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1.2.2 INAm~QUArg CQHPORATE GOYERNANCE

The need for an lnvestigutlon into corporate governance WIlS

demonstrated recently by the resignation of Derek Riley from the
Malbak board. Comment 011 this event by one of South Afrlca's
financial journals WtIS:

"It is cel'lninly news when II non-execntlve director of
It company with It turnover of R12,6bn and an
attributable profit of R414l11 resigns, citing POOL'
corporai» g. vernance. When that director announces
the reasons for his realguatlon after an lntemal lnqllity
has found nothing UlHOWUl'd, it becomes a subject
which cannot be Ignored" (F&T Weekly, 1995: 1).

A question which arises from such incidences is whether the
recommendations of the King Report tiro adequate to ensure that
thell' objectives of Improving COI'POl'lItc governance uncl thereby
diminishing the risk of fraud and corporate fnilm'e can be met. 0
Kane's opinion (1992:3) is that:

"The Cadbury Report says exactly what it was
expected to suy • 110 1110re, no less - pI'opedy
constituted boards, sepuratlon of the functions of
chnlrmnn lind chief executive, audit committees. and
vigihlOL shareholders lind Iluanclal I'cpol'ling and
lIuditing systems that provide full and tiTlely
dlscloaure, Then why the diseppolntment' Wll'j' the
cries of shame? ... no one has addressed the obvious
question of whether increased snuutory regulation of
flnenclal reporting will reduce the number of crooks or
the amount of damage they do."

It is the aim of th;.. research report to answer this query.
speclflcally with respect to those recommendations whose
objective is, inter Cilia, to ameliorate the risk of management fraud.
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The increasing significance of fraud in Soutli Africa is
demonstrated by recent research conducted by KPMG (1994:4)
into the !U'CII which established tha; seventy nine percent of
respondents {covering a multitude of Industries and different sized
companles) admitted LO recently experiencing fraud. Ninety seven
percent of respondents consldered fraud to be 1111 increasing
problem, whilst ninety percent predicted that it would increase: in
1995. Appendix 8 identifies C01111110nmanagement frauds which
occurred in South Africa during 1994.

Respondents to the KPMO reseatch stated that they had already
set up a number of Initiatives to counteract fraud, but due to the
eSl"alntlng scale of c1'1l11ein the country they were currently
exploring now techniques to combat It. The amount lost ~ISa result
of fraud reported by respondents to the KPMG survey amounted
to rU35 million during the past yem' alone, and many of those
surveyed Indicated that the Ilgures reported were conservative,
Praud nmcunting to R3 717 million was reported during the 1994
year to tho South African Police (Mluner, 1995: 11). Appendix 1 to
this report graphically lndlcetes the Increase In reported cases of
fraud fr 01\1 1991 to 1994.

Reasons for the Increase in Iruud are considered to include the
stngmmt South Afl'icun economy which is resulting in declining
living standards for members of the popu!t\(h}O, the inequitable tax
system, government corruptlcn, tho decline in moral lind ethical
standards, uncol'lllinly and Iears about the future, and the lenient
treatment (Iffol'ded to crlmlnals by the authoritles (Wilmot.
1994:4). Since It appear!: that most of these fnctors will per ,1st at
least for the foreseeable future, it is likely then thnt the occurrence
of fraud will no: only remain nt its current high level. but will also
continuo to lncrense.

These findings justify research into the urea of Iraud and corporate
governance, the topic which this research l'CP01't nddl'osses.
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that the current system of corporate governance is not serving companies
or shareholders as well as it could (King Report, 1994:2). The much
publiclsed corporate failures such as BCCI and the Maxwell debacle in the
United Kingdom Jed to corporate governance being re-addressed on an
lnternatlonal scale, South Alrlca has also suffered from its own corporate
Iallures with Masterbond, Supreme and 101 being nt the forefront
(Techtalk, 1995: 1).

Consequently tn 1992 the Cndblll'Y Repon was released In the United
Kiugdom dctailing recommended prcccdures and etrucrurcs fOl'

organisations to achieve optimal corporate governance in the management
of limited liability companies. In November 1994 the King Report w"-:
released in South Africa with objectives slmllar to those of the Cadbul'Y
Report,

1.2 RI~SEABCllING CQRfOBATE GQYERNANCE

The incI'onsing prevalence of Iraud in South Africa and the inlldequacy of
current COI'1'Ol'll(O governance indlcntos a need for an lnvestignt!oll to
determine whethel' the proposed system of corporate governance
advocated by the Kins Report will have all lmpnct upon lhe occurrence of
fraud in (his country.

1.2.1 THE l!J.U~:Vt\LICNCE 011'FUAUU

Fraud is defined as unlawfully muklng, with intent to defraud. n
mlareprescutntlon which CUtiSOS lIctllul prejudlce, 01' which is
potentially pl'cjudiciltl to another (Burchell and Milton, 1991 :525),
and is considered by executive officers of large corporetloes to be
a m1uor problem of buslncss todny, The debilitating effects of
fraud 011 the economy are lmmeaaurable and the control of these
unlawful actlvltles, and thelr alarming increase in the past few
years, has been n st!t!ed objective of government and business
alike (KPMO, 1994:1). As indicllteclll1llpp¢nclix 111 fraud is not
restricted to any pnl'ticuhu' sector and should therefore be n concern
for all companies,
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1. INTRODUCTION

Since the industrial revolution In the eighteenth century the world has been
characterised by incrensingly sophisticated and 11101'e complex finlUlcial
activities. One of the most important consequences of this commercial progress
has been the advent of the limited liability company, The formation of
companies has enabled a large body of investors to jointly finance subatantlal
ventures. However this lnnovatlon has not been without 11scosts,

The multiplicity of investors and their investments ill n myriud of companies haa
resulted in a divorce of ownership (vcliting in shareholders) from control (the
manngernenrdirecrors) of the compuny. These clrcumstances have required
suareholders to entrust tho datly operations or the business to directors. The way
in which director's fulfll the It, responsibility to run the company and the
structures they establlsh to ussiSl them in doing so, are what Is referred to as
corporate governance (King Report, 1994: 1). Due to Its pervasive influence
corporate governance hus a fundamental lrnpact \11'011 the performance of I~nch
entity, and thereby upon the economic welfare of n country as a whole.

1.1 lllE CHANGE IN CQ~I>QRATE GQYERNANC&

The directors of n company arc the stewards of its shtll'eholdcl's who have
entrusted their I'CSOUI'CCS to them with the implicit UndCI'SUlndlng thllt they
will safeguard and lncrease those assets, Historically corporate
governance hns depended sll'ongly upon one aspect of the directors'
responsibilities, nmnely the report of the dlreetors all the results of their
stewardshlp in the f01'111 of the UI11111111 flnanclnl snuements, These
sttllemenls enabled the shareholders who appointed them to assess th':lil'
performance. To prevent bins lind mlsreprcsentetlon ill. the annual report
an independent !luclllO!' was nppointed to express nn opinion as to its
falrness, This system of corpornte governance operated reasonably well
untll the start of the 1980's (King Report, 1994:2),

A global spate ofcorpol'Elle fuilw'os and rnanagemeru fmuds In the 1980's
which continued lnto the 1990' a "'us caused wiclespread dLsntisfactioll
Elmong the J1nllnclnl community and general public, whose perception is
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also been resorted to. This approach is justlfled by the fact that the topic is current
and because the use of such sources will be limited.

A restriction to the disclosure in this research report which should be noted Is that it
was necessary at the request of the Attorney General (who is in the process of
prosecuting the frauds) and the new management of the entity which experienced
the frauds (who for various reasons wish to remain anonymous) 1:;1 use fictitious
names (e.g, A Ltd, Mr K etc.) for all the companies and the management of the
entities involved in this research. The acceptance of this limitation was a prerequlsite
for the lise of the company selected as the case study.

In preparing this Report the IIUthOi wlsbes to acknowledge the invaluable assistance
which has been received from:

• Mrs B Jackson, I11Y Supervisor, a Senior Tutor in the Department of Accountlng
at the University of the Witwatersrand.

• MI'M. King, the Chairman of the King Report on Corporate Governance,

• Mr R. Anderson, Chairman of the Johannesburg Stock Exchange.

• Mr J, van der Walt. Director of the Johannesburg KPMG Forensic Accounting
Division.

• Advocate I-I. de Beer, of the Attorney General's Office for the Witwatersrand.

• The personnel at the company which was the subject of the case study in this
report, who, due to the requirement of confidentiality, cannot be named,

• Professor M, Steele. Head of the Department of Accounting at the University of
the Witwatersrand,
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PREFACE

The King Committee on Corporate Governance published in 1994 (the King
Report) has advocated fundamental changes to current corporate governance In
South Africa, The query which arises from a review of the Report's
recommendations is whether the objectives of the Report can be achieved through
adherence to its proposals. The importance of the investigation is emphasised by the
fact that the Report's proposals have been challenged by professionals and
academics on the grounds that they wlll not achieve their stated objectives.

The purpose of this research report is to establish via the investigation of a case
study, personal interviews, and a review of Ilterature relevant to the topic whether
the proposals of the King Report cnn assist in reducing the risk of managemer.e
fraud within lin entity, whlch is one of the Report's objectives. An investigation Into
the King Report is of importance 1'01' three primary reasons:
1. The cost of the implementation of its proposals should be matched by related

benefits.
2. It is possible that the requirements of the King Report could become mandatory

for all companies (the Johannesburg Stock Exchange has already begun to
require compliance by listed companies with certain of the King Report's
proposals), Establishing the benefits to be derived from adherence to the
Report's recommendations before imposing it on the flnanclal community is a
necessity.

3. If the King Report cannot achieve its objectives then other avenues must be
sought to counter the problems which the King Committee was established to
address.

Due to the current nature of the King Report (it was released in November 1994)
the~'e has been n llmlted number of papers which have been prepared on the Report
in accredited journals, Consequently alternative avenues have been adopted to
ensure thnt an adequute volume of llteruune hns been surveyed 1'01' the purposes of
this research report. LiICI'!ltlll'c relnting to The Financial Aspects of Corporate
OOVel'lUlI1Ce (the Cudblll'Y Report) published in J 992 in the United Kingdom which
had simllar objectives (hut more restricted terms of reference) to the King Report
has been scrutinised and used in the research. On occasion the popular press has
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ABSTRACT

The King Report released in South Africa in 1994 has the potential to revolutionise
the country's existing form of Corporate Governance, The objective of the Report is
to improve the system by which companies in South Africa are directed and
controlled (King Report, 1994: I). This objective encompasses decreasing the risk
of management fraud within entities. The question which this research report
addresses is whether a reduction in the risk of management irregularities in an
organisation can be achieved through adherence to the King Report's proposals, To
obtain this answer a South African company which experienced significant
management frauds was selected for examination us a case': study, and a
determination was made as to whether the proposals of the King .~eport, had they
been implemented, could have prevented the irregularities which occurred in the
organlsation, The finding of the research Is that diligent compliance with the King
Report's recommendations can assist significantly ill both preventing and detecting
management fraud, but is unlikely to prevent all managemenc irregularities within an
organlsatlon,
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Loan tv Mr K R·tS million

The effect of the uansnctlon WIIS the Mr K Is guilty of theft
aruountlng to R4.5 milllou, this being the asset of M. Mr r< also
obtained conflrmatlon of the fictitious asset from BPA (Ply) Ltd,
clalmlng lhnt it represented u deposit held by it on Mr K's behalf
for the purposes of the year end audit, This constituted a furthee
Irnud (because the Ilctltlous confirmation was actually 01'

pot:entinUyprejudicial to. buer ulla, Q nnd U's nuditors), Both the
theft and the fraud are being prosecuted by the attorney general.

