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1.2.2 INADEQUATE CORPORATE GOVERNANCE

The nesd for an investigution into corporale governance was
demonstrated recently by the resignation of Derek Riley from the
Malbuk board, Comment on this event by one of South Africa's
financial journals was: '

“It {3 carininly news when u non-gxecutive director of
n company with n winover of R12,6bn and an
attributable profit of R4l4m resigns, citing poor
corporate §.vernance. When that director announces
{he reasons Tor his resiguntion afler an internal Inguiry
hias found nothing untoward, It becomes a sulject
which canhot be ignored” (F&T Weekly, 1995:1),

A question which arises from such lncidences is whether the
recommencatons of the King Repowt are adequats to ensute that
their objectives of improving corporate governance and thereby
diminishing the sk of fravd and corporate fatlure can be met, O
Kane's oplnion (1992:3) ix that;

“The Cadbury Report suys exacﬂil what it was
expected to suy - no more, bo less - properly
constituted boards, separation of the functions of
chairman and chiel’ executlve, audit committees, and
vigilant shareholders and financlal reporting and
auditing  systems (hat provide full and Homely
disclosure, Then why the disappointment? Wiy the
crles of shame? ... no one has addressed the obivlous
ﬂuesﬁon of whether incrensed stututory regulation of

nancial reporting will reduce the number of crooks or
the amouvint of damage they do,”

It is the alm of this rescarch report to answer this query,
speciileally with respect o those wcommendstions whose
objective is, Inter alia, to ameliorate the risk of manngement fraud,
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The increasing significance of frawd In South Africa is
demonsirated by recent research condusied by KPMG (1994:4)
ino the area which established that seventy nine percent of
respondents {covering a multitude of industries and different slzed
compantes) admitted to recently experiencing fraud, Ninety seven
percent of respondents considered fraud to be an incrensing
problem, whilst ninely percent predicted that it would increase in

1995, Appendix 8 identifies common management fiauds which
occurred in South Afriea during 1994,

Respondents to the KPMG research stated that they had already
get up a number of Initintives to counteract fraud, but due (o the
esralating scale of crime in the country they were currently
explotiog new techniques to combat i, The amaunt lost as a result
of fraud reported by respondents to the KPMG survey amounted
to R235 milifon during the past year alone, and many of those
surveyed indlcated that the Mgures reported were conservative.
Fraud amounting to R3 717 milllon was reported during the 1994
year to the South African Police (Mittner, 1995:11), Appendix 1 to
this report graphically indicutes the increase in reported cases of
fraud from 1991 (o 1994,

Reasons for the increme in [raud are consiclersd to Include the
stagnant South Alvicsn economy which is resulting In declining
living standards for members of the population, the insquitable tax
system, governmient corruption, the decline in morat and ethical
standards, uncertainty and fsars about the future, and the lenlont
weatment afforded to criminals by the suthoritfes (Wilmot,
1994:4), Since it appears that most of these factors will persist at
least for the foresseable future, it is llkely then that the cccurrence
of fraud will not only remaln at its current high level, but will also
continus (0 increuse.

These findings justilfy research Into the area of {raud and corposate
govemance, the tople which this research report addresses,
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that the current systeni of corporale governance is not serving companies
or shareholders as well a5 it could (King Report, 1994:2), The much
publicized rorporate failures such ag BCCI and the Maxwell debacle in the
United Kingdom led to corporate governance being re-nddressed on an
international scale, South Aftiea has also suffered front its own corporate
fallures with Masterbond, Supreme and IGI being at the forefront
(Techtalk, 1995:1).

Consequently in 1992 (he Cadbury Report was released in (he United
Kingdom detailing recommended procedures and  structures  for
organisations to achieve optimal corporale governance in the menagement
of limited liability compenies. In November 1994 ihe King Report wr+
released in South Africa with objectives similar to those of the Cadbury
Repott,

The increasing previlonce of fraud in South Afrlea and the inadequacy of
current corporate governance indicates a need for an investigation {o
determine whether the proposed sysiem of corporats governance
advoested by the King Report will have an Impuct upon the occurrence of
fraud in (his country.

1,2.1 THEPBEVALENCE OF ERAUD

Fraud is defined as uninwfully making, wiih intent 10 defraud, a
misrepresentation which causes actual prejudice, or which is
potentially prejudicial 1 another (Burchell and Milton, 1991:525),
and is consldared by executive officers of lurge corporations to be
a major problem of business today. The debilitating effscts of
fravd on the economy are immensurable and (he control of these
unlawful activitles, and thelr alarming increase in the past few
years, has been & stated objeciive of government and business
alike (KPMG, 1994:1). As indicated in appendix 11, fraud Is not
restricted Lo any partleular sector and should therefore be a concern
for ull companiss.
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1. INTRODUCTION

Since the industrial revolution in the eightesnth century the world has been
characlerised by increasingly sophisticated and more complex fnancial
activities, One of the most imporiant consequences of this commereial progress
has been the advedt of the lmited ligbility company. The formation of
companiss hes enabled a large body of investors to jointly finance substantial
venlures, However this innovation has not been without lis costs,

The multiplicity of investors and their investments in a myriad of companles has
resulied in & divorce of ownership (vesting In sharsholders) from control (the
management/directors) of the compuny., These cicumstances have required
“saareholders to entrust the daily operations of the business 10 directors, The way
in which directors fulfil their responsibility to run the company and the
structures they estublish to assist them in doing so, are what is referred (o s
corporate governance (King Report, 1994:1), Due to jts pervasive influencs
corporale governance has a fundamental impact upon the performance of wnch
entity, and thereby upon the economic weifare of 8 country as a whole,

Thie direetors of & comprny are the stewards of its shareholders who have
entrusted thelr rosources to them with the implicit understanding that they
will safeguard and increuse those aussets, Historieally corporate
governance has dopended strongly upon one nspect of (he directors'
responsibilities, namely the report of (he directors on the results of their
stewardship In the form of the annugl fAnancln! statements. These
stutements enabled the sharsholders who appointed them to assess thair
performance. To prevent blas and misreperesentation in the annual report
an independent suditor wus appointed to sxpress nn opinion as to s
fairness, This system of corporate governance operated reasonably well
until the start of the 1980's (King Report, 1994:2).

A global spate of carporale fuilures and management frauds in the 1980's
which continued Into the 1990°s has caused widespread di.satisfaction
among the Nnanclal community and genecal publle, whose perception is
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also besn resorted to, This approach is justified 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 (he new management of the entity which experienced
the frauds (who for varlous reasons wish to remain anonymous) 1o use fictitious
names (¢.g. A Ltd, Me K ete.) for all the companies and the management of the
entltles tnvolved in this research, The acceptan 'e of this limitation was a prereguisite
for the use of the company selecled as the case study.

In preparing this Report the avthos wishes to acknowledge the invaluable ussistance
which has been received fram: '

»  Mis B Jackson, my Supervléor. a Senior Tutor in the Department of Accounting
at the University of the Witwatersrand,

« MrM, King, the Chairman of the King Report on Corpotate Goveraance,

»  Mr R, Anderson, Chairman of the Johannesburg Stoek Exchange.

