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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  

F&W 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
F&W 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 

(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 opinion1 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.
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1 Ferris Research http://www.ferris.com/research-library/industry-statistics/ 

2 �In Re Brist Myers Squibb Securities Litigation, 205 F.R.D. 437, 440, fn2  
(2002) [citing UC Berkeley Study]

Of course, the total volume of digital information can make it 

difficult to sift the evidence from the digital dross. But new forensic 

software tools and in-house methodologies provide some unique 

solutions for reviewing the contents of the accounting black boxes. 

This enables the recovery of deleted emails, searches for defined 

criteria and key words, and tracking of email paths from creation  

to delivery.

Using proprietary Ferrier Hodgson data analytics software known  

as InSYS, the analysis of thousands and sometimes millions of 

pieces of data can be undertaken at the push of a button. Of 

course, this is not as easy as it sounds:  it only works if you know 

how to assemble and prepare the data in the proper manner:  

and putting together all the pieces of the puzzle can be  

extremely complex.

Investigative accounting is not just about looking at the numbers 

in the accounting records. It is about using an intuitive approach 

to solving complex financial riddles, interrogating various data, 

determining damages, valuing businesses and resolving financial 

disputes. It is the use of logic and numbers to unravel the 

complexities of a corporate balance sheet to uncover the  

simple truth.

1  �See ABRY Partners V, L.P., et al. v F&W 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
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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. 2 3

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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Peering inside the forensic black box
Whoever coined the expression ‘the numbers never 

lie’ was on the money. It’s ironic that the growing 

number of corporate scandals and revelations of 

false accounting suggest there are plenty of people 

who haven’t heard the expression. Every accounting 

double entry has an equal and corresponding 

counter effect and no matter how elaborately  

the accounting is covered up, the numbers –  

as irresistible as gravity – tell the truth.

Often, in their search for the truth, investigative 

accountants need to employ a healthy level of 

scepticism in dealing with the numbers they are 

presented. Bags of shredded documents and 

apparent inconsistencies are enough to pique the 

curiosity of most investigators. These are the times 

old-fashioned detective work and the powers of 

observation come in handy. 

This is what happened during FH’s ongoing 

investigation into the financial demise of Moulin 

Global Eyecare Holdings Limited in Hong Kong. 

It was here, during the course of clearing the 

company headquarters of the remaining books  

and records, an investigating accountant noted  

an anomaly in the depth of the interior of a  

coat cupboard. 

On closer scrutiny, he discovered the cupboard 

was hinged to the wall. A few minutes of searching 

revealed a latch that triggered the release of the 

cupboard from the wall concealing a keypad door. 

Behind the door was a secret room with shelves 

laden with volumes of documents in relation to  

the books and records of the company. 

These documents were not known to exist and  

had certainly not been made available to the 

Provisional Liquidators.

At Ferrier Hodgson Forensics, we think of accounting 

systems in terms similar to those of a black box data 

recorder in an aeroplane. When a company’s finances 

crash, the numbers recorded in the accounting system 

provide all the evidence required to establish the 

chain of events leading to the crash and, potentially, 

the cause of the crash. It is up to the skills of the 

investigative accountant to interpret that information 

in light of surrounding events and other information. 

The challenge for the forensic accountant is to make 

sense of the events by piecing together the puzzle. 

Examining the accounting and information systems 

of a company can not only reveal how an error or 

financial misstatement occurred, but also identify the 

cast of players involved. Examining the communication 

systems – such as email – can be as enlightening as 

listening to the conversation between the pilot, crew 

and flight tower in the moments before a crash.

Every day, people in corporate and government 

entities generate huge volumes of unsupervised data 

as they communicate through email: a recent estimate 

put it at 25 billion non-spam messages a day1.  Another 

study, by UC Berkeley2 ,  found that over 93 percent of 

all information generated in 1999 was in digital format. 

This is particularly significant for forensic and 

investigative accountants because of the quantity 

and quality of valuable metadata contained in these 

communications and the potential for obtaining 

evidence of civil or criminal breaches of the law. 

Our growing dependence on digital communication 

and information systems has revolutionised 

investigative accounting. Accountants need to have 

an understanding of a range of disciplines including 

forensic technologies in order to unravel the facts.