A cash cheque was Issued fol' an amount of R200 000 and debited
to the lean account of MI' K. No minute ullthol'ising the 101111 was
made, nor W':5 the loan disclosed in the t1llullclul statements. Tile
amount was not slIbliequenlly repaid. The wlthdrawn! thu.
represents It theft of that amount 6'0111 M by Mr K,

3.2.4 J.,QAlS ADYAlSCE

MI' 1<. wished to acquire 1\11 lnteres; in it certaln company. To do so
he eff ...cted a payment of R2.035 million from M to an I\gent. who
uien acquired an lnterest in the company on behalf of Mr 1<. This
investment was registered In the name of Mr 1<, and thus
represenu (l theft of R2.035 million by Mr K from M.

When the auditors illve~tigaled the 1In1011nt It fictitious loan
ngrcement was provided to them to satisfy their Inqufrles, which
has resulted in another count of frnllcl being charged against the
accused,

3.2.5 ASSI~l' UEVALUATIQlS

The assets of M were revalued by R4.3 million at the dille of the
merger by Mr K and Mr S whhulil giving due consideration to the
actual. mnrke: value of such ussets, Whilst gcm~rnlly I\ccepted
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Cr. Loan to H R3.595 million

By replnclng the inter-group loan with nn amount in re.'ipect of ;1

non-existent nsst, the Q group effectively paid 1<3.595 million
more than the value of the company. This mlsrcpresentatlon of the
rental guarantee as un asset represents u fraud by Mr K and Mr S.

To provide audit conflrmntlon of the rental guarantee deposit
1U'101l11t Ior the 1994 statutory uudi: a series of transacttons was
executed to obtain a certiflcnte of conflrmatlon. At this point tho
merger had been completed and the rental guarantee deposit had
been transferred to the books of U, At the dlrectton of Mr K and
Mr S n payment of R3.S95 million was made by U 011 17 May
1994 (a date uf(el'the financial year end of the company) to B (Ply)
Ltd (n subsidiary of U) who then supplied the necessary
confirmation.

The confirmation did not refer to uny particular period nne! WIIS

accepted hy the extemul uudltors us evidence. One week after the
payment WIlS made it wus refunded by .B (PLY)Ltd to U so lhut the
effect of the transnctlcn was a deposit existing for one week after
YCUI'end only. This l,'UI1SlICtiol1 represents un addltlonul fraud for
providing false evidence tluu the asset existed to the nctunl 01'

potential detriment of V, Q and the eXlc1'I1111 audlton of U.

3.2.2 J?RQYlSION FOB E(WIPMENT

M was invoiced durmg 1994 for a "provision fat' equipment" of
R4.5 million by BPA (Ply) Ltd. HPA (PLY)Ltd was a company
owned by Mr 1< lind noted nl his instance. The invoices wore paid
for without nny asset being received by M. BPA (Ply) Ltd
forwarded the emoun; received by It to n Johannesburg
stockbroker (Z Stockbrokers), who then pald the amount into the
uccount of H held by the company lit the stockbroking firm, H
passed the followingjoul'I1l1l ent!'y Ior the I'OCo1pL:
Dr Z Stockbrokers (debtor) 1\4.5 million
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resulted in a loss to Q Elmountlng to approximately R431 million in
unrecoverable loans through the mismauagement of U by Mr K. It
was through the investigation of this loss by the directors of the Q

Sl'OUp thnt the Irauds perpetrated by Mr K and Mr S (the financial
director) were eventll!llly discovered.

These borrcwlngs and the total Ilnance provided which resulted itt
a loss to Q of R341 million are n comraveutlor, of Section 424
(5424) of the Companies Act by Mr K and MI' S which makes it an
offence for directors of n company to trade recklessly. There is n
misconception that s424 involves exclusively "directcrs lifibility
for trading in insolvent circumstances". a definition which is
incorrect In every materlal respect according to van Staden
(1995:3). Section 424 applies [0 filly person (including trading
partles of a company) who knowingly participates in the reckless
conduct of any business (not necessarlly an insolvent business). It
is apparent that the conduct of Mr K lind his pricing policies fall
within the ambit of this section. The auorney genera; has included
this charge in the indictments ngninsL the accused,

3.2 ANCILLARY Il'RAUDS

When Q commissioned its auditor» to perform 1\ due diligence review in M
(the joint holding company of U with W Ltd). Mr K was aware that the
company's net asset value WIIS not R25 million as he hud represented.
Consequently aftel' the dute of the merger he set abou; creating fictitious
assets in !vi to provide the PUI'ChUSCl'S with 11 balance sheet which marc
closely approximated his asserted values provided to the Q group,

3.2.1 RENTAl, GUA.RANII~.c; 01£llQSJTS

III order to Increase M 's net asset value It debtor asset was raised
of R3.S95 milllon in the books of M by Mr S at the instance of Mr
1<. and the inter~gl'ollp 101111account. owed by H to M, was
reduced by the same UIllOUl1l; l,e. the JOlll'l1n! entry entailed:
Dr Rentnl guarantee cll!posil 1\3.595 million
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after the merger refer to appendices 4 and S.) After the merger U
controlled all the subsidiaries of M and W Ltd,

Fraud was perpetrated by MI' K fit the outset of the merger, MI' K
represented to the directors of W Ltd, inter alla, thflt the net assets
of M were R25 million, and that antlclpated profit for the company
for the coming year was R20 mllllon. The directors of the Q group
concluded the agreement before vel'ifying Mr K's representations,

Approximately 3 months urler the mel'gel' hue! been forrnallsed Q

commissioned thelr nudltors, one of the big six acccuuting firms
in South Africa, to perform a due diligence review on the company
taken over. The resul: of the review was 1I finding lhat the net asset
value of M was signll1clIl1tly less than had been represented by Mr
K. The Il'lIC mugnllude of the understatemen; was not shown by
the andltors however, due to Itauds described further on, which
had lhe effecllncrcllsillg the asset value of M fictitioLlsly. (The 11'1Ie
net asset value of the company lit the dille of the merger was
IIctually negative R2,3 milffon.)

3.1.•5 RECr<r.,"&SS TRADING

At'lel'the merger MI' K became the l11ul1ll~ll1gdirector of U after M
and W Ltd transferred all their ussets n1ltlliabilitl~=· to U (M and W
Ltd effectively became non-operutlng holding companies), Q Ltd
provlded nil the fimlllcing fol' U lind settled all its liabilities,
Included in these liabilities puld by Q WlIS the 1l1110lll1t due by the
group to C (Ply) Ltd Ior the funds provided ill the attempt to
regularlse the s38 conuuvemlon, This funding eventually resulted
in II substantial loss to the Q group through not being able to
recover its leans made to U,

From the date of the merge» In 1993 to the time when the fl'l\uds
were discovered in 1994 the Q group Iunded the operatlons of U
under the mansgemeot of Ml' K who continued lIsing the same
pl'icin{J policies CIS were adopted Ior M. D1I1'In/3 thnt period
Ilnanclng WIlS reglllm'ly provided to U from Q und ultimutcly

13
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employees of 1-1 and its subsidiaries. H and the subsidiaries would
lend money to the trus: to enable it to purchase 40% of the shares
held by Mr K. MI' K woulo apply the proceeds to settle his !lability
to M who would then repay C (Ply) Ltd the amount owed to it.

The terms of the agreement were to apply as f...llows, C (Ply) Ltd
\\ ould lend a further R7.S million to the borrowers (H, M and
others, thereby increasing the group's r Ibilit} (0 C (Ply) Ltd to
R15 million). The borrowers would then loan this money to H
Share Trust. The trust would pay the amount to Mr K for 40% of
his shares in H. Mr K would then apply this money to repay his
debt to E (Ply) Ltd. E (Ply) Ltd then repays M who partially
repays C (Pty) Ltd the urnount owing to it (thereby reducing the
loan from C (Ply) Ltd from RlS million back to R7.S million),
The effect of the transuctlcns is thnt the loan is rolled and now
simply borne by all the members of the H group and not just by M
(the scheme is shown dlngl'llmmnlicnlly in appendix 3),

However at a later clute M merged With the Q Group Ltd who
unknowingly settled this debt to C (Ply) Ltd on behalf of M. This
results in the above scheme being 't fraud and is included in the
indictments against the accused, us the R7.S million liability to C
(Ply) Ltd was repaid by the Q Group LId, the latter being unaware
thet the liability was in respect of shares purchased in H,

3.1.4 ]'I·m MEUGEU OF Ii AlSD )y LTll

The success of M In selling its products auractcd the attention of
its primary competitor in the Industry in which M operated, The
company, W Ltd. is (I subsidiary or the Q group (Q) aile of South
Africa'a top 100 companies. Q uppronched MI' 1< to consider a
merger between M and W Ltd,

Dlscusslons commenced in Jllll11tll'y and were Ilnallsed in Murch
1993, It WIlS agreed thu; the interests of both W Ltd and M were to
be merged, and thnt 1\ new company U Ltd (U), was to be formed.
(For !\ schematic representauon of the group structures before and
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acquisition involved receiving finance from M for the acquisition
of its shares, The process by which the funds were obtained from
the company was through £I sequence of transaotlons described the
attorney general as "VOl)' slmilur to money laundering",

During June 1991 M borrowed R7,5 million from C (PLY)Ltd, a
finance company, whose business included the factoring of MiS

debtors, The R7,5 million was a direct loan from C (Ply) Ltd to M
on which a high Me of interest was charged. The money was then
advanced to E (Pty) Ltd, a dormant company whose sole
shareholder was MI' K. Whilst dormant, E (Pty) Ltd still
maintained bank accounts through which the R7,5 mllllon passed.
E (Ply) Ltd then advanced this money to MI' I<. who used it to pa~

MI' Hand Mr E fol' their shares (see appendix 2(i) for a
diagrammatic depiction of the scheme).

There was no tndicatlou in the minutes of the directors' meeting 01'

that of the shareholders' meeting 1'01' M that the transactions were
authorised. In the financial statements of both lv1 and E (PLy) Ltd
no disclosure of the 101l11swas made, It appears thnt the loan assets
nnclUnbiliUos wore simply offset against each other. The result of
the scheme was effectively that M paid for MI' K's acqulaldon of
its shares and thut MI' K defrauded M of R7,5 million.

During August 1991MI' K established a holding company, H Ltd
(II) of which he W!IS the sole shareholder, to acquire all his shares
in M, The new group structure is reflected in the diagram in
appendix 2(Ii). As H result of these transuctlons MI' K controlled M
through 11

3.1.3 TIm CONCEALMEN'I' OF 'l'IH~ 838 CON1'RAVENTIOI'!

During J:.>ecembcl' 1992 MI' K attempted to rogulnriso his
contravenuon of s38 by estllblish the H Ltd Share Trust, 01'1 11
December 1992 an agreement was entered into between C (Ply)
Ltd, H, M unci four subsldlarie« of M. In terms of the agreement
11 would establish the H Shure Trust for the benefit of tile

11
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3.1.1 UACKGROUNQ TO M Cel'¥> LTD

M (Ply) Ltd (!vi) was an operating company established in 1989
which within a few yours grew into a corporation with a multi-
million rand turnover, The group structure of M is shown in
appendix 4 (Group 13), The method by which it achieved its
phenomenal growth was through operatlng on an extremely small
gross margin of 2% in fill Industry where the average margin
ranged from 10% to 17%. The IMIl was that M was badly
managed lind its sales policy unsustainable in the long run, but had
the appearance of being profitable. As 1\ result of its price cutting
the company was able to achieve high sales at the expense of
profitability. To continue in business M was forced to borrow
excessively and had a gcarlng ratio which by its industry standards
was extremely high.

