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Avoiding equity
wave wipeouts

Common sense and caution tend to be early victims
in any type of financial boom. It is no different with
the current private equity boom, which appears to
have many people skimming over the due diligence
details in the rush to invest their money.

And with no apparent end in sight to the wave of
private equity deals washing across the globe, we
thought it might be an opportune time to raise a
cautionary tale: the case of ABRY Partners versus
FRW Publications. This US case illustrates the danger
of getting swept up in a deal without taking a cool
and objective view of a business’s financial position.

In any potential sale there is greater motivation for
fraudulent manipulation of the business’s financial
position. As forensic accountants, this is something
we see fairly regularly.

Case context

FRW Publications was in the book and magazine
publishing business, with titles including Family Tree
Magazine and Country’s Best Log Homes. It was
owned indirectly as part of a portfolio of investments
by Providence Equity Partners. An agreement was
struck in June 2005 to sell the investment to another
private equity firm, ABRY Partners.

The deal price was set on the basis of the
company’s Free Cash Flow, measured by its earnings
before interest tax depreciation and amortisation
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(EBITDA). A price of US$500 million was eventually

negotiated, equating to just over ten times the
company’s expected (but not yet finalised) EBITDA
result for the year ended 30 June 2005.

ABRY alleged that it discovered substantial
manipulation of the EBITDA results by the company,
and that Providence had knowledge of these
manipulations. The effect, according to ABRY, was to
overstate the value of the company by $100 million.

The Court’s opinion’ regarding the resulting action
brought by ABRY to rescind the purchase is not the
focus of this article. Instead, we are examining the
nature of the manipulations and some similar issues
we have encountered before.

Methods of earnings
manipulation

The case opinion handed down by the court provides
commentary on no less than 11 different types of
manipulation that were allegedly undertaken by the
company prior to closure of the deal, which had the
effect of inflating the relevant EBITDA figure, and

the acquisition price.

1 See ABRY Partners V, L.P., et al. v FRW Acquisition LLC, et al. In the Court of Chancery of the State of Delaware in and for New Castle County, C.A. no. 1756-N




Issue 12: April 2007

These include:

Backstarting of income. By providing new
magazine subscribers with a free back issue in
their first month, the company recognised a

larger proportion of income in the first month.

For example, a free back issue in the first month of
a 12-month subscription, can allow the company
to justify recognition of 2/13 of the annual
subscription paid, rather than 1/12 that would
have been recognised without the giveaway.

Using outdated estimated sales figures
and ignoring actual figures for sales made
through newsstands.

Incorrect accounting for returns from retailers.
Sales recognised by the company effectively
included books that were never sold.

Overvaluing inventory and profits by fraudulently
reducing the company’s book return provision
by $500,000.

Overvaluing inventory and profits by making
inadequate provisions for inventory known to

be obsolete.

Failure to make adequate provisions for
debtors known to be uncollectible.

Overstating revenues by engaging in channel
stuffing. This involves offering unusually high
discounts to retailers for the purpose of “filling
shelves; at the same time failing to provide
against the likely increase in book returns.

Extending the quarterly reporting period of

a (presumably profitable) UK subsidiary by

one week, thereby including more revenues
and profits.

Early shipping of July magazines, in order to
recognise revenues prior to the 30 June end
of financial year.

Moving revenues from a book club to ensure
their inclusion prior to the year end.

Including the revenue from a conference held in
June, but delaying recognition of the expenses
incurred for that same conference.

Conclusion

From our experience as forensic investigators

often brought in to examine the financials after

the event — in other words, when it may be too

late — manipulations of this type and scale are not

uncommon. But given the particular nature of private

equity deals, companies ought to heighten the level

of scrutiny applied in examining the financial position

of any business they are considering acquiring.

Some warning signs to
be aware of...

Where the deal price is struck on the basis of
incomplete, un-audited or hastily prepared
financials.

The extent to which those who stand to gain most
from a high sale price have had involvement in the
preparation of information purporting to represent
the financial position of the business.

Where the use of accounting estimates is extensive;
deferral of costs, estimates as to the extent of
completion of construction contracts, complex
revenue recognition methodologies and the
recognition of warranty revenues and costs.

To ensure that related party connections between
interested parties are fully investigated, beyond

the information disclosed. Use of corporate and
individual intelligence should be considered where
appropriate.

That the devil lies in the detail. Undertake detailed
analysis and testing of electronic data relating to
key accounts and transactions to highlight potential
manipulations, adjustments and the use of journals.
The application of data analysis tools will enhance
your ability to detect suspicious patterns.
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