»  Mr I van der Walt, Director of the Johannesburg KPMG Forensic Accotnting
Division,

» Advocale H. de Beer, of the Attornay Genaral’s Office for the Witwatersrand,

o The personnel at the company which was the subject of the case study in this
repart, 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 Commiltee on Corporate Govertance published in 1994 (the King
Report) has advocated [undamental changes to current corporate governance if
South Africa, The query which arlses from a review of the Report's
recommendations is whether the objsctives of the Report cen be achicved through
adherence to its proposals, The importance of the investigation s empliasised by the
fact that the Report's proposais have been challenged by professionals and
acidemics on the grounds that they will not achieve their stated objectives.

The purpose of this research report is (o establish via the investigation of a case

study, personal Interviews, and & review of literature relevant to the topic whether

the proposals of the King Report can assist in reducing the risk of mumagemert
frand within un entity, which is one of the Report's objectives. An Investigation into
the King Report is of importance for lyree primary rensons;

1. The cost of the implementation of its proposuls should be ntaiched by related
benefits, _

2. Itis possible that the requirements of the King Report could bacome mandatory
for all companies (the Johannesburg Stock Exchenge has already begun to
require compliance by listed compunies with certain of the King Report's
propossls), Establishing the benefits to be derived from adherenee to the
Report’s recommendations before imposing it on the Ananclel community is &
necessity.

3, If the King Report cannot achieve Hs objectives then other avenues must be
sought to counter the problems which the King Commitiee was established to
addregs,

Due to the current nature of the King Report (it wos released in November 1994)
there has been a limited number of papers which have been prepared on the Report
in accredited journals, Consequently alternative uvenues have bsen adopied to
ensure that an adequite volume of litersture has been surveyed far (he purposes of
this research rcport. Lilersture relating to The Financial Aspects of Corporate
Governunce (the Cadbury Report) published in [992 in the United Kingdom which
had similar objectives (but more restricted (erms of reference) to the King Report
has been scrutinised and ased in the research, On occasion the popular press has

Y
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ABSTRACT

The King Report released in South Africu 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 Repott, 1994:1), This objective encompasses decreasing the risk
of management fravd wilthin entities, The question which this research repott
addresses is whether a reduction in the risk of management irregularities in an
organisation can be achieved through adherence Lo the King Report’s proposals. To
obtain this answer a South African company which experienced significant
management (rauds was selected for examination as a case study, and a
determination was made as to whether the proposals of the King Report, had they
been implemented, could have prevenied the irregularitics which oceurred in (he
organisation, The finding of the resefrch 12 that diligent compliance with the King
Report’s recommendations can assist signifieantly in both preventing and detecting
management fraud, but is unlikely to prevent all management irregularities within an
organlsation,

ii
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Cr  LoanioMrK ' R4.3 million

The offect of the wansactlon way the Mr K is guilty of thefi
amounting to R4.5 million, this being the asset of M, Mr K also
obtained confirmation of the fictitious asset from HPA (Pty) Lid,
claimlng what it represented a depogit held by it on Mr K's behalf
for the purposes of the year end audit, This constituted a further
froud (becouse the fictitlous conflimation was sctually or
potentially prejudiclal w, iter afia, Q and U's anditors), Both the
theft and the fraud are being prosecuted by the ailorney general.

323 CASH WITHDRAWN

A cnsh cheque was Issued for an amount of R200 000 and deblied
to the lodn sceount of Mr K. No minute authorising (he loan was
made, nor w3 {he loun disclosed in the Onancial statetnents, The
amount was not subsequently repaid. The withdrawal thu.
represents a theft of that wount from 8¢ by Mr K,

3.24 LOAN ADVANCE

Mr K wished to acquire an inferest in a cottaln corpany. To do so
he eff.cted a payment of R2,035 million from M 10 an agent, who
then acquired an interest in Ihe company on behalf of Mr K, This
investment was reglatered In the name of Mr K, snd thus
reprosentis o theft of R2,035 million by Mr K hom M.

When the auditors investigated e amount a fictitious lomn
agreement was provided to them to sntisfy thelr inquiries, which
has resulted in another count of {raud being charged against (he
accused,

3.2.5 ASSET REVALUATION

The ussets of M were revalued by R4.3 miillon at the date of the
merger by Mr K and Mr 8 withaut giving due consideration to the
actual market value of such ussets, Whilst genorally accepted

16
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Cr.  Loanto® R3.595 miliion

By replacing the inter-group loun with an amount in respect of 4
non-exisient nsst, the @ group effeciively paid R3.595 million
more than the valus of the compeny, This misrepresentation of the
tenlal guaranies as wn asset represents a fraud by Mr K and Mt S,

To provide audit econflirmation of the rentd guaruntee depoait
amount for the 1994 statutory audit & series of transactions was
executad (o obtain a certificate of confirmation, At this point the
merger had been completed and the rental gunrantes deposit had
been transferved to the books of U. At the direction of Mr K and
Mr 5 a payment of R3,595 million was made by U on 17 May
1994 (a date after the financlal year end of the company) to B (Pty)
Lid (a sohsidiney of U) who then suppiled the necessacy
conflrmation,

The confirmation did not refer 1o any pasticwlar pariod and was
accepled by the externul auditors as evidence. One weak alier the
payrtient was made il was refunded by B (Pty) Lid to U so that the
elfect of the wansaction was & deposit existng for one week alter
year end only, This transaction represents an additional frand for
providing false svidence 1hat the nsset existed to the actunl or
potential detriment of U, @ and the external auditors of U,

322 e}! D

M was Invoiced during 1994 for a “provision for equipment” of
R4.5 million by HPA (Pty} Lt HPA (Pty) Lid was & company
owned by Mr K and acled at his instance, The invoices were pald
for without any asset being received by M, HPA (Pty) Lid
forwarded the omount received by It o a Johannesburg
siockbroker (Z Stackbrokers), who then paid the amount into the
necount of A held by the company al the stockbroking flem, H
pussed the following journul entry for the receipt:

Dr Z Stockbrokers (debtor) R4.5 milfion
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resulted in 4 Joss to @ amounting to approximately R431 million in
unrecoverable loans through the mismanagement of I/ by Mr K. It
wais through the investgation of this loss by the directors of the
group that the frauds perpetrated by Mr K and Mr 8 {the financial
director) were eventually discovered.

These borrowings und the total fnunce provided which resulted in
a loss to @ of R341 million we a contravention of Sectlon 424
(8424) of the Companles Act by Mr X and Mr § which makes it an
offence for directors of a compuny to trade recklessly. There is n
misconception that 8424 involves exclusively “directors licbility
for trading In insolvent circumstances”, a definition which is
incorrect In every muterial respect according to van Staden
(1995:3), Sectlon 424 applies fo any person (including trading
parties of a company) who knowingly participates in the reckless
conduct of any business (not necessarily an insolvent business), It
is apparent that the conduct of Mr K and his prising policies fall
within the ambit of this section. The attorney general has included
this charge in the Indictmenis against the neeused,

3.2 ANCILLARY TFRAUDS

When @ commissioned its auditors (o perform a due diligence review in M
(the joint hoiding company of U with W Lid), Mr K was aware that the
company's net assel value was not R25 milllon as be had representad,
Consequently after the date of the merger e set about creating fletitious
assets in A to provide the purchasers wilh & balance sheel which more
closely approximated his asserted values provided to the € group.