The owners of M were Messieurs 1<, Hand B. Mr K, who held
50% of the share capltal of the company, WIIS also the managing
director and the person responsible for the ccmpany's sales
policy. Mr H and Mr E's involvement in the company was limited
to their capital contributlon, Bach held 25% of the shares in the
company.

Mr K and Mr S (M's rnanaglng lind financial directors
respectively) are the two lndlvlduals being prosecuted for by the
attorney general for the frauds described in this research report,
The attorney general is of the oplntonthat both the accused will be
convicted, lind that a prison sentence of approximately fifteen
years for each of the accused is likely.

3.1.2 CONTRAVENTION OF S38 OF 'l'Im COMPANIES ACT

Mr K decided to purchase the shul'cholding of Mr H and MI' E,
His method of doing so involved u contravention of s38 of the
Cornpanles Act. since the means he employed to fund the
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3. CASE STUDY

The facts of the case study were established by the following methods:

• Dlscussions with the KPMG Forensic Accounting Division (Johannesburg)
director who has investigated the frauds;

• Review of the KPMG wol'ldng papers (State versus Mr K and Others,
1994);

• Discussion with the auorney general of the Witwlltersrnnd Attorney
General's office responsible for prosecuting the Irauds;

• Review of documents at the Attorney General (e.g, financlal statements of
the companies concerned, charges brought against the accused and other
evidence which will be used by the State ill the prosecution).

,. Dlscusslort with senior personnel at the company where the frauds occurred.

It should be noted at the outset that some of the Irauds which occurred nre very
complex. This was occasionally due to the nature of the transnctlons, nne! In
other instances due to efforts by the guilty parties lit concealing the irregularities
which had been committed. Consequently attempts at slrnpllflcatlon of the issues
have been made, which includes the lise of diagrams to assist in nnderstandlng
the Irnuds where these are considered useful, The reader is referred to the
relevant appendices in such instances. The Iruuds which have been selected for
research are the following:

3.1 THE PRIMARY FRAUDS

The 'primary frauds' comprise the most complex of the frauds ill this
Investigatlon, The fh'st element of these fmuds was a contravention of
Section 38 (538) of the Companies Act by It company, M (Ply) Ltd (liM").
The second clement was a merger, whereby M merged with another
company in its industl'Y, thut company being W Ltd. The price paid for M
by W Ltd WIIS fur in excess of M'« real value due to misrepresentations
mucic by M's owner prior to the merger. Subsequent to the merger
additional frauds were perpetrated by M's directors to prevent W I...td
discovering the orlglnal irregularities.

9
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relevant to the case study examined have been dealt with.
Consequently no reference to the following proposals contained
within the Report has been made:
1. Worker participation.
2. The o .mpany secretary and professional advice.
3. Remuneratlon committees.
4. Affirmative action programmes.
5, Directors' dealings in shares,

Secondly, because the frauds which arc being investigated in this
case study are in the process of persecution by the State, actual
names of the companies lind individuals involved have not been
used.

The finallimj(ation is that not nil the Irauds which occurred in the
case study under examination have been Investigated, This is due
sometimes to the fact that some of the frauds arc vel'y sirnllar and
no additional benefit will be gained from coverage of these, and 011

other occaslons because the attorney general has declined to
prosecute cenain frauds due to ;nck of evidence, 01' difficulty in
obtaining such evidence. In such instances of uncertainty the
author has decided not 10 luvcstlgnte these frauds,

2.6.2 t\SSUMPTlQNS Of 'fHE I.U~SEARCH

It ill assumed 1'01' the purposes of this research report that the cases
being prosecuted by the uttorney general will result in the
conviction of the uccused parties on each count (i.e, it is assumed
that the mouers lnvesuguted constitute "fraud" as defined) lind
therefore that the King Report's proposals which may reduce the
risk of fraud apply to this case study.

The next chapter explalns the fmuds which occurred In the
company selected fol' investigation.

8
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• recommendations of the King Report which were already complied
with by the company at the time the irregularities occurred.

By applying the primary recommendatlcns of the King Report to the
company under investigation it will be determine} by lnterpietative
analysis whether those recommendations of the King Report which had
not been implemented in the company at the time the frauds were
committed could have reduced the risk of the irregularities which took
place from occurring. The findings will support or refute the validity of
the King Report's stated benefits which it is expected will arise from the
implementation of its proposals, The reasons why the rccomme-datlons of
the King Report already in existence at the company failed to prevent the
lrregularlties which occurred will be established, as such instances would
indicate that the King Report's proposals cannot achieve their stated
objectives.

2.5 THE RESEARCH QUESTION

The research question about which the research report is to be conducted
is:
• Had the primary recommendations of the Killg Report been

implemented at the company under investlgation, would they have
assisted ill preventing ths management trregulariti«; which occurred
within 111m enterprise?

The determination of the answer to this question is of importance for the
reasons outlined in the preface to this research report,

Cenaln limitations and assumptions exist in the research which has been
conducted and these are detailed below.

2.6.1 L.IMITA'l'IONS QF 'rUE RESEARCll

The first llmitatlon is that only recommendations of the King
Report which could have a direct impact on fraud lind which are

7
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• Prof. M. Steele, Head of the Department of Accounting at the
University of the Witwatersrand,

In addition to the above, a half-day seminar on Corporate Governance was
attended at the University of the Witwatersrand on 11 October 1995.
Speakers included Prof. M Katz, and Mr L. van Staden of Deneys Reitz.
Comments made by the speakers relevant to the research topic have been
included in this report.

The questions posed to each of the Inter viewees were specific to their
specialised fields of knowledge and consequently no standard
questionnaire used In performing the interviews has been incorporated into
the appendices of this research report.

2.3 LITERATURE SURVEY

In addition to the study (If ihe King and Cadbury Reports, literature
relating to these reports from 11 wide runge of sources was consulted to
ensure adequate coverage of the topic. A diverse range of authors and their
opinions have been Incorporated into this research report under the
discussion of the King Report's proposals. Literature relevant to fraud is
also addressed.

2.4 THE METUQP 01·' ANALYSING THE DATA

The research will Iocus on Ilrstly explulnlng the fl'!luds whlcl. occurred
within the entity. Once the frauds have been detailed, the corporate
governance structure of thc company in which they occurred is described.
The structure exlstlng in the company ut the times the irregularities wore
perpetrated is then compared to the recommended structure of corporate
governance detailed for 1U1 entity in Chapter 19 of the King Report. The
comparison highlights the following:

• recommendations of the King Report which had not been implemented
in the company al the time the lrregularltles occurred.
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2. RESEARCH METHODOLOGY

This chapter discusses the procedural frumewnrk within which the research was
conducted, The primary avenues of research were the investigation of a case
study, the conduct of interviews, and II review of the King und Cadbury Reports
and literature relating to these documents,

2.1 THE CASE STUDY

A large South AfriC!ID company was selected as the case study due to its
size and the recent significant frauds which it has experienced, The author
adhered to the recommendations of a forensic accountant and an attorney
involved in the investigation and prosecutto- ."If ,I. rraud to investigate
only a single case study because:

• the volume of evidence involved in u single case is so great that to
investigate more than one case would be impractical at the research
report level.

Q currently there are II limited number of frauds in South P frlca which
are available for Investlgation and research, Of those frauds which
were available the case best suited to the research objective WIlS

selected.

• the frauds investigated ere current and therefore the inrol'maUon is
more readily available than for other significant frauds which occurred
a number of years ago. To luvcstlgate such past cases would be
impractical 1)'0111 the perspective of arranging interviews and gaining
access to documents and this approuch has therefore been avoided.

2.2 INTERYIEWS

Interviews on the topic of fraud unci corporate governance were conducted
with the following people us research in the writing of this report:

• MI' M. King, Chnll'1111U)of the King Committee on Corporate
GOVCI't1I1IlCC, the proposals of which Me the topic of this Report.

• MI'R. Anderson, Chairman of the Johannesburg Stock Exchange and
one of the members of the King Committee,
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Smaller companies have compluined that the appolntmeat of non-
executive directors would upset the balance on the board - if
executives arc to remain in the majority, u board size of at IflSt five
directors would be required (where the suggested minimum of two
non-executives Is adhered to) and many companies have smaller
boards, Supporting a larger board size 01' having executive
directors lose the ability to ccntrol decisions are options that few
small companies are willing to consider (Accountancy, 1993:38).
However the restrlctlon of the applicability of the Klng Report to
only large companies should obvluu, this problem.

Reny (1994:74) found thut the perceived benefits of non-executive
directors among the business community were considered to be
the proteotlon of shareholder interests (85%), being custodians of
good COI'POl'Utc governance (80%) and providing high level
contributions to strntegy and objectives bused on industrial or
commerclal experience (69%). These results Indicate It belief
contradlctory to those who qucstlon the bement of the 11011"

executive dlrector. He Iound that the 'watchdog' role of these
directors WIISbecoming an incl'cnsingly prominent fcntlll'o.

However Reay qurstloned whether these new responsibilities
which the 1(1118 Report imposes on non- executives are justifiable.
Many non-executives were eppohued for theh' experience and
business aCUIl1l'l111 but their roles have now become very different
to what they were intended 10 be when they were first appointed.
The emphasls rot' qualification us II non-executive director is now
moving away from being business experience to lop level
l11unllgcment experience in another quoted company. but thig i~
unlikely to be of beneflt to the cornpuny which f!mploys them.
Non-executives nrc untralncd in the detection and prevention of
fraud and consequently muy not be effective in lhi~ regard. us
occurred in the case study.
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The requlrement that non-executive directors be independent has
the detrimental lmpact of limiting such directors' working
knowledge of the business so thut they can only be expected to ask
probing questlons and uct us guardlans to prevent possible
mismanagement by executive directors, However their power in
this regard may be considerable (Stiles lind Taylor, 1993:64),

The recommendation of grenter participation by non-executive
directors in corpcrate governance has not gone unopposed. It has
been labelled by Corrin (1993:81) ru; a blatallt slur on the integrity
of executive dlrectors. The author goes on to say that the:

"whole [CndbufY] I'eport is like a script for a 'soap'
where the non-executive director is cast as 1\ saint, the
auditor £IS1\tlll'nislwt angel, lind the executive dlrector
as a vlllaln."

