concealed the fact that the alleged security for the receivable was actually the stock of the
company whose statement was being ertified (Continental). In other words, an examination of the Continental
balance sheet would not reveal that the underlying security for the Valley account receivable was the securities of
Continental itself. As a practical matter, there was no security for the debt of the related corporation. It is
importantto note that the accountants were partners in what was then a national firm of certified public
accountants. The case is noteworthy as being a criminal conviction and not a civil judgment for fraud or negligence
in the preparation of the accounting records. The jury decided that the accountants were culpable because they had
conspired with the client to make the misleading representations in the financial statement. SEC v. Mattel, Inc?
presents another example of how such fraud can be perpetrated. In the early 1970s, Mattel, Inc., the well-known
toy maker,commenced a program of manipulating accounts receivable, inventories, and expenses in order to
improve its financial statements. Mattel held the sales journal open after the close of a quarter. Thus, sales for the
subsequent quarter were recorded in the earlier one, even though the merchandise was actually shipped after the
close of that quarter. The result was an increase in sales for the earlier quarter and a decrease for the later one. The
overall effect was an increase in income for the fiscal year. Mattel also annualized the charging of expenses. The
allocation of expenses to the different quarters of a fiscal year, or to different fiscal years, was made on the basis of
projected sales. For example, the advertising costs incurred in one accounting period were capitalized and then
written off against the sales that were estimated to be made as a result of that advertising campaign. The effect of the
practice was to minimize expenses by shifting them forward into future accounting periods when larger sales could
absorb them. Again, the effect of this manipulation of the records and accotmting data was to transfer expenses to
the balance sheet as deferred expenses included among current assets, and thus to increase the net income for the
quarter. If this practice was carried on at the end of a fiscal year, the balance sheet position would be enhanced and
the profit would be increased. Asin Simon, the Mattel statements were certified by a certified public accountant
firm. A review of the two cases presented above shows that in the first, the Simon case, the fraud was the
concealment of material information in the preparation of a footnote to the financial statement. In that case, the
footnote implied that there was security for a material balance sheet item when, in fact, there was none. By contrast,
in the Mattel case, there was fraud in the transferring of income and expense into one financial statement period
when those items properly belonged in other financial statement periods. Here, the effect was to increase the profits
in the published financial statements. These two cases illustrate the principal types of fraud and misstatements of
fact that may be found in financial reports. Accountants and lawyers who advise prospective purchasers must
consider the possibility of fraud——or the lesser wrong of "window dressing"—on the financial statements of the
target company.[3] Statement Analysis as a Clue to Fraud The analysis of financial statements is of substantial
assistance in detecting deliberate or negligent misstatements in the financial reports,so An analysis of percentage
changes in inventories, accounts receivable, sales, and cost of goods sold may reveal aberrations that indicate
improprieties in the financial statements submitted. Exhibit 3.15 illustrates what might be found in such an analysis.
The corporation sold its assets for $600,000 (cash from the buyer of $75,000, plus the note receivable of
$525,000). There is a deferred gain on that transaction of $350,000. If the corporation is liquidated and the sole
shareholder received the assets from the liquidation, the shareholder must realize the gain on the liquidation,
including the fair market value of the note receivable from the buyer (i.e., the installment obligation)? Under
certain circumstances, a provision that provides that the gain on the liquidation that can be attributed to the
installment obligation, is recognized only as the collections are received is available under IRC § 453(h) The relief
provided by IRC 8 453(h) is felt only at the shareholder level. The corporation is still obligated to recognize gain
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on the distribution of the installment obligation under IRC ~ 336. The rule works this way: Suppose the
corporation in the previous example is liquidated and the corporation must realize the gain arising from the
distribution of the note receivable from the buyer. If that note had a fair market value equal to its face amount
($525,000), the corporation would realize a $175,000 gain under IRC ~ 453B(a)(2) at the time of liquidation. In
other words, upon liquidation, the basis of the note in the hands of the corporation is equal to its fair market value
because the previously untaxed deferred profit on the installment sale is taxed at that moment. The recognition of
gain increases the basis to the face amount of the note. Consequently, the gain realized by the corporation is
recognized under IRC 8 453B--not under IRC 8§ 336. The point is academic, however, because the corporation
does recognize the gain equal to the deferred profit at the time of liquidation? Thus, the shareholder is taxed on
the installments as they are collected,rather than at the time of the corporate liquidation. Note that neither dealers
who sell to many buyers nor related persons may take advantage of these relief provisions? The regulations issued
for IRC § 453(h) provide that the distribution ofthe installment obligation to the shareholder is to be treated as if
he shareholder sold his or her stock to the maker of the installment obligation,and received those assets distributed
by the corporation plus the installment obligation in exchange for the stock of the corporation. The regulations
also provide that any liabilities of the corporation thatare assumed by the shareholder as a part of the distribution
add to the basisof the shareholder's stock for purposes of the installment sale gain recogni-tion computations.
Using the example :above, the shareholder would be presumed to have sold his or her stock and received the cash
and other assets plus the installment obligation and his or her basis in the stock would be its original cost plus the
obligations assumed. [ [J
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