321 RENTAL GUARANTEE DEPOSITS

Tn order to increase M's net nsset value o debtor nsset was raised
of R3.595 milllon in the books of M by Mr S at the instance of Mr
K, and the inter-group loan nccount, owed by H to M, was
reduced by the same amount; i.¢. the Journal entry entatled;

Dr Rental guarantee deposit R3.595 million
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after the roerger refer to appendices 4 and 5.) After the merger U
controlled ail the subsidiaries of M and W Ltd.

Fraud was perpetrated by Mr X at the outset of the merger, Mr K
represented to (ke directors of W Lid, inter alia, that the net assets
of M wore R23 million, and that anticipated profit for the company
for the coming year was R20 million, The directors of the Q group
concluded the agreement before verlfylng Mr K's representations,

Approximutely 3 months afler the merger had been formalised Q
commissioned their auditors, one of the big six accountng firms
in South Alrica, to perform a due diligence review on the company
taken over. The resull of the review wus u finding that the net asset
value of M was significuntly less thuh had been representsd by Mr
K. The true magnitude of the understatement was not shown by
the auditors however, due to frauds desetibed further on, which
had the offect increasing the nsset value of M fictitlously. (The lrue
net asset valus of the company at the date of the merger was
actuaily nagative R2.3 miiiion,)

315 RECKLESS TRADING

Alfler the merger Mr K became the managing director of I/ after M
aticl W LAd transferred all their assets and liabilities to U (M and W
Lid effecilvely became non-aperuting holding companles). Q Ll
provided all the finuncing for U and settlsd all its llabilities.
Included In thess linbilities paid by Q wus the amount due by the
group to C {Ply) Lid for the funds provided in the attempt o
regularise the 438 contravention. This funding eventually resulted
in A substantial loss la the @ group through not belng able to
recover its loang mae to U.

From the date of the merger in 1993 fo the thne when the frauds
were digcovered in 1994 the Q group lunded the operations of U
under the menagensent of Mr K who continued uslng the same
pricing policies as were adopted for M, During that period
{inancing wus regulurly provided to U from Q and ulimately

I3
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employees of M and its subsidiaies. / and the subsidiaties would
lend money to the Lrust lo enable it to purchase 40% of the shares
held by Mr K, Mt K wouls apply the proceeds to settle his liability
to M who would then repay C (Pty) Ltd the amount owed to it.

The terms of the agreament were to upply as f~llows. C (Pty) Lud
wauld lend a further R7.5 million to the borrowers (14, M and
others, thersby Increasing (e group's Iibility to C (Pty) Ltd to
R15 miliion). The borrowers would then loan this money to H
Share Trust. The bust 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 B (Ply) Lid, B (Pty) Lid then repays M who partially
repays C (Pty) Lid the amount owing to it (thereby reducing she
loan from C (Pty) Lid from RIS million back 1o R7.5 mitillon),
The effect of the transactions is that the loan is rolled and now
simply borne by all the members of the H group and not just by M
{the scheme s shown diageammaticnlly in appendix 3),

Howuver at a later date M merged with the Q Group Lid who
unknowingly settled (hig debt to C (Pty) Ltd on behalf of M, This
results in the above schems being 4 {raud and is included in the
indletments against the accused, as the R7.5 million Hability o C
{Pty) Lid was repaid by the Q Group 11d, the latter belng unaware
that the lability was in respect of shates purchrsed In H,

3.1.4 THE MERGER OF If AND W LTD

The success of M In selling its products atiracted the atlention of
its primary compatitor In the industry in which M opareted, The
company, W Lid, is a subsidinry of the Q group (Q) one of South
Afrlea’s top 100 companies, @ uppronched Mr K to consider a
raerger between M and W Lid,

Discussions commenced in Januaty and were finalised in March
1993, It was ngreed that (he interests of both W Lid and M were to
be merged, and that a new company U Lid (1), was to be formed.
(For a schematic representation of the group structures before and

12
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acquisition involved receiving finance from M for the acquisition
of its ghares, The process by which the funds were obtained from
the company was through a sequence of transactions described the
atlorney general as “very similur to money lanndering”.

During June 1991 M borrowed R7.5 milllon from C (Pty) Ltd, &
finance company, whose business Included (he factoring of M's
debtors, The R7.5 million was & direct loan from C (Pty) Lid to M
on which a high rite of interest was charged, The money was then
advanced to B (Pty) Lid, & dormant company whose sole
sharsholder was Mr K. Whilst dormant, E (Pty) Lid still
maintained bank accounts through which the R7.5 milllon passed,
B (Pty) Ltd then advanced this money to Mr K, who usod it to pay
Mt H and Mr E for thelr shures (see appendix 2(i) for a
diagrammatic depletion of the schene),

There was no indication in the minutes of the directors’ meeting ot
that of the shareholders' meeting for M that the transactions were
authorised. In the Mnancial statements of both M and B (Pry) Lid
no disclosure of the loans was made, It appears that the loan assets
and lnbilitles wers simply offiset against each other. The rasult of
the scheme was effectively that M paid for Mr K's scquisition of
its shares and that Mr K defrauded M of R7.5 million,

During August 1991 Mr K sstubiished a holding compnny, H Ltd
(ZD) of which he wus the sole shareholder, to acquire all his shares
In M. The new group structure is reflected in the diagram in
appendlx 2(1i). As a resuit of these transuctions Mr K conteolled M
through H.

3.1,3 THE CONCEALMENT OF THE §38 CONTRAVENTION

During Lecember 1992 Mr K atterpted (o regularise his
contravention of 538 by establish the H Ltd Share Trust, On 11
December 1992 an agreement way entered {nlo between € (Ply)
Lid, &, M and four subsldiaries of M. In terms of the agreement
H would establish the H Share Trust for the bensfit of the

1
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3.1.1 BACKGROUND TO M (PTY) LTD

M (Pty) Lad (M) was an operaling company established in 1989
which within a few yeurs grew into a corporation with a multi-
milion rand turnover, The group structurs of M is shown in
eppendix 4 (Group B), The method by which it achieved its
phenomenal growth was through operating on an extremely small
gross margin of 2% in an Industry where the average margin
ranged from 10% to 17%. The truth wes that M was badly
managed and lts saies policy unsustainable in the long run, but had
the appearance of beitg profilable. As & result of its price cutting
the company was able to achieve high sales at the expense of
profitability. To continue in buslness M was forced to borrow
excassively and had a gearing ratio which by its industry standards
was extremely high. '

The owners of M were Messieurs K, 1 and B, Mr K, who held
50% of the share capital of the company, was also the managing
divector and the person responsible for the compuny's sales
policy. MrH und Mr E's involvement in the company was limited
to thelr capital contribution, Each held 25% of the shares in the
company.