Corrin points out thnt non-executive directors, 'tho plllar of the
King Report', were on the board of all companies involved In
previous scandals which prompted the Cndbmy Report; this
observatlon does challenge the notion thut this requirement of the
King Report will be able to prevent fraud in compnnies. This
as. srtlon is supported by the results of tile case study company
which did have non-executlve directors Oil the board at the time the
frauds occurred, However this was prior to the King Report
proposing new standards fa I' the selection of non-executive
directors and the performnnce by them of their duties,

In contrnst to Corrin, Reay (1994:74) considers thllt these recent
corporate failures such us Maxwell, Polly Pock and Queens Moat
are not lndicmlve of the efCectiveness of non-executlvea generl\Uy.
This contention was however 110t supported by the shareholders'
unenthuslastlc reaction 10 the announcemen, thet ncn-executl ve
directors had been appointed to the bOLll'dof Hanson, 1\ company
whose board is dominllted by two indlvlduals, The noll-executive
directors tit Maxwell Cornmuntcuuons Corpol'ation hnd lmpeccabic
credenunls • OI1~ WlIS n former AllOl'llCY Oelierlll, another 1\ former
Lord Chnncellol' • yet even they WCI'O unable to prevent Iraud on It

masslve scale (Stiles lind Tuylor, 1993:64).
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4.2.5 THE NQN.l£XECl1J'!YE pIRECTOn

King requires (hilt non-executive directors should be independent
of the company in nil aspects other than thelr dlrectors' fees. Theil'
"election should accordingly be planned and agreed by the
mujol'ity of the board with no clement of 'tokenism' In the
appointments. The potential success of the current body of non-
executive directors in South Africu hns been brought into question
by the accusation that the mt\iol'ity of such apnolntrnenta were
made via the 'old-boy' network (Woodburn, 1994:8). To
counteract this charge the King Report has recommended UUlt

appolntments now be made on the basis of merit.

Most commentators ugrce that the most fundamental 1>1'01)05111 of
the King Report relates to the new role advocated fOl' the non-
execuuve director. Wildey (1993:4) contends that the essence of
the Best Practlce recomrnendatlons is a tundnmenml change In the
significance and responsibilities of non-executive ciil'cclOl'S, arising
us a result of the Kina Repcri's rellnnce on the influence Ihnt needs
to be exerted by such directors.

The pr:mtuy benefit of the ncn-executlve dlrector is tile
unuctpaucn that thoy will provide independent scrutiny of U10

compnny's activities. Although SOllth Afrlea's top 100 compenles
have n number of non-executive dlrectors (us can be seen In
appendix. 12, lnrge listed SA ccmpanles gCl1cl'nlly meet the
requlrements of ttt luust two non-executive dlrectors),
implemontlng lhis propcsul diligently on a national busts Is likely
to prove difficult due to tho limited number of candldatea available
fer selectlon (Wixley, 1993:5). One solution to the problem Is the
lise of directors serving on other beards, but this lends to the
problem of the 'old l-oy network' noted above. StllGSnnd Taylor
( 1993:64) conslder thUllhis docs not I1ccessm'lly render tho 11011-

executive ineffectivo, but onen docs.
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companies combining the roles of chairman and CEO. Some argue
that this state of affairs is unavoidable and may be the reason for
the superior performance of these companies (Wlxley, 1993:5).
The shortage of skilled candidates in South Africa for the position
of non-executlve director also makes the separatlcn of the roles of
executive and non-executve director difficult to implement since
finding n sultnbJe candidate to nil the new posltlon w1ll not be easy
(Clarke, 1994:42).

4.2.4 THE nOAUD Ql~DIBI~C;TORS

The PI"Jpo'ialsof tile King Report urrecting Ule board of directors
relates to the structure, meetings and functloning of the board. The
Report requires tlmt there ahould be a balence of executive and
non-executive directors with at least two non-executives on tile
board who Clll'j'Y 'signlflctlllt weight' in board decisions.

Full and effective control over the company and executive
rnanagernent is required unci nil ll1utol'iul decisions should be mude
jointly by tho board of dlrectora, What constitutes 'mnteriltlity'
should be established for mutters which require board
uutitol'isalions, such as the ucqulaltlon of aesets above n cenaln
rand amount. This WUIi l\ control not applied III the case study
compnny and resulted in it experiencing substantlal losses.
However collusion between the CBO and f1nnncllll director as WIlS

the case at M and V mucic concealment of the fl'nudulent
trnnsactlons easler. This highlights the importllnce of the
contribution of audit committees, lnternul Iluclitors, the separation
of the posts of chalrruun and Cl~O, t\lld non-executive directors In
combating fraud, ruetol'!> which are explored further on ill this
report.

In the case study company the hOlll'd comprised 8 directors in M.
and aCterthe l11el'g~I'(5 dtrectcrs in U. The fnct thnt mUIlY of M's
transactions were not approved by the board Is lndlcative that this
control can be benenclnl if 1I1111.'!"11Sof enforcing this procedure can
be estnbllshed,
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have potentially serlous effects, This has been demonstrated on
numerous occestons such us In the cases of Mr Nadir of Polly
Peck, Mi' Maxwell at Maxwe]] CommunicatIons, and Mr Walkel'
of Brent Walker, In such instances non-executive directors and
extel'nal audltors proved of no effect In deterring these individuals
from thel ...determlned path, Stiles and Taylor (1993:63) argue that
the se, '\I'alion of the roles of chairman and CEO is jllstified in
llll'ge cc. tpnnles all the basis lhlll the two Jobs entall significantly
cllffel'tmt responsibilities, Whilst the cbalrrnen is engaged with
strlltegic affairs unci handling external issues. the CEO is primarily
Involved in the mtUlugcl11cnt of operatlonal matters, Despite the
adoption ..,f such measures u nntural leader may still be able to
dOll1i{l.t~ctl company, ItS in the elise of Michnel Green at Carlton
and Sll' Paul Oirolumi at Olnxo (Stiles and Taylor, 1993:(3),

However the likelihood of such misconduct is fut' it'ontol' if the
posts 1U'e not sepurated. Prof. Katz Ul 1I corporate gOVOl'l1RnCe

seminar at tho Univorslty of tho Witwatersrand stated that the
f11UnSof tho posltlon of chalrman by a non-executive dlrector is
cl'iticnl, since it is the chairmen who lends the beard meetings.
WhOl'Othe ~hllll'ltlUn Is not independent he 0[' she hilS the capacity
to avoid Issues which are important bm which he 01' she wishes to
keep uwny from the auentlon of tile board ns a whole • 1111

occurrence which Prof. Kntz said he hnd \-»served on n1l111el'OUS

occasions,

In the case swdy exumtned in Ihis I'CSC!lI'Ch 1'01'011. the acclIsecl (MI'
K) did not combine the roles of chairman !lml CEO and yet WIlS

still 1Ihl0 to commit Iruud 1lI1 u Inrgc scale, Whilst constantly
providing fictitious IIlfOl'llmlioll to the board 110 Will' Ilble to
misleed his follow directors because of his convincIng manner,

This control alone thus cannct elimlnate the possibility of fraud,
An additional conslderatton is llml South Arden will experience
significant problems if this requhement W01'e to be made
Inandntory • RnylUlmd Ackel'I1111l1at Pick 'n Pny find Donald
Gordon of Liberty Life are two examples of South Afdcnn
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The effect of the above requirements of King arc likely to be
negligible, since if the threat of criminal charges for the frauds
committed by the accused wns insufficient to deter them it Is
unlikely that accounting legislutiol1 (whose pensltles will in all
likelihood be fol' less severe) would have altered their behaviour, It
appears therefore that the requirements relatlng to dlsclosure
would have been unsuccessful in preventing the frauds. This
contention is supported by Brown and Laverlck (1994:89) who
found that:

"recent annual repons highlight the corporate
performance of some 1I\I'go well-known compunies
such as BCCI, Polly Peck, Tmfnlgm' House, Blue
Arrow, lind Maxwell Communications all had nil
unexpected Ieature in C0l111110n, They turned out to be
dellbel'alely Illislendlng, Other annual returns extolling
the vlnues OfCOI11Plll1Y performunce could likewise be
regarded as 'econcmlc wlth the (I'uthI, They also lack
conslstcnt;y in their methods and techniques of
accounung, making lmerpretatlon and cross-
comparisons difficult,"

Brown and Laverlck's opinion Indicates thnt whilst the increased
disclosure would make non-compliance with GAAP more
difficult, it could not prevent Iailure by corporations to adhere to
best practice,

• "1,3 THE CnAIRMA~

Instead of making It lllundntol'Y for the post of the chairrnan and
chief executive officel' (CEO) to he separated, the King Report
indicntcli only tlnu lhi.s would be preferable, and that the position
of the chalrman should be occupied by n non-executive director.
This proposal WUlimude despite ~lI'lstmHlul opposition to this 011
the premise that the risks entailed In ullowlng the functions to be
united outweighed the related benefits. This argument prompted
the Cndbul'Y Report, h conuust to the King Report, to mnke it
mandatory for the PONIS to be liegregl.\ted (Clarke, 1994:42).

The justification for the luflexlble stance adopted by Cadbury is
that excessive power vesting In n single person in en entity may
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• that the Code of Corporate Practice and Conduct has been
adhered to and any arens of non-compliance are disclosed and
justified, As will be shown further all, there were certain areas
in which the company failed to comply with the requirements
of the King Reporr, Such n disclosure could not have
prevented the Irregularltlea but may have served as a warnlng
to Investors to be wary and perhaps could have instilled more
cautlon in the Q group before finlllising the take-over
flgl'cement.

• legnl force should be given to Accounting Standards: had this
requirement existed MI' K and Ml' S would have been guilty of
another crime fol' the revaluation of the fixed assets which
were credited to the loan account. Whllst such legislation
would have the effect of limiting the Judgement of
profesaionnls (Ae 100 (1983 pat', ,08) recognises that ill
certain Ihnitecl instances compliance with GAAP may not
necessarily achieve fnil' presentatlon) nnd hence is not ideal, it
would 111'1'0111' from current non-adherence to GAAP that the
approach may be justlfled.

• tho proposed establlehment of an accoundng review panel to
examlne mnlerinl departures from nccolll1ting standarda; since
nobody (including the external auditors) detected the frauds
which occurred 111M untll up to two years after they had been
committed it appem's tiM this control will be ineffective except
In Instances of gl'OliS and obvious mlsstatement.

• requiring the republlcutlon of uccounts (at the expense of the
directors) where these have fulled to comply with relevant
accounting standards, Because U was owned by only two
pnrtles (/-I nnd W Ltd) this cost would not have onerous to Mr
K lind Mr S, This 1'I'.KIlIircI11cI1l would consequently not have
been of great effect.
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reasons therefor, It 15 also necessary for the directors' report to
Incorporate statements that, inter CIlia:

• the finnuclal statemems fairly present the company's state of
affalts. MI' K and MI' S us directors of M in t.he case study
would have been forced to either adjust the financial statements
or make an explicit misrepresentation in the financial
sunements as to the company's flnnnclal position and
performance, However' it appears that this requirement is
merely a codlftcmlon of existing practice expressed in GAAP.
which details thnt the management of a company is responsible
for the financial statements (AUOOS par .• 12. 1992) read in
conjunction with the Cornpanles Act (1973) 5286 which
requires that the "finunci!ll statements of a company shall fnil'ly
present".

• accounting \Jolicies arc suitable and applicable accounting
slnndul'ds have been applied with any departures disclosed.
explained lind quantllled, This requirement should have
resulted in the [ournul ~lllry pussed 1'01' the revaluation of the
fixed assets in M, which WIIS credited to the loan account of
MI' K, being dlsclosed fOl' not complying with AC202 (1983)
which requires thut such amounts be credited to n non-
dlstrlbutnble reserve (AC202 WI\l) the applicable accounting
standard at the tinu the ft'tluds occurred; it has subsequently
been superseded l)' AC J 23 (l99S) which has similul'
requirements).

• an effective system of inlol'llni controls have been rnnintelned,
It is evident Irom the case study that the tnternnl controls at the
company investlguted were inudequate, and this statement
could not u'lIthfully have been made by Mr K and Mr S in the
Ilnuucial auuemenrs.
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to counter the growing occurrence of fraud in South Africa (see appendix
7),

4.2.1 APl!LICABILITY G.FTHE KING REl!OR,'r

The King Report's recommendations apply to alllisted companies,
large public entities, lurge unlisted dependant companies and large
control boards and co-operatives, The Report considers 'large' to
include companies whose shareholders equity is R50 million 01'

more. The company which is the subject of the case study falls
within the scope of the King Report as it is an "affected
corporation" as aefined, being n Inrge unlisted dependent
subsidiary of a company listed on the main board of the
Johannesburg Stock Exchange. V had a tU1'I10verof R750 million
in 1993 when the frnuds occurred, lind in the 1995 year a turnover
of approximately RI billion is anticipated 1'01' V by the company's
new management.

Certain controls proposed by the King Report Which may
indirectly reduce the risk of fraud by management revolve around
increased disclosure to the users of the fluanclal statements of
companies. Some of the disclosures advocated by the King Report
include endorsements, a directors' report with increased
disclosure, and stntutory umendrncnts to aid in achieving improve
corporate governance, This is because of its:

"recognition of the fuct that by and lIu'ge South
Africa's philosophy of regulation of companles, in
keeping with that of the Anglo-American tradluon, is
by means of disclosure" (King Report, 1994:3),

In terms of the Report's requirements an endorsement relating to
corporate governance is requited by the directors of the company.
This endorsement should state thut it supports and has applied the
princtplea of "The Code oj COI1)()/'clt(JPractices and Conduct H with
notlflcatlon being given of any areas of non-compliance and the
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4. THE KING REPORT'S RECOMl\tIENDATIONS

This chapter considers the recommended changes to corporate governance
required by the King Report, The opinions of academics and professionals
(ascertained in the literature review) relevant to these proposals are noted. These
recommendations are then compared to the structure of corporate governance
existing in tile case study company.

4.1 THE KING REPORT ON CQRPQRAT~
GOVERNANCE

"At the heart of the report is II 'Code of Best Practice';
addressed to boards of listed companies. The Code will clarify
responsibilities, encourage dlsclosure, tighten standards,
strengthen controls systems, and encourage n balance of
Interests on the board and constructive challenge, Points in the
code of partlcular interest to accountants and auditors are that
boards must establish audit ccmrnluees, directors should
report on the effectiveness of their system of internal financial
controlt directors should state in their report that the business
is n going concern, with Suppol'ting assumptions or
qualifications as necessary", (Cadbury, 1992:71).

The above Sl1l111111ll'Y of the Cadbury Report by its chairman, Sir Cadbury,
provides an lndlcatlon of what the proposed changes to corporate
governance advocated by both the Cadbury and the King Reports entail. A
survey of the literature I'eluting to the topic reveals that many academics
and professionals nrc crlticnl of the PI'OpOSU!sand their claimed benefits.

4.2 BIDCOMME}SDATIONS OF THE KING REPOBr[

The recomrnendarlon for compllance with the best practlce for corporate
governance nrc contained in Chapter 19 of the King Report. These
recommendatlons COVera wide l'El11ge of I\I'Oa8,from the board of directors
to a codo of ethics for a corporation, Each proposal of the King Report
relevant to thl-: research report is noted in this section, and where
applicable, literature supporting 01' refuting the recommendation is
addressed. Many of these proposals are slmllar to business' planned steps
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policy of M would not have permitted the realisation of such a
profit, prior to the year end Ilctitious sales amounting to RIO
million were processed through U's records. The journal entry to
accomplish this amounted to IIdebit to debtors and a credit to sales
without a corresponding entry to cost of sales being recorded,
falsely increasing the profit for the 1994 year by RIO million,
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accounting practice (OAAP) prevailing at the time required that
such revelations be credited to a non-distributable reserve (AC202,
par, ,24, J983), this increase was aurtbuted instead to Mr K by
crediting his loan account with 10.1 by this amount. Consequently
Mr K is guilty of fraud for attributing the increase in the value of
the company's assets to himself and increasing the value of the
company by R4.3 million for the purposes of determlnlng the net
asset value of the company at the date of the merger, such that Q
paid R4.3 million for a non-existent increase in the value: of M's
assets,

3.2.6 :WAREHQUSE EQUlPMI~NI

Prior to the merger M passed the Iollowlng journal entry:
Dr Fixed assets R2.3 million
C,' 1-1 loan account R2.3 million

The entry was supposedly for the transfer of fixed assets from H
to 10.1, thereby increasing the assets of 10.1 by that amount. The asset
was described as "warehouse equipment" but no such assets eve,'
existed. These flctltlous assets were part of the purchase price paid
by Q and the total amount therefore represents a defrauding of Q

by Ml' K.

In an attempt to give the warehouse equipment asset some degree
of legltlmecy the journal entry which create- 'he asset was
reversed and replaced with u [ournal entry supported by a number
of false Invotccs - some 1'01' companies who deny having issued
them nnd others for cornpunles which do not exist. A fraud was
commlued by providing fictitiolls invoices to support the journal
entry, because the uct of doing so wus actually 01' potentially
pl'cjlldicilllLO M, the oxtcrnal eudltors of M. and Q.

Durlng the merger negothulons MI' K hnd asserted tha: the profit of
M for the 1994 year would be R20 million. Since the pricing
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(although the full extent or this misstatement was not detected due
to fraudulent conrlrmancns provided by th~ managClI's of the Hewl:,'
formed U to the auditors), Barller performance of thl:;
investigation would have ensured thut n fail'cl' price was p~lId for
the company, In addltion to this the due diiigence investignlion
would at least have alerted the Q directors to the problems in Ml'

K's claims and mny even have resulted in the group's directors
commissioning u more thorough investi;;:ulion, Knowledge of the
industry in which M uud W Ltd opereied should perhaps also have
resulted in the directors of Q qucliliolling the sales success of M,
Both the above fuCtOl'Nindicate thUl the exercising of due care (l.e.
diligence and professionul scepticlsrn in negotiating the take-over
contract) by the Q group's director:. could have tlSsisl.ed in
l\Voidinr the losses suCrel'cd by the group as It result of the crimes
perpetrated by Mr K und Me S.

The Q group director interviewed Ior thla research report indicated
that it is now il'oup policy for u due diligence investigation to be
COl1ducleu prior to fOfl11l1lising ecqulslriona, indicating a wHef by

the group's l11unagetnenl thut the pcrformlll1ce of this procedure
could have tlssisted in protecting the group from the Iruuds.

5.1.3 BIU~Tt\J.,GUABAiSII.m JWPOSrrs AND LOANS

The creatlon of the fictitious ussct was aecornpanleu by M
processlng ujourlMI cntry ruisi .." the lu-scl lind decreasing the loan
owing by its holding nnpuny, Under normal circumstances such
It l1lis~tntenlel1t could have been dctcCil.lu by:

• ('cquirinS Uppl'ovul [I'om the board of directors fc:lI' the
SlIPPO!ieducquisition of ":1.: ilsset,

.. illvClstisntion by the Internul tluditol'S llf nil material trhl1sllctions
over n speclfled amount. Had an uuempt boon made to vOI'ICy
the asset lhrou~h the inspecuon of slll'POl'tina clocl:mentEltion
or lllternnt!voly b~' confirll1ution with the countel'pt\l'ty tu the
transaction discrepancles would have been identified for
further invoNtiaation.
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• internal audit of payments meeting specific criterIa (material 01'

unusual payments) to estublish the validity thereof. Such
audits would have resulted in the investigation of h'reau1amies
such the payment of R7.5 million vln a single cheque. Where it
WlIS eSUlblished thul these payments were not authorlsed the
internal auditors would have reported the event to tlte nudlt
committee who would duly inform the external audltors, who,
upon receiving lnforrneticn of the net could have taken
approprlate action.

It is LhllS probuble thut tI properly functioning system of lnternnl
controls could have prevented the Iraud» Involving the ll'lmsfel' of
cash,

5.1.2 :allk ItxcnSslyn EAYMI£t:JT I~QRTHE TAI,E.oyrm

MI' K's assertlou to the Q group dlll'ing the take-over negotiations
thut M hud not ussets of R25 million was accepted by tho dlrectors
of the group respcnslble for ncgolinlin8 the take-over without
obtaining independent veriflcuilcn of this essertlon. The reusons
for this Included the appsren success of the company duo Lo it."i
high turnover, and Ml' Kfs pel'SlUlSivo nature. 'J1118 01'1'01' of
accepting tho accused's suued value unci the concluding of the
agl'ooml~nt priol' to COI1~lui.!liIlS II due diligence investigation
rendered the company vulm;)I'ublc La not only u loss 011 the price
paid. but also to merging with II COl11plll1Ywhose personnel Were
not trustworthy. The Q directors therefore Iallcd in their dUly in
this regUl'd to aet with due cure und skill flS was requlrod in ti101!'

role as stewlII'ds of the shareholders of the Q group.

With hindliighl it is evident tiM the due diligence investigation
should have been conducted PI'jOI' 10 the finnlisntlol1 of the
ai,'cement. The external audltors of the Q group were
cOl1lmissloned to perform a due diligence lnvestlgatlcn fOltr
months arlOl' the mel'ger and the results of theil' investigation
revealed that the llet ussets of the company wt.re overstated
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efrectivencslI of the Kil1g Report depends on the unity of its controls
which must operate in harmony to uchleve the Report's objectives, Whilst
it is acknowledged that this is not ousy to achieve, tile importance
implementing and maintuining these controls is demonstrated by the losses
incurred ill the case study compuny which arose in part from not adhering
to the Kit1S Report's recommendntlous.

Various controls which could have prevented the fmuds, 01' at leSSl
detected them lind resulted in their being reported to (htl! appropriate
authodtles are now examined. Jnterpretatlon of the findings inclicllle that
the lrIajol'!ty of the fraLlds In the case study were nvoldable,

5.1.1 IlS],EUNAL CON'rHOLS OYER CASU

One of the prefl!l'red methods of the accused fol' con'unlttlns fraud
Involved the unauthorised wlthdruwul of funds Irom the company.
This occurred in lnstnnce» such lUi the purchase of shares from his
fellow shareholders, the wltl"ll'tlwul of the cash cheque of R200
000, the 10nl1advance of R2,035 million whlch MI' K withdrew
from M, and the concealment of the s38 contravention. These nets
resulted in the crimes of fl'tlud. theft. lind contruventlon of s227 of
the Companies Act procedures rcqulred fol' ulithorlsit1g loans to
ccmpany directors.

Controls which could have prevented these il'resuhu'itles include:

• authorlsetlon by the board of directors for ull cash payments
over a cCltnil1 amount (e.g. R 1 million) or authorlsntlcn for
sr,cclfle types of transuctions. None of the pnymcn!s in M or U
w ~ro nuthorlsed by the board, which facilitated the case with
\\ nlch the Irautls were commuted .