Mr K and Mr 8 (M's managing and [inoncial directors
respectively) are (he two individuals being prosecuted for by the
attorney general for the frauds duscribed in this research report,
The attorney general Is of the opinion that botli the acoused wilt be
convicted, and that a prison sentenco of approximately filteen
years for each of the uccused is likely,

3,12 CONTRAVENTION OF $38 OF THE COMPANIES ACT
Mr K decided to purchase the shareholding of Mr H and Mr B,

His method of doing so involved a contravention of 538 of the
Compunies Act, since the means he employed o fund the
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3, CASE STUDY

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

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

Review of the KPMG working papers (State versus Mr K and Others,
1994);

Discussion with the sllorney general of the Witwaterstand  Attorney
General's office responsible for prosecuting the frands;

Review of documents at the Atorney General (e.g. finencial statements of

the companies concerned, charges brought against the accused and other
evidence which will be used by the State in the prosecution),

Discusslon with senior personnel at the company where (he frauds occurred,

Tt should be noted at the outset that some of the frauds which occurred me very
complex, This was cccastonally due to the nature of the transactions, and in
other instances due to efforts by the guilty partics at concealing the irregularities
which had been commitied. Consequently attempts at slmplification of the issues
have been made, which includes the use of diagrams to assist In vnderstanding
the frauds where these are consldered uselul, The reader is referred to the
relovant appendices in such instances. The frpuds which have been selected for
research are the following:

3.1 THE PRIMARY. FRAUDS

The ‘primary frauds’ comprise the most complex of the frauds in this
Investigatlon, The first element of thess frauds was a contravention of
Section 38 (38} of the Companies Act by a company, M (Pty} Ltd (“M"}.
The second element was a merger, whereby M merged with another
company in iis industry, that compuny being W Ltd, The price pald for M
by W Ltd was far in excess of M’s ren] value dus lo mistepresentations
made by M's owner prior to the merger. Subsequent to the merger
additionial frauds were perpetrated by M's directors o prevent W Lid
discovering the original irregulnrities.
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2.6.2

relevant to the case study examined have been dealt with. -
Consequently no reference to the following proposals contained
within the Report has besh made: -
1. Worker participation,

2, The c.mpany secretary and professional advice,
3. Remuneration committees.

4, Affirmative action programames.

5. Directors' dealings ia shares.

Secondly, beeause the frauds which are being investigated in this
case study are in the process of persecution by the State, actuel
names of the companies and individuals involved have not been
used,

The final Hmitation is that not all be frauds which oceurred in the
cage study under examination heve been {nvestigated, This is due
sometitnes to (he fact that some of the frauds are very similar and
no additlorial benelit will be gained from coverage of these, and on
other oceasions because Ute atlorney general has declined to
prosecute certain frauds due to Jack of evidence, or difficulty in
obtaining such evidence. In such instances of uncertainty the
author has decided not 10 investigute these frauds,

i o

It is nssumed for the purposes of his research report that the cases
being prosecuted by (he avtomey general will result in the
conviction of the accused purties on each covnt (ie. it Is assumed
thut the matlers investigated constilute “fraud” as defined) and
therefore that the King Report’s proposals which may reduce the
risk of fraud apply to thig case study.

The next chaptcr explains the frauds which occurred In the
company selected for investigation.
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» recommendations of the King Report which were already complied
with by the company at the time the irregularities occurred.

By applylng the primary recommendations of the King Report to the
company under investigation it will be determinc! by Interpietative
analysis whether those recommendations of the King Report which had
pot beent Implemented in the company at the time the frauds were
committed could have reduced the risk of the iregularities which took
place from cccurring: 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 proposuls. The reasons why the recommedations of
the King Report already In existence at the company failed to prevent the
irregularities which occutred 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

iss

e Hnd the primary recommendations of the King Report baen
implemented af the company under hvestigation, would they have
assisted in prevating the management Irregularities whicl ocourred
within that enterprise?

The determination of the answer (o this question is of importance for the

reasons outlined in the preface 1o this reseurch report,

2,6 LIMITATIONS AND ASSUMPTIONS OF THE RESEARCH

Certain limitations and assumptions exlst in the research which has been
conducted and (hese are detailed below,

2.6 LIMITATIONS OF THE RESEARGH

The first limitetion is that only recommendations of the King
Report which could have a direct impact on fraud and which are
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o Prof. M. Steele, Head of the Department of Accounting at the
University of the Witwatersrand,

In acdition to the above, a half-day seminar on Cotporate Governance was
attended at the University of the Witwatersrand on 11 October 1993,
Speakers included Prof, M Katz, and Mr L, van Staden of Depeys Reitz.
Comments made by the speakers relevant to the research topic have been
ineluded in this report,

The questions posed to each of the intesviewess were specific to their
spectalised fields of knowledge and consequently no standard
- questionnaire used in performing the interviews hus been incorporated into
the appendices of this rerearch repori,

2.3 LITERATURE SURVEY.

In addition to the study of she King and Cudbury Reports, literature
relating to thess reporis from a wide range of sources was consulied to
ensure adequate coverage of the topic. A diverse range of authors and their
opinions have been incorporated into this ressarch report under the
discussion of the King Report’s proposals. Literature relevant to fraud 1s
algo addressed. '

The research will focus on firstly expluining the frauds whick ocourred
within the entity, Once the frauds have been delailed, the corporate
governance structure of the company in which they oceurred is described,
The structure existing in the compuny af the tmes the irregularities were
perpetrated 1s then compured o the recommended structure of corporate
governance detuiled for an entlty in Chupler 19 of the King Report, The
comparison hightights the following:

¢ recommendations of the King Report which had not been fmplemented
in the compuny at the time the Iregularities ocourred, '



CORPORATE GOVERNANCE AND FRAUD
DIRK BENADE
UNIVERSITY OF THE WITWATERSPAND

2. RESEARCH METHODOLOGY

This chapter discusses the procedural frumewnrk within which the ressarch was
conducted. The primary avenues of resenrch were the lnvestigation of a case
study, the conduct of interviews, and a review of the King and Cadbury Reports
and Jiterature relating to these documents,

2.1 THE CASE STUDY

A Jurge South African 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 recommiendations of a forensic accountant and an attomey
fnvolved in the Investigation and prosecutine of 1+ (raud to investigate
only a single ense study because:

ihe volumne of evidence involved in a singie cuse is 50 great that to
Investigate more than one case would be impractical at the research
report level,

cutrently there are a limited number of frauds in South 4 fiica which
are available for nvestigation and research, OF those frauds which
were available the case best suiled to the research objective was
salected,

the frauds investigated are current and therefore the information is
mote readily availeble than for other significant frauds v/hich occurred
a number of years ago. To investigate such past cases would be
impractical from the perspective of amanglng interviews and galning
access to documents and this approach has therelore been avoided.

2,2 INTERVIEWS

lnterviews on the tople of fraud and corporate governance were conducted
with the following pecple as research in the writing of this report;

Mr M. King, Chairman of the King Commiitee on Corporate
Governance, the proposals of which are the topic of this Report,

Mr R. Anderson, Chairman of the Johannesburg Stock Exchunge and
one of the membets of the King Conmities,
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Smaller compaties huve compluined that the appolnimeiit of non-
executive directors would upset the bulance on the board - If
executives are to remaln in the majority, a board size of at last five
directors would be required (where the suggested minimum of two
non-exscutives s adhered to) and many companies huve smatlsr
boards. Supporting a larger board size or having executive
directors lose (e ability (o control decisions are options that few
small companies are willing to consider (Accountancy, 1993:38),
However the restriction of the npplicability of the King Report to
only large companies should obviute this problem.

Reay (1994:74) found that the perceived beneflts of non-sxecutive
directors among the business community were considered 10 be
the protection of sharcholder interewts (85%), balng cusiodians of
good corporate govemunce (80%) und providing high level
contributions (o strategy and objectives based on industrial or
commereinl experience (69%). These resuits indleats a bellef
contradiclory to those who question the benefit of the non-
executlve director, He tound thit the ‘watchdog' rola of these
directors was becoming an increasingly prominent feature.

However Reay questioned whelher thess new responsibilities
which the King Repott imposes on non-executives are justifiable.
Many non-executives were gppointed for thelt experlence and
business acumen, but their roles huve now become very different
to what ihey were intended 1o be when they were first appointed,
The emphasis Inr qualification a8 & non-executive dirsclor is now
moving away from being business oxperience to top level
management experience in wnother quoted company, but this is
unlikely to be of bancfit to the compuny whick ~mploys them.
Non-executives aie untrained in the detection and pravention of
fraud and consequently muy not be effective in this regard, s
oceurred fn the case study, :
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The requiroment that non-cxecutive directors be independent has
the detrimental impact of limifing such dircctors’ working
knowledge of the business so (hat they can only be expected to ask
probing questions snd uet as guardinns to prevent possible
mismanageraent by executlve directors, However their power in
this regard may be considernble (Stiles and Taylor, 1993:64),

The recommendation of gieater purticipation by non-exequtiva
directors in corporate governance has not gone unopposed, It has
been labelled by Corrin (1993:81) us o bletant slur on the Integity
of executive direciors, The author goss on to say that the:

“whole {Cadbury] report is Itke & seript for 2 ‘soa:ﬁ'
where the non-executive director is cast a8 u saint, (he
auditcglgls atarnished angel, and the executive dirsclor
a3 a villaln,"

Corrin polnts out thet non-executive directors, ‘the pillar of the
King Report’, were on the bourd of all companles Involved in
previous scandals which prompted the Crdbury Report; this
observatlon does chinllenge the notlon that this requirement of the
King Report will be able to prevent fraud in companies. This
18 3rtion 18 supported by the resulls of the ense study company
which did have non-executive directors on the buard at the tims the
frauds occurred. However this was prior (0 the King Report
proposing new standards for the seloction of non-sxecutive
directors and the performance by them of (helr dutles,

In contragt to Corrin, Reay (1994:74) considars that these recent
corporate fallures such us Maxwell, Polly Pock and Quaens Moat
aro riot indeative of the affectiveness of nan-executives generally.
This contention was however not supported by the shareholders’
unenthuslastic reactlon lo (he announcemens that non-executlve
directors had been appointed (o the board of Hanson, a company
whose board {s dominuted by two individuals, The non-exscutive
directors st Muxwell Communicutions Corporation had Impeccabie
credentials - ons was u former Atlorney General, another a former
Lord Chancellor  yet aven they were unable to prevent fraud on &
massive seale (Stiles und Taylor, 1993:64),
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425 THENON:-EXECUTIVE DIRECTOR

King requires that non-executive direciors stiould be independent
of the company in all aspects other than their directors’ fees, Thelr
selection should eceordingly be planned and agreed by the
majority of the board with no clement of ‘lokenism’ in the
appointments, The potential success of the current body of non-
exocutive directors In South Africa has been brought into question
by the accusation that the majority of such appointments ware
made via the ‘old-boy’ network (Woodburn, 1994:8). To
counteract this charge the King Report has recornmended that
appointments now be made on the basis ol merit,

Most commentators agree that the most fundamental proposal of
the King Report telaies to the new role advocated for (he non-
execumive dircctor, Wisley (1993:4) contends that the essence of
the Bast Practice recommendations is o tundamental change in the
significance and responsibllities of non-exscutive divectois, arlsing
us o resull of the King Report's reliunce on the influence that neads
to be exoried by such directors,

The pemary beneflt of the non-executlve director is the
anticipation that they will provide indepsndent serutlny of the
company’s activities. Although South Alrica’s top 100 companies
have a number of non-executive direclors {as can be seen in
appendix 12, large listed SA compunies generally meel the
requirements of AL loust two  non-execulive  direstors),
implementing this proposal diligently on a national basts is Lkely
to prove difficult due to the limited number of candidates avellable
for selection (Wixley, 1993:5). One solutlon 1o the problem is the
use of directors serving on other boards, but this lsads to the
problem of the ‘old Foy network® noted above. Stilss and Taylor
(1993:64) conslder thut (his does not neeessarily render the nons
executive ineffective, but often does.
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companies combining the roles of chalrman and CEOQ, Sonie argue
that this state of affairs is unavoidable and may be the reason for
the superlor performance of these companles (Wikley, 1993:5),
The shortage of skilled candidates In South Afilea for the position
of non-oxecutive director also makes the separailon of the roles of
exccutive and non-execut ve director difficult to implement since
finding a suitable candidate to Hil the new position will not be easy
(Clarke, 1994:42),

4.2.4 THEBOARD OF DIRRCTORS

The praposals of the King Report affecting the board of directors
relates (o the structuce, meetings and functioning of the board. The
Report recuires (hat there should be a balence of executive and
non-executive dirsctors wlth at lenst (wo non-cxecuilves on the
board who carry ‘significant weight' i boned declsions,

Full and effective control over the compuany and executive
management ig required and all materint decisions should be made
Jointly by the board of dirsctors. What conslitutes ‘materiality’
should be established for matlers which require board
authorisutions, such as the acquisition of assels above a certain
rand amount, This was a control not applied at the case study
compay and resulied in it experioncing substantul losses.
However collusion between the CEQ und financlal director as was
the case mt M ond U mnde conceulment of the fraudulent
transnctions ensier. Thls highlights (he Importance of the
contribution of audit cormitecs, intemul auditors, the separation
of the poats of chairmun and CEQ, and non-execuiive directors In
combating Iraud, factors which are explored further on in this
report,

In the case study company the boprd comprised 8 directors In M,
and after the merger 6 directors in U, The fact that many of M’s
tranasclions were not approved by the board is indicative that (his
conirol cart be beneficial if a mewas of enforcing this procedurs can
be established.

a8



CORPORATE CGOVERNANCE AND FRAUD
DIRK BENADE
UNIVERSITY OF THE WITWATERSRAND

have potentially serious effects. This las been demonstrated on
numerous oceasions such ag in the cases of Mr Nadir of Polly
Peck, Mr Maxwell at Maxwell Communications, and Mr Walker
of Brent Walker. In such instances non-sxecutlve direclots atd
external auditors praved of no effect in deterring these individuals
from thei: determined path, Stiles and Taylor (1993:63) argus that
the se, wration of the roles of chalrman and CBO ls jusiified In
lurge co: ipanies on the basls that the two Jobs entall significantly
diiferent responsibllities, Whilst the chairman s engaged with
strategle alfairs and handling external issucs, the CEO iz primariy
involved fn the munagement of operational matters, Despite the
adoption »f such measures a nutural leader mey still be able to
dominale ¢ company, ug in the case of Michine] Green at Carllon
and Sir Paul Qlrolami at Gluxe (Stiles and Taylor, 1993:63),

However the likellhood of such misconduct is far greater If the
posts are not separated, Prof. Kutz ot & corporate governance
sominar at the Unlversity of the Witwatersrand siated that the
fAlling of the position of cliphman by a non-axecutive divector is
eritical, since I is the chalrman who leads the board meetings.
Where the ~haltman (s not independent he or she has the capaclly
to avoid issues which ate lmportant but which he or she wishes to
keep away from the atienfon of the board as a whole - an
occurrence which Prof, Katz suid he hnd coserved on numerous
occasions.