., Pl'opel' seg,reguliol1 or dUlies such lhllt the mn.nugins director
cannot assume responsibility for requisitioning cheques
wtthout }lnwiding sunable documentntlcn (e.~. marched cllpltnl
expendlture unthcrlsutlon forms, orders, goods received notes
and lnvolces),
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This chapter considers, through the Pl'OCC,S of interpretative analysis. whether
the frauds at the case study company could have been avoided by implementing
the King Report's proposals,

5.1. 1llE PREVE~TIQN OE IHE FRAUDS,

Whilst the King Report's proposuls may not be able to prevent all Iraud
(see 4.5) adherence to its recomrnendaticns can have a significHnt impact
on the occurrence of fraud in a company. The examination of tile Irauds in
the case study indicate that the m(\jol'ity of the frauds could have been
prevented had the King Report's controls been implemented in the
organisation.

The research indicates that the primary controls of the Report which call
assist in reduclng Iraud nl'e:

• the maintenance of an effective system of Internal controls

f.l It competent, Independent lnterunl uudlt function, at, important port of
whoso responsibilities should include investigating any management
override of lnternnl controls, and unusual aud material transactlons,

• an influentiul auclit committee with non-executive director
representation on the bourd, 10 whom Internal audlt and other
employees can report nny il'l'ogulnl' uctlvltles by 111t1lll.lgement. The non-
executive dlrcciors should also have sufficient power on tho board to
act decisively on !lny lnformatlon coming to theh' attentlon indicating
that there has been miamanagernent by the executive dlrectors.

For the King Report's proposals to be effectlve It Is Important thot these
controls all operate jOi'1tly and effectively, If there are ineffective lnternal
controls 01' all incompetent illtcl'Iml audit function both tho prevention and
detection of fn\\ld are unlikely. liS is shown in tho case study. Evon if
internal controls 1\1'0 ertbclive and Internal uudltors discover lin irregularity,
where (here is no Independent and powerful audit committee to report this
10, correctlve actlon will once !lgnin not be taken, Thus it is evident that tho
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Mr King regards to the solution to the problem of controlllng fraud to be
for business to be more proactive in combating it. This includes the
performance of fraud audits by II company and anticipating areas
vulnerable to Irregulnrhles find sU'cnglhening inlCl'l1ul controls in such
areas, However he believes thUl the structure which his report has
proposed wlll assist in establishing minimum standards which should
improve corporate governance in the long run. This contention is
supported by the anulysis of the findings of this research report in Chapter
5.

The oplnlons of Mr King, MI' Anderson. unci Prof. Steele colncldes with
etHes end Taylor (1993:68) who question:

"can adoption of the Cadbury Code SLOp a Maxwell? The
Cadbul'Y committee was set tip in the wnke of the collapse of
th('lMaxwell companies and other high pI'ol1le scandals but the
consensus seems to be thUl the code could do nothing about
it."

The analysis of tho Irauds in the case study company in the next chllptel'
does not 1\1'1'OIU' to support this sunement entirely, however, since the
finding is that the mojol'lly of the fl'tluds which occurred nt the company
could have been avoided by diligent adherence lO the King Report's
prcposnls,
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4.5 rsQ GUARANTEE .oF GOOD CQNPPC!

Stiles and Taylor (1993:67) found thut the recommendatlons of Cadbury
"cannot guarantee good conduct". Citing British Airways (BA) us an
example they noted that with five of lhe six fundamental corporate
governance criteria in place the company still failed to conform with good
corporate ethics. Richard Brunson of Virgin Airlines reported BA to the
European Commission in 1991 COl' using its greater market power to force
his company out of business, and Brunson furthel' accused Lord King and
the airline of uslng unethical practices to uccompllsh this. The result was a
humiliating apology by BA and till award of £3.5 million damages to the
uggl'ieved party, The inquiry resulting from the uffai!' Is how the situation
occurred with majority of the proposals of the Ctldblll'Y Report ill place?

The opinion of Ml' Anderson expressed in the interview with him is thut
the Report's proposals cannot prevent nil fraud. His belief is that benefits
of proposals such as sepal'tltlng the post of CEO from that of the chalrman
and having an aggressive audit committee will be to reduce the risk of
management irregularities in cornpanles, but lhnt no system of controls
will ever be perfect. He considers thnt the potential success of the proposal
advocated by King will depend 10 n II1i'ge extent 011 the dUlgcnce with
which companies apply the individual proposals. This opinion is
supported by the research conclusions nl'ising Irom Ule case study
lnvestlgated.

In an interview with Mr King, chulrman of the King Report, he dlsagreed
with the contention that by IIdhel'ing to his report's reccnuuendatlona all
munugement Irregularltle» could be prevent-d. Mr KinS's belief hi that
since no legislation in the past hu' lJ '11 ul)!r :0 erndtcnte fraud despite
I1UlTIct'OllSattempts to do so. it should Ill't he expected that his Report's
proposals cen accompllsh lbis 1ft: said that better control of' ompanles Is
the primnry objective of his Rep crt , lind that incl'ollsinB Ul0 qunlity of
business ~oatrols should hn Ie the loglcal result of reducing the lncldences
of ~'rJu,
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the opinion that such requirements will be effective for all new companies
seeking II listing. From these findings it would appear that the King
Report's proposals require statutory enforcement fOl' their effect to be
appreciable,

The llmlted application of both the Cadbury unci the King Reports to only
large 01' listed companies is It further constraint, and there have been calls
that 'good corporate practlce should be universal Jrcm the strut' (Certified
Accountant, 1993:9). However the requirements have also been labelled
as 100 expe: lve Ior smaller companies to UdOPI(Accountancy, 1994: 14).
King counters this tll'SUmenl with thc contention that smaller companies
usually have owner involvement, which overcomes the problem of the
divorce of ownership from control and the structure required for corporate
governance in larger entities in such Instnnces is not required (King
Report. 1994:5),

This limited npplicutlon may result in slut ()ry interference ill the
regulation of the accouutancy profession, a situation which most writers
agree should be avoided. 0 Kane (1992:3) stilled than

"given the pI'olonged period of self-doubt on the par; of the
accounting 1>l'ofession, lind tho public mistrust l'eS~ll'Cling
finmlcinl reporting and the ('010 or auditors, a report that raised
a few blisters might have proved more cathartlc, Instead the
soul seru'chins w11lcontinue, 0(' unril the stntule makers lake
acuon for themselves."

Compliance wlth the reccmmertdutlons of the King Report is 011eeffective
meuns to avoid Ute dou'illlolltul effects of gl'cntcl' stutlltOI'Y l'esulntion tine!
thus wurrants close conslderatlon, Stiles lind Taylor (1993:62) consider
tl1'lI:

"the mtsston wus to SPl'011dthe bO<lrdl'OOI11pI'lIcHees of the best
compunles to all others, The C'ndbul'y Repurt may therefore be
IttkClIl 10 represen: till exercise In benchmnrkill/i.
Benchmarking hns been c1eOney liS 'tho sesrch fer Inclulttl'Y
best practices 11M ICLld to superior pencrmence' . The
bel1ehmflrklng process is becoming un il1cren:-;lnsJy Important
tool for l'"ising arandurds ill both commerce and Industry
around the world,"
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recommendations forwarded by It, However it still rC';,"esents only
a partial solution, since 1I code of ethics CIII\ influence, but not
dictate, manegement actions.

4.3 CONTROLS AT THE CASE STUny COMPANY

At the urne the frauds occurred in M and U the companies hud only n
limited number of the controls recommended by the King Report. Both
companies did have non-executive directors 011 their boards. unci the role
of chairman was segreguted Irom thut of CEO. However neither ccmpany
had en Internal nudlt department, an audit committee, or a code of ethics.
NOlle of the trensacuone causing the Irauds were ever presented to the
boards of Mol' U for approval, It factol' uggl'lIvuted by the fuct that intemnl
control at both companies was weak, The signil1c!lnce of these findings Is
explored hi the next chapter,

4.4 ENFORCEABlLI1'Y OF THg JUtCOMMENDATIONS

Even if it were established thnt the King Report's recomruendatlona could
prevent f,'nut! there is n luck of effective sanction to enforce compliance
with its reconunendatlons, Enforcement of the l(ing Report's prcposals
will be difficult, Evon the requlrement of it being a condition of llstlng is
not a guarantee of thnt affected corpcrutlons will comply with the Report's
recommendations. The gen~wul auhude among businessmen is that legal
provisions nrc Irrelevant because they know they CIII1 break the law In this
urea with impunity. Over a two year period seventy serious material
lrregularltles at corporations were reported 10 the nuthorltles, but there was
only one prosecutlon (Gleason, 1993:32). Olcnson flll'ther argues thnt
until steps nrc taken with tegutd to the provisions o{ the Compunies Act it
seems SA will continue with its lll\liqlllltcd Imd tlppm'clu!y unenforceable
method or corporate governance,

Mr Anderson, Chalrmen of the Johullncsbul'[l stock ~xchmlt;,e, ~lgl'oec1in
1111 lntervlcw conducted with him thUIullhoLlSh it is a requirement of listing
thnt n company adhere to certulu or the King Repon's proposals, it is
tllllikely thut non-compliance would result in deUslini6. He Is however of

33



C010'ORATE GOVERNANCE AND FRAUD
DIRK DENAlJE

UNIVERSITY OF rue WITWA1'ERSR;lND

4.2.9 COlm OF ETHICS

In terms of the King Report every affected organisation should
have its own Code of Ethics lmplemented as part of its corporate
governance structure, Features of such II code should include a
commitment to the highest standards of behaviour, and the code
should contain sufficient detail so that clear guidance is provided
as to the expected behaviour of all employees.

':HUes and TUY,Jl' (1993:68) consider that 9 ding the appropriate
structure for corporate governance by itself is insufficient - there
has to be a commitment to ethical behaviour and processes of good
governance, and this alone will ensure best practice, If this is true
the requlrement of the King Report that !1I1 entity adopt a code of
conduct may be among the most important of its proposals, A
proposed solution I')f business to the problem of fraud is to
implement s. ch u code (sec appendlx 10). One way in which the
King Report is superior to the Cadbury Report is in its recognition
of the lmportance of ethics:

"Another imporuuit dimension is that without integrity
contractual rclatloushlp., would surely collapse. What,
therefore, has to be evolved is u pUl'liclpnlive corpol'ate
governance system of enterprise with integl'ity/' (King
Report. 1994:2).

It is important to apprcclate when considering corporate
governance that ethics CUll only be influenced. they cannot be
fashioned in concrete, l .llke regulations and standards,
Consequently tho P1'OP08111sof the King report can only hope to
move behavioural norms in the right direction. A statement of
principles is a more effecuve deterrent and it miaht provide Users
of accounts with some inforrnution tim! would help to identify
companles whh corporate governance problems; but it is unlikely
to dele!' the determined IIbllS~I' (Certllled Accountant, 1991:9), The
supplement to the King Report "Codc of Ethics COl' Buterprlses
und all who Delli with Enterprises" providing such ethical
guidance may be amongs; the most effective of the
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4.2.8 THE INTERNAL AUDIT

King requires that affected corporations have an internnl audit
function, the effectiveness of which should be reviewed by the
extern-J auditors, and whose findings should then be
communicated to the audlt committee. The audit committee will
then report any items of slgniflcance regarding the company's
existing form of internal control to the board of directors.

Internal audit was recommended by the King Report as one aspect
of good governance and business agrees that it can assist in
counteractlng [,'uud (eight percent of buslnesses plan to increase
the budget for their lnternal nudit Iunctions- see appendix 10).