In the case study examined in this research report, the acoused (Mr
K} did not combine the roles of chairman and CBO0 and yet was
slill able to commit Naud on o luge senle, Whilst constantly
providing fictliious information to (he board ne war able to
mislend his fellow directors beewuse of bis convinelng manner,

This contro) alone thus cuanot eliminate the posaibllity of fraud,
An additional consideration is thai South Afriee will experience
significant problems Il this requitement were to bo made
mandelory « Raymond Ackerman et Pick ‘n Pay and Doneld
Qordon of Liberty Life are two examples of South Afrlean
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The effect of the above requirements of King are likely to be
negligible, since i the threat of criminal charges for the frauds
commilted by the accused was insuffictent 1o deter them it Is
unlikely that gecounling legislation (whose penalties will in all
likeliliood be for less severs) would have altered their behaviour, It
appears therefors tint the requirements relating to disclosure
would have been unsuccess{ul in preventing the frands. This
contention {s supported by Brown and Laverick (1994:89) who
found that:

“recerit annun! reports  highlight the corporle
performance of some large well-known companies
such as BCCI, Polly Peck, Trafalger House, Blue
Arrow, and Maxwell Communications all had an
unexpectod feature in common. They furmed out to be
deliberalely mistending, Other annual returng exiolling
the vittues of company performunce could likewiss be
regarded a8 ‘cconomic with the truth’, They also lack
consistensy In their methods and techniques of
agcounling, making interpretation and  cross-
comparisons diffleult.”

Brawn and Laverick’s opinion Indicates that whilst the increased
disclosure would make non-compliance with GAAP more
difficult, it could not prevent failure by corporations to- adhere to
biest practics,

*".3 THE CHAIRMAN

Instead of making It mandatory for the post of the chairman and
chiel executive officer (CEQ) to he separated, (he King Report
indicates only tut (his would be preferable, and that the position
of the chairman should be occupied by & non-cxecutive director.
This proposal was mude despile ro'stantinl opposition to (his on
the premise (hat the risks entuiled in nilowing (he functions to be
united outweighed the related benefits, Thiz argument prompted
the Cadbury Report, i1 contrust to the King Report, to make it
mandatory for the posts to be segregated (Clarks, 1994:42),

The Justiflcation for the Inflexible stance adopied by Cadbury is
that excessive power vesting In & single person in an entity may
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o that the Code of Corporate Practice and Conduct has been
adhered to and any areas of ron-compiiance ate disclosed and
justified. As will be shown further on, there wers cortaln arens
In which the company failed to comply with the requirements
of the King Report. Such a disclosure could not have
prevented the irreguluritios but may have served as a watning
to Investors to be wary and periwps could have instilled move
caution In the Q@ group before fnulising the take-over
agreement, '

o legal force should be given to Accounting Standards; had this
requirement existed Mr K and Mr 8 would bave been guilty of
another orime for the revaluntion of the fixed assets which
were credited to the loan account. Whilst such leglslation
would have the effoct of limiting the Judgement of
professionals (ACIOD (1983 par, .08} recognises that In
certnin limitsd instances compllinees wilh GAAP may oot
necessarlly achieve fuir presentation) and hence is not {deal, it
would appear from cument non-adherence to GAAP that the
approach may ba justified,

« the proposed establishment of an accounting review panel to
examine matarial departures from accounting standards; since
nobody (including the external auditors) detected the frauds
which occurred in M untli up to two years after they had been
commited it appears thut this control will be insilective except
In instances of gross and obvious misstalement,

» requiring (he republicution of accounts (al the expense of the
directors) whers these have falled to comply with relsvant
nccownting stundards, Becuuse U was owned by only two
partles (4 und W Ltd) this cost would not have onerous to Mr
K and Mr 8. This requirement would consequently not have
been of great effect,
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reasons thetefor, Tt 1s also necessary for the directors’ report to
incorporato staterients that, infer alla:

the financial statements fuirly present the company’s state of
affairs, Mr K and Mr 8 gs directors of M in the case study
would have been forced 1o either adjust the financlal statements
of muke an explick misrepresentation in the financial
stalements as to the compuny's financial position and
performance, However it appeats that this requirsment is
merely a codifleation of existing practles cxpressed In GAAPR,
which details that the management of & company s responsible
for the financlal statements (AU00S par. 12, 1992) read In
conjunction with the Companies Act (1973) 286 which
requires that the “financial statements of a company shall faldly
prasent”,

secounting olicles sre suitable and applicable accounting
standards have been applied with any departures disclosed,
explained and quontified. This requirement should have
resulted in the journal vatry passed for the revaluation of the
fixed assets in M, which was credited to the loan sccount of
Mr K, being disclosed for not complying with AC202 (1983)
which requires thwt such amounts be credited to a nan-
distributable reserve (AC202 was the applicable aceounting
standacd at the U the frauds occurred; it has subssquently
been superseded by ACI23 (1995) which has similar
requirements). '

an effsctive system of Internal controls have been malntalned,
It fs evident from the case study that the internal controls at the
company investigited were inudequate, and this statement
could not truthfully huve been made by Mr K and Mr § In (he
financial stnements,
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to counter the growlng occurrence of fraud in South Africn (see appendix
.

4.2 APPLICARILITY OF THE KING REPORT

The King Report's recommendations apply to all listed companies,
large public entities, large unlisted dependant companies and large
control boards and co-operatives. The Report considers ‘large’ to
inciude companies whose shareholders equity Is R50 million or
more. The company which s the subject of the case study falls
within the scope of the King Report as it is an “affected
corporation” as aelined, being a large unlisted dependent
subsidlary of a compuny listed on the main board of the
Jobannesburg Stock Exchange. U had & turnover of R750 milfion
in 1993 when the frauds oceurred, und in the 1995 year & turnover
of approximately R1 billion is anticipated for U by the company’s
new management.

4.2.2 INCREASED DISCLOSURE

Cerinin controls proposed by the King Report which may
indirectly reduce the risk of fraud by munagement revoive around
increased disclosure to the users of the financial statements of
companies, Some of the disciosures advoeated by the King Report
include endorsements, a dircclors’ report with increased
disclosure, and statulory amendments o ald in achieving improve
corporate governance. This is because of its:

“recognition of the fuct thut by and lwge South
Africa’s philosophy of regulation of conipanies, in
keeping with thal of the Anglo-American tradition, is
by means of disciosure™ (King Report, 1994:3).