A critical aspect of ensuring the effectiveness of internal auditors is
lhllt a company hils sound Internal controls. The president of the
cnanercd Institute of Management Accountants in the United
Kingdom criticised the Cadbury Report, claiming that it
emphasised the Importance of financial controls whilst neglecting
other Important elements of lnternul control (Hewitt, 1992:5). This
criticism is equally applicable to the King Report. As is shown in
appendix 9 weak Internal controls me the second most common
fuctol' permiulng the occurrence of Iraud. II finding which supports
Hewitt's crltlcism.

In 1111 interview conducted with Prof. Steele fot' this research
report, she staled thut internal controls and lnternal auditors can
have nn positive Irupuct on reducing fraud in an entity. In the case
study investigated the primary frauds were committed by
management - Prof. Steele's belief is that the role of internal
controls encompasses the control of management so that no
individual has absolute power in the organlsntion. Had such
effective controls existed in the case study company, many of the
fmuds which occurred could have been prevented, as is discussed
in Chuptcr 5 of this report.
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The requirement (hut all audit committee meetings should be
attended by Internal and external audit representatives can yield
benefits. Any problems which arc discovered by internal audit and
raised at such meetings can be more effectively dealt with by
involving external audit through adding their influence to the
issue. Where fraud does come 10 their attention they can also act as
a powerful force that Is more difficult to SUppl'CSS than the internal
audit. This is especlally true considering the requirement of the
Public Accountants and Auditors Act Section 20(5). This section
requires the auditor 10 report such material irregularities to the
Public Accountants and Auditor» SOUI'd who can then illfoJ't'1l third
parties of the matter, including the pollee. An effectIve rncans of
opposing fraud which is not subject to override by top
management is thus avalluble from implementing this proposal.

4.2.7 1'U£ AU!)!1' CQMMITTm~

The effectiveness of the audit committee is a subject of
controversy, Since it is comprised chiefly of non-executive
directors whose degree of Involvement in the company is limited,
they nrc unlikely to have the degree of knowledge required to
appreciate nil factors {'c!CVUlllIO the business of the entity (Wixley,
1993:6).

One 1lI'01l in which the uudlt commlttee can improve corpornte
governance is in lending uuthorhy to the non-executive directors.
By ensuring non-executives comprise the mnjol'ily of the members
of audit committee theil' position In this regnrd provides them with
additional POWOI" and Wixley thus believes that the audlt
committee has stmctural Importance (0 II company. If employees
bad the opportunity of reporting irregularities comins to their
attention to a powerful audit commluee. apprcprlato acdon could
have been taken ill response to this. Bnslness also conP,'derll thnt
the !ludlt committee l11f1Yhave 11 1'Oi,.: to play ill combuting ft'nud
(see appendix. 10).
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4.2.6 THE EXTERNAL AUDIT

The King Report seeks to extend the duties of external auditors in
certain spheres and emphasises the importance of the duties of the
auditor. The Report requires that buslness and professional ethics
should be adhered to rlgldly by the audltor and that thelr
independence be unimpeachable. Whilst these requirements are
already encoded in the 'Statement of Ethics Issued by the South
African Institute of Chartered Accountants (ET , pal', ,12 and .13,
1992), perceived problems with auditors' independence is
affecting the faith of the public in the profession (Discussion Paper
12, par. ,66, 1994),

In the case study under consldeuulon the external auditors were
independent in all respects required by generally accepted Utlclitillg
standards. However this did not ensure their detecting the thuds
which occurred in the entity, Whilst King requires that auditors
express an opinion OIl lilly departures from applicable accounting
standards, in the case of the case stu ely the lIudit procedures
applied did not detect any of the irregu Iarl ties, find those mutters
which were queried by the auditors resulted in management
providing them with flctltlous corroboratlng luformatlou,
Therefore the King Report's proposals in this regard are unlikely
to reduce fraud

This situation is nggl'lIvutcd by AU005 (1992) which stales that the-
auditor is "not responsible for preventing illegal acts, other
lrregularttles, lind errol's" (pur, .15). TIN auditing statement also
recogttlscs the uddhlcnul problem uf ncdvhles designed to conceal
the frauds, which did not OCCUI' in the elise study, Klng did not
propose changing the uudillng standard, (However AUOOS
requires that uudltcrs phil' und perform their procedures to ensure
tlml it is probable !lmt their procedures will detect any material
misstatements (pili', .16), The thluds which occurred were material
to results of the case study company, and there is evidence that the
external auditors of M and U were gullty of negligence ill the
performance of thetr dutles.)
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rlsk to companies and theil' shareholders of fraud by senior employees,
However the 1'I'op05ElIs cannot uchleve It panacea, because, as stated by
Speechly (1994:9):

"But as a rneaaure to prevent lurgc-sculc fraud, the code could prove
ineffective. It would be foolish to think thut someone like Mnxwell
would have behaved any differently hud the code been in place then.
I don't think it can be seen as a gunrunree uguinst bad behaviour."

The recommendations' pl'inuu'y acccraplisltment will be moving corporare
governance closer to Its ideal structure: the establlshment of U conec; balance in
the needs between the freedom to manage, accountability, and the interests of
different stakeholders. Ilalso offel's a means of controlling the growing fmud
rate which it appears thnt government will be unable to prevent, Miltner
(1995: 11) quotes Mr KinS. suying that:

"King Iranklv ndll1lts that the Stute Is lncapnble of apprehending and
prosocutlng wntre cellar crtrnlnals, Thelr crimes 1U'e too compllcllled
lind thoro are too few forensic experts to solve them:"

Since the Slate cannot be relled upon 10 CUU1UCI'tICl Iraud, it Is evldont tim!
buslnese wlll be required to take Ihe Inltlntlve lind accomplish this. Pe(or Wilmot
( 1994: 11). former president of the SOllth Afl'icun Instltute of Chartered
Accountants, found from his research (hut the best protectlon for n company
against fraud is:
I, Strong. involved, invostigntive munagement.
2. Good systems of intel'l1nl controfs una tnternul chocks,
3. Strong Independent oxternal auditors.

Wilmot further urges managernen; to ehullenge the ethos of their corporate
culture to OI1Sl11'eUmt It conveys unequivocally the melil!llaO thlll dishonesty, lack
of integl'ity, and dubious dealings will not be tolerated. All these procedures are
recommendatlons mnde by the KinS Report, und Wilmot warns that unless these
procedures are ncloptecl the "prevention of whito collar crime wlll not be
achievable". It Is through Its recommendutlcns or such procedures thnt the King
Report hilS tho potentinl to mske u valuable ccntrlbutlon to controllinii
mnnugeruenr fraud ill South Ardcli.
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7. CONCLUSION.

The recommendations forwarded by the King Commluee are already being
adopted by SOllth African companies. Conshu Holdings Ltd and Amrel Ltd both
included a corporate govCI'IHIlV':C I'CpOl'! in rhelr 1995 Annual Reports (before it
became a requirement listing on the Johunnesburg Stock Exchange), indicating It

willingness on the PlU't of tile Ilnanclal ccmmuntty to implement the proposals,

A potentially serious problem of the King Report is thllt it is not possible to
measure the extent oCcompliance by a company 10 the Report's proposals .. it is
possible, for example, LOdisclose thnt a company has an Internal audit function,
but how can n user of the finnncini stntemonts determine its effectiveness? Prof,
Katz at a Corporate Governance Sel11inUl'expressed concern thnt compentes and
Investors nrc becoming obsessed with udhct'lng to corporate governance
checklists, He stated thnt quantitatlve sterlle checklists give false comfort as to
the adequacy of an entity's corporate governnnce, since it ignOl'cs the chemistry
on the beard of dlrectors. An lllustratlon provided of this fact was that whilst the
chairman may be n non-executive dlrcctor, if the mllnuging director has an
overbenring perscnullty ancl the chulrman is timid, the l111lnuging director will
dominate the company Irrespective of how mnuy of the corporate governance
checklls; requirements are met. FnCIOl's such us these reinforce the Importance of
the requirement that ncn-executlve directors be Independent and equipped with
sufficient authorlty to chullenge executive rnunagernent on the board.

The reccmmendstions of the King Report ugl'ce with those of DiSCUSSion Paper
12 on Meeting the flllct.llcicll Reporting Needs of Users of Ftnanctal Statements
in South 'VrlcCl, The Council of the South AfI'iCllll Institute of Chartered
Accountanta reviewed the report lind endorsed the r<inS Report without
reservation (Techtnlk, 1995: l.), The WILY thus seems clear Ior the adoption tlr

King's proposals, An flclclitiollUlincentive for companies to comply with the
Kit1!j1Report is thnt it will usslst in the pl'cvcnlina the self-regulation of the
accountancy profession in South Arden being replaced by statutory control, n
situutlon which most cornmemators agree should bu uvolded (0 Kane, 1993:3).

The conclusion of this research report is lhut udherence to the recommendstions
of the King Report can n1tlke lin important contribution to the allevlaucn of the
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The answer to the research question posed lit this start of this report, from
the results of the research conducted, therefore, is that the primary
recommendatlona of the King Report can asslst in preventing managernen;
11'regulal'ities wllhln an orgnnlsatlon, but CIlI1110t be expected to ellmlnate
the risk of mauagement fraud entirely.

5.4 AREAS FOR FURTHER RESEARCH

Items which have been identified in this report as requiring furlhel'
research arc:
1. How (0 measure the extent of adherence to 1'(\O(OI'S which the King

Report requires (hilt ccmpanles disclose. In the interview conducted
with Mr King he conceded that It defect or the Report's requirements is
that the elfactiwl/lass of a control implemented by a company cannot
be measured and reported.

2. Whether the Killg Report's requirements should be legally enforced,
3, Should the responslblllty of external auditors be extended to

tne: )mpass the detection of fl'nud?
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a company institute a strong code of ethics, supported by effective internal
controls and alertness 011the part of management in noting wUl'I1ing signs
of fraud, Wunder found that in combating fraud:

"The single biggest deterrent is a strong, top-down policy that
is well communicated to nil employees that theft will not be
tolerated and anyone caught stealing will be prosecuted."

5.3 KEY FINDINGS OF THE RESEARCH

A summary of the key findings of this research report is:

I, No person in the ol'ganlsution should be considered above susplclon in
combating Iruud, Despite K and S's positions as directors of the
company lind K's apparent trustworthlness, both were guilty of
significant frauds, which should serve us an indication that all
employees of II compnny. whatever their level, must be subject to
some form of control,

2, The primary controls of the King Report which can asslst in reducing
Ule risk of fraud by management are:

• It strong system of lntemal controls, any override of which by
management should be referred lIulol11uliclllly to the audit
committee by an employee who detects su-b occurrences.

If a competent, effective tlnd independent lnternnl audlt function.

• tin independent uudlt ccmmluce with lnfluentlnl non-executive
representatlon on the board embodied with sufflclent power so
that lillY mutters coming to thclr uuentlo« can be effectively
addressed,

3. A barmonlous and effective openulon of the above controls is essential
1'01' them to be successful in prewilting lind detecting frnud,

4, A code of ethics which is effect ively comrnunlcnted to 1\11personnel H~

an Ol'linnisnUon and adopted by senlor mnnagement is 1111 Important
component of an effective corporate governance structure,

5, Since not all frauds can be prevented by mlhering to the abov,
procedures and controls, steps such us fraud audlts l11!1y prove
necessary in combating Irnud,
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they been effective, would certainly not have exceeded the related benefits
(as measured by the extent of losses Iwising from the frauds which
occurred).