In torms of the Reporl’s requirements an endorsement relating to
corporate governance Is required by the directors of the company,
This endorsement should state that it supports and hes applied the
principles of "The Code of Corporate Practices and Conduct” with
notfieation belng given of any arcas of non-complisnce and the
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4. THE KING REPORT’S RECOMMENDATEQNS

This chapter considers the recommended chunges to corporate governance
required by the King Reporl. 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 the case study company.

4.1 THE KING REPOR
GOVERNANCE

YAt the heart of the report is & ‘Code of Best Practice’,
addressed to boards of listed companies, The Code will clarify
responsibilitles, encourage disclosure, tighten standards,
sieengihon controls systems, and encourage & balance of
interests om the board and constructive challenge, Points 1n the
code of particular inlerest to accountants and auditors are that
boards must establish audit commitiens, dirsctors should
report on the effeclivaness of their system of internal financial
control; directors should state in their report that the bosiness
is a golng concern, with supporting assumptions or
qualifications as necessary”, (Cadbury, 1992:71),

The above summary of the Cadbury Report by its chalrman, Sir Cadbury,
provides an Indication of whai the proposed changes to corporate
governance acvocated by both the Cadbury und the King Reponis entail, A
survey ol the lietature relaling to the topic reveals ihat many academics
and professionals are eritical of the proposals and thelr claimed benafits,

4.2 RECOMMENDATIONS OF THE KING REPORT

The recommendation for compliance with the best practice for corporate
governance are contained In Chapter 19 of the King Report, These
recommendations cover a wide rangs of areas, from the board of direclors
to a ¢ode of ethics for & corporation, Bach proposal of the King Report
refevant (o this research report i3 noted in this section, and where
applicable, Weratre supporing or refting the recommendation is
addressed. Many of these proposals are simllar 1o business' planned steps
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policy of M would not have perritied the realisation of such a
profit, prior to the year end fictitious snles amounting to R10
million were processed through U's records. The Joutnal entry to
accommplish this amounted (o 2t debit to debtors and a credit to sales
without a corresponding enlry to cost of salus being recorded,
falsely increeging the profit for the 1994 year by R10 million.
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3.2.6

3.2.7

accounting practice (GAAP) prevailing at the time required that
such revelatlons be credited to a non-distributable reserve (AC202,
par, .24, 1983), this incrense was attributed instend to Mr K by
crediting his loan account with M by this amount, Consequently
Mr Kis guilty of fraud for attributing the increase in the value of
the company’s agsets to limself and increasing the value of the
company by R4.3 milllon for the purposes of determining the net
asset value of the compuny &t (he date of the merger, such that
pald R4.3 million for a non-existent increase in the value of M’s
assels.

Prior to the merger M passed the following journal entry;
Dr Fixed agsets R2.3 million
Cr H loan account R2.3 million

The eatry was supposedly for the transfer of fixed assets from H
‘o M, thereby increasing the assets of M by that amount, The asset
was described as "warehouse equipment” but no such assets cver
existed, Thess fictitious assets were part of the purchase price paid
by @ and the total amount therefors represents a defrauding of @
by Mr K, '

Tn an atiempt to give the warehouse equipment asset some degros
of legitimacy the Journal eniry which create 'he asset was
reversed and replaced with a journaf entry supporied by a number
of false invoices - sone for companles who deny having lssued
ihem and others for companies which do not exist, A fraud was
committed by providing fictitious invoices to support the journal
entry, because the act of dolng so was uctually or potentially
prejudictal ta M, the external auditors of M, and Q.

P b | i

During the merger negotiations Mr K had asserted that the profit of
M for the 1994 yemr would be R20 million, Since (he pricing

17



CORPORATE GOVERNANCE AND FRAUD
DIRK BENADE
UNIVERSITY OF THE WITWATERSRAND

{although the [ull extent of this misslaternent was not detecied due
to fraudulent confirmutions provided by the managers of the newly
formed U lo the auditors). Earfier performance of this
investigation would have ensured that & fairer price was pad for
the company. In addition to this the due dlligence investigation
would at least have alerted the Q directors to the problems in My
K’s clodms and muy even have resulled in the group's dlrectors
commissioning o more thorough investigation. Knowledge of the
industry in which M und W Lid operated should perhaps also have
resulted in the directors of @ questioning the sales success of .
Both the above factors indicate hat the exerciving of due care (l.e.
diligencs and professionul scepticism in negotialing he take-over
contract) by the @ group's directors could have usssisted In
avoiding the losses sulferad by the group a8 a result of the crimes
perpetrated by Mr K und Me 8.

The @ group director interviewed for this research report indieated
that it J5 now group policy for « due diligence investigation to be
conducted prior to formaliging acquisitions, indicating a Lelief by
the group’s management thut the performance of (his procedure
could have nssisted in protecting the group from the frauds.

The creation of the {lctitious asset was accompanied by M
processing i journal entry ruisi.g the assct and decreasing the Joan
owing by its holding »mpany. Under normal circumatances such
n misstacement could huve heen detegiod by:

¢ requiring upproval from the bourd of directors for the
supposed acquisition of “we assel,

» investigation by the internal auditors of all material rngactions
over & specified umount, Had un attempt baen made to verify
the assst through the inspection of supporting documentation -
or alternatively by confirmution with the counterputy tu the
transgetion disceepancies would buve been {dewtifled for
further Investigation,
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51.2 !

¢ internal nudil of payments meeting specific erlteria (materfel or
unusual payments) lo estublish the valldity thereof. Such
audits would huve resulied in the investigation of Irtegulariues
such the payment of R7.5 million via a single cheque. Whers it
was establizhed that these payments wers not authorlaed the
internal auditors would have reported the event to the udit
commities who would duly inform the external audltors, who,
upon recelving information of the act could have taken
appropriate action.

It is thus probable that a properly Tunctioning system of Intornal
controls could have prevented the Truuds 1nvolvin_g the transfer of
cash,

Mr K's nssertion to the @ group during the tuke-over negotistions
that M had net zssels of R25 million was necepted by the directors
of the pgroup responsible for negotinling the take.over without
obtaining Indspencent verificution of this assertion, The reasuns
for this included the spparen success of the company due o lts
high turnover, and Mr K's persuusive nature. This error of
accspting the aceused's stated value and the concluding of the
ngroemant prior w0 conduating o due diligonce Investigation
rendered the company vulnerable o not only & loss on the price
paid. bul lso o merging with n compuny whose personnel were
not trustworthy, The @ directors therefore fuiled o their duty in
this regatd to act with due care and skill a8 was requirad in their
role ug stewards of the sharehohlets of the @ group.

With hindsight it is evident thut the due diligence Investigation
should have been conducted prior lo the finalisation of the
agreement. The exiernul auditors of the @ group were
commissioned (0 perform n duc diligence investigatlon four
months afler the merger and the resulty of thelr investigation
revealed timt the net assely of the company were overstated
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effectiveness of the King Report depends on the unity of iis controls
which miust operate in harmony o achieve the Report’s objectives, Whilst
it is acknowledged that this is nov eusy to achlevs, the imporiance
itplementing and maintaining these controls is demonstrated by the losses
incurred in the case study company which urose in part from not adhering
to the King Report’s recommendations.