It is significant to no te lhut the case study company U and Jts holding
company, the Q group, have now implemented all the controls
recommended by the King Report. The opinion of the company's current
management is that the recommendations of the King Report regarding
Internal control and corporate governance are of value and that
implementing the proposals is worthwhile. This finding should serve us a
warning to other entities who do not yet have King's recommended
corporate governance structure (0 luke prevenunlve action before they too
become victims of the l'ising incidence of Iraud in South Afrlca,

A problem which hilS been Idcntllled ill justifying the benefits of
lmplementlng the King Report's proposals is how to measure the
effectiveness of the various controls implemented. To measure lillything
requires a yardstick - lind in their reporting auditors and directors will
require a set of parameters thal the investing communlty accepts ns
uppropriate benchmarks for the lnformatlon requlred, I(ing hilS not
indicated, inter alia; how the value or internal control, lind the
effectiveness of non-executive directors are to be measured. Consequently
calls have been made not to require something to be reported before it can
btl measured (Keegllll, 1993:79). It is one thing to :my thut It control
exists, but quite another to clnlm that it is effective. This b mentioned as Il

C'''\I(W! and is noted under Section 5.4 tiS u maucr for flll'lhet' research,

The Impcrtence of \\1l\l\Ilgemenl nllopling u P' .metive stance in combating
fraud is an additional control (0 those recommerrded by the King Report
which must be consldered. Mnl'ius (1994: 18) encourages compenles to
adopt II fraud response plan lUi pun of ('nsuring u more proactlve stance by
business to combllting fraud, This cmulls pllmning and preparing a
document which sets out policies lind procedures guiding II company's
responses to fraud 01' theft. Its purpose will include the minimisation of
the risk of subsequent losses. improving the scale of recoveries, and
making a clear statement to employees thllt the compan- will not be a
'softl lm'get for attempted fraud. Wunder (1995:42) also recommends that
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making mlsrepresenunions lit the outset. the merger may never
have been approved, The current company management also
admhs that had closer nttention been paid to U's operating results
the amount of the loss which occurred could have been
significantly reduced. Likewise permitting the loan account of the
company to expan ..l without investigation as It how the funds
were being utilised was a failure by the directors of a to perform
their duties wilh due care, Marc involved and diligent board of
director review (and panlculnrly by independent non-executive
directors) as proposed by King may have assisted in limiting this
negligence which, nccol'ding to a senior manage I' of the Q Group,
did considerable damage to the 1.'1 putatlons of the Q directors
involved in the affair.

The exorcise of gl'elltol' cnutlon lind full und proper enquiry into all
details relevant to the I11Ol'gOI' by the Q directors involved would
have contributed to llmitlng the losses incurred by the group,

5.2 .c.QNCLUSIONS FROM THE I!ESEARCH

A common response 1I1'Isingfrom the lntervlews conducted with Prof.
Steele, MI' Anderson. and MI' King WIIS that the KII1[& Report's proposals
cannot prevent all fraud, The survey of the llterature related to the King
and Cadbury Reports yielded slmllsr conclusions. The results of this
research report b1lpports this assenlon. However the lnvestlgatlon of tile
case study provided evidence that the King Report's proposals, had they
teen Implemented alit! complied with tit the company investigated, could
probably have prevent xl 01' detected the mujorily of the fr!luds which
OCCUl'I'Cd ln thnt C0111PIlI1> This lends to II finding thut lhen') ere Significant
benefits to be gained from udhcrcnee to the Killg Report's
recommendatlons,

Whilst complying with King nllly be costly, in the case of the case study
company It can be observed lhal expendlture 011 controls such as 1\11

lnternal audit function and an uudlt commluee ruuy have saved the Q group
ttl' to R400 million, This would Indlcnte that cost of such controls, had
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• a review of company operutlng results by internal auditors and
senior management would have identified a mEU0l' fluctuation
in results in the month tiM the [ournul entry was passed, This
would then have been followed lip Jl'l and the cause
determined, ,.\ gross profit percentage review for example
would have highlighted LI significant difference l'cquirill6
investlgatto: I.

• general ledger reccucllintlons to subsidiary ledgers (e.g. the
debtors control account to the lise analysis) would have
established a difference of RlO million which would have to
be accounted for, tlnd the Iraud could have been detected in
this manner,

• work by Ole intel'llal auditors on mutchlng invoiced stiles to
authorised order forms and signed proof of delivery notes
would have failed to find documentation suppcrtlng the R10
rnilllon sales lind lin lnvestlgatlon would have resulted.

Pl'OPCI'internal controls und review by manegement shculd have
prevented this Irnud, Bud this not OCClU'l'C :;n effective system of
intern«1 control systems coupled with managemeru Jnterventlon
should have detected the il'regultll'ily.

S.1.7 UECKLID)S '; RAPING

The charge of reckless trading WIIS raised uguinsLMI' K 1'01' pricing
goods sold at a mark lip so low tlmt the company as unable to
achieve any level of profltablllty, thereby necessitating substantial
borrowing which could not have been rapid, In so doing 1115

actions were prejudicing both the company's shnreholders and
creditors.

The Q group concedes lhlll one or their pl'imul'Y errors in the nffnit'
wus to commlt themselves to the take-over before performing n
clue diligence review. This would have highlighted the true state of
the COI11PIlI1Y'S uffuirs und would ulso have demonstrated the
character of Mr K. Had Q's directors been lIWI\I'C that MI' K was
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being set-off against the shareholder loan account could have been
prevented and/or detected in a number of ways:

• members of the board on receipt of the management accounts
should have queried the Increase in the fixed assets. The
amount would not have been authorised 01' have resulted in all
outflow of cash lind thus probing questions regarding this
journal entry would have arisen from both members of the
board and the interne! audlt function.

• internal auditors by inspecting tho fixed asset register and
vouching fixed asset costs would have identified II

discrepancy, As the audit committee should be responsible for
following up on the results of work performed by internal
audlt appropriate action could be taken by non-executive
directors on the audit committee in response to tbe work done
by the Internal auditors,

• the external audltors should have detected the Irnud as the
amount was materlal and the manner of accouutlng was ill
contravention of OAAP,

The above anulysis lndlcates that tnls fraud is thus avoidable,

5.1.6 )rlC1TI'IOllS SALl~S

It was establlshed by the forensic accountants that the
computerised sales system wus munlpulnted by a computer
programmer employed in the company at the Instance of Mr K.
This resulted in transactions to enable the fictitious sales of R 10
million to be processed. Controls fOlmins purl of an effective
system of internal controls which would have detected or
prevented this Iraud include:

, segregntioll of duties so (hut a computet' programmer cannot
access live programmes and puss [ournal entries I which would
include a system of password controls unci menu restrlctlons,

• a computet' log to note ucccss viol lit ions so that these can be
followed up on by other senlor dum processing personnel,
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A problem with the above analogy however is that Mr K and Mr S
entered into an arrangetnenc with a third PM!y to provide fictitious
confirmation of the amount which proved sufficient to mislead the
external auditors. This factor coupled with tr~ problem of
collusion between the Ilnanclal and munuging directors resulted in
II situation ill which the detection und following up of any
suspected fl'!luds would have proved 011<"1'0115. Consequently it is
possible that this fraud may not have been detected by Internal
auditors.

5.1.4 :rUE enQV:SIONS I~QRI~QUleMENT

In paying Ior non-existent assets, either directly in the form of
cash 01' Indirectly by reducing its holding company's liability
owing to it, M was directly benefiting Mr K, HIs majority
shareholder, Internal controls which could have proved effectivl')
in preventing this fraud include:

• requldng directors to Ullthol'ise these mutcrinl transactlons
through capital expenditure authorisutlona.

• segl'egation of dutles which would require the generation of
the purcl-use requisition, the receipt of the asset unci custody
thereof. und the recording lind payment for the asset to be
pel'fol'lned by different personnel of the company.

41 internal auditors who ugrce ussets in the general ledger control
account to the fixed !IsseI register balance and physlcally
Inspect fixed lIssels reflected on the regls«, •.

Any of the above Internal controls could have proved effective in
preventin~ 01' detecting the fraud relllting to the provision for
equipment. It i.s therefore considered Ihn! these fmuds could have
been avolceo.

The revalunuon of Ilxed ussets with the non disll'1butnble reserve
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Annlysls of the Dlrc(!tol'S (1f SOUle Qf South Africn!s 'roJ> 100 Comnnnics

Tongaat 12 7 63%

Premier 10 6 63%

'figel'Oats 8 7 53%

En8cn 7 7 50%

Rainbow 4 4 50%

Liberty 11 11 50%

SAB 9 10 47%

Pepgro 6 8 43%

Anglo 11 19 37%

Bnrlows 8 14 36%

Trencor 3 6 33%

Altron 3 7 30%

Pick 'n Pay 4 12 25%

W&A 3 11 21%

Seardell 10 9%

Source: Wixley, J. Power' in llll~hUllds of the few, Accountnncy SA. September 1993. p. 6.



APPENQLXl1

FRAUI) VICTIMS IN 1224

Investors
18% Bnnklng lind flnunce

~6%

Government (incl. tux fraud)
If)%

Commerctal
.22r/i

Source: KPMCl The Forensic Acc:ollnllll1t. Issue No. ll. Spring 11;)l).I. p. 2.
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tiJJ.pendix 9.

FactQl'S AIIQwing Fnmd to OCClir
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Source: KPMG Fraud Survey 1994, p. 6.
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APPENDIX 8

COlVIlVION MANAGEl\IENT ll'RAllDS
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APPEND/X 7

Controls Adyocat~d by the King Report Compnr~c1 to
Business' Planned Steps

lncreaslng budget for security depar.ment
Forensic investigative review
Reference checks on new employees
Increased role of audit committee
Employment contracts
Code of sanctions against suppliers, contractors
Staff rotation policies
Surveillance equipment
Increased budget for internal audit
Increased focus on senior management
Review and improve Internet controls
Establish a fraud policy
Trnining courses in fraud prevention and detection
Establish a corporate code of conduct

x
x
+

/

+
x
x
+
+
..J
..J
..J
+
..J

Tlcls LenClld

..J == Control advocated by King Report concurs with business' planned steps.
x == Control advocated by King Report does not concur with business' planned steps.
+ == Contrc l advocated by King Report indirectly concurs with business' planned steps
since the control is a part of a sound system of Internal controls.

Source: B..siness recommendntlons- KPMO Forensic Accounting. 1994

• King Report Conuols - King Report, November 1994,
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PrQvision for EqujplXlf.lIl.LQU4 494 772

R4.5m

M (Ply) Ltd

HLld

Z Stockbroking

R4.5m

BPA (Pty) Ltd
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The Gl'OUP Structure Arler ~he Merger of the Group~

100%

QGl'OI.1P

40%

52%

WLtdM (Ply) Ltd (M)
"~ ~~'

, I

ME{~GER
I
I
I
I

48%

U (PLy) LLd

Subsldtarics
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The Gropu Sh'ucturcs of the Two Groups Prior to the Mcr~

GROUP A GROUP n

86%

QGROUPLTD

(Holding Company)

60%

HLtd

lCv%

M (Ply) Ltd

r "1
Subsidiaries and sub-subsidiaries Subsidiaries and sub-subs idlaries
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