Varfous contvols which could have prevenied the frauds, or at lesst
dewcted ther and resulted in their being repoved to the appropriate
authorities are now exumined. Interpretation of the findings indlcate tiat
the majority of the feauds tn the case study were avoidable.

5.1.1 INTERNAL CONTROLS OVER CASH

Qne of the preferred methods of the accused for commiiting fraud
involved (he unauthorised withdrswal of funds from the company.

- This oceurted in instunces such us the purchase of shares from his
fellow sharaholders, the witkdrawal of the cash cheque of R200
000, the loan advance of R2,035 million which Mr K withdraw
from M, and (he coneeulment of the 538 contravention, Thess ncis
resulted in the crimes of fraud, thefl, and contruvention of 8227 of
(he Companise Act procedures requirsd for authorlsing loans o
company diractors,

Controls which could huve prevented thexe liregularities Include:

+ authorisation by the bourd of directors for ull cash payments
over a ceitain amount (e.g. R1 milllon) or authorisation for
sf acifle typey of iransactions. None of the payments in A or U/
wte authorised by the bourd, which facilitated the eage with
which the frauds were commitied,

¢ proper segregulion of duties such that the managing dlrector
cannot assume responsibility for requisitioning cheques
without providing suitable documentation (6., matched capitat
expenditure authorisution furms, orders, goods recelved noles
and lavoices).
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5. AD SIS OF THE RESULTS

This chapler conslders, through the process of intsipretative analysis, whether
the frauds at the ease study company could huve been avoided by implementing
the King Report’s proposals,

5.1. THE PREVENTION OF THE FRAUDS

Whilst the King Report’s proposals may not be able to prevent all fraud
(ses 4.5) adheroncs to its recomemendations can have a significunt Impact
on the oceurrence of frand It a company. The examination of the frauds in
the case study lidicate (hat the majority of the frauds couid have besn
prevented had the King Report's controls been implemenied in the
prganisation,

The rossarch indicates that the primary controls of the Report which can
assist in redueing fraud are:

»  the maintenance of an elfective system of internal controls

e gcompelent, independent Intepnal wudit function, an important part of
whose responaibilities should include investigating any management
override of internrl conirols, and unwsual and material trangactions.

+ an influentlal  audit commitiee  with non-executive  dirsclor
representation on the bourd, o whom internal audit and other
employses can teport any hregulur setlvitles by management. The non-
executlve diraciors shiould also have sufficlent power on the board to
net decisively on any Information coming to their attention indicating
that thers has been mismenagement by Lhe executive direstors,

For the King Report's proposuls (o be effective it is important that these
controls all operata jointly and elfectively. If there are ineffective internnl
coutrols or an incornpetent internal nudit function both the prevention and
detection of {raud are unlikely, as ix shown In the case study. Bven if
internal controls are elfective and internul uuditors discover an irregularity,
where there is no Independent and powerful audlt commiitea 10 roport this
to, conwetive action will once sguin not be taken. Thus it Is evident that the
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M King regards to the solution Lo the problen of controlling fraud to be
for business to be more pronclive in combating it. This includes the
performance of fraud audits by a company and anticipating areas
vilerable to leregularitles and strengthening internel controls in such
areas. However he belleves that (he structure whichh his report has
proposed will assist in establishing minimum standards which should
improve corpornte governance in the long run. This contentlon s
supparied by the analysis of the findings of this research report in Chapter
5, :

The opinions of Mr King, Mr Anderson, and Prof. Stesle coincides with
Ctiles and Taylor {1993:68) who question:

“oan adoptlon of the Cadbury Code stop & Maxwell? The
Cadbury committee was set up In the waks of the collapss of
the Maxwell companies and other high profile scandals but the
icr.msensus seems to be that the code could do nothing about
£

The analysis of the frauds n the case study company in (he next chapter
does not appoear to support this sinemant enticely, howevor, since the
finding is that the majority of the rauds which occurred at the company
could have been avelded by diligent adherence to the King Report's
proposais,
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4.5 NO GUARANTEE OF GOOD CONDUCT

Stiles and Taylor (1993:67) found that the recommendations of Cadbury
“cannot guarantee good conduct”. Citing British Alrways (BA) as an
example they noted that with five of the six fundamentsl corpotate
governance criteria In place the eompany sill failled to conform with good
corporate ethlcs, Richard Branson of Virgin Alrlines reporied BA to the
European Commission in 1991 for using its greater market powe lo force
his company out of business, and Branson further accused Lord King and
the airline of using unethical practices lo uccomplish this, The result was &
humilialing apology by BA and an award of £3.5 milllan damages to the
nggrieved parly, The Inguiry resulting (roe the affalr Is how the sitation
occurred with majority of the proposals of the Cadbury Report in place? -

The opinion of Mr Anderson expressed fn (he intetview with him is that
the Repart's proposals cannol prevent all fraud. His belief Is that benefits
of proposals such as separating the post of CEQ from that of the chalrman
and having an aggressive oudit commities will be to reduce the risk of
management irregularities in companies, but that no system of controls
will ever be perfect, He considers that the potential success of the proposal
advocated by King will depend to a large extent on the diligence with
which companies apply (he individual proposals. This oplalon s
supporied by the research conclusions arising Irom the case study
investigated,

In an interview with Mr King, chiairman of the King Report, he disngreed
with the vontention Lhut by adhering to his report's recommendations all
management irregularities could be preventsd, Mr King's belief is that
since no legislation in the pust b » 1 ahle 1o eradicate feaud despite
numetous attempts to do so, It should aut be expected that his Report’s
proposals ean accomplish this. He swid thut betier conteol of companles is
the primary objsetive of his Report, and that incrensing the quallty of
busimese soutrols should ha e the logical result of redueing the Incldences
of ir. Ju.
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the opinion that such requirsments will be effective for all new companies
seeking a Msting, From these findings it would appear that the King
Repori’s preposals require statutory enforcement for their effect to be
uppreciable,

The limited application of both the Cadbury and the King Reports to only
large or listed companies is & further consiraint, and there have beeti calls
that ‘good corporale practice should be universal from the start® (Certified
Accountant, 1993:9), However the requirements have also been Jabetled
u8 loo expe: -ive for smaller compnnles to adopt (Accountuney, 1994:14),
King counters this argument with (he contention that smaller compeanies
usually have owner involvement, which overcomes the problem of the
divoree of ownership from control und the struelurs required for corporate
governance In larger entlties in such instances Is not required (King
Report, 1994:5),

This limited application may result in starary interference in the
regulation of the accountancy profession, a sitsatiot. which most writers
agres should be avoided. O Kane (1992:3) sinted that

“glven the prolonged perivd of self-doubt on the part of the
accounting profession, und the public mistrust regardin
financinl reporting and the role of audltors, & report that rals

n few blisters might have proved more cathariie, Instend the
soul searching will continue, or until the statute makers teke
acilon for themselves,”

Compliance with the recommendutions of the King Report is one effective
means to avoid the dotrimeninl effects of greaier statutory tegulation and
thus warrants closs consideration, Stiles und Toylor (1993:62) consider
tht:

“the misslon wis (o spresd the bourdroom practices of the beut

compunies to all others, The Cudbniry Report may (herefore be

teken 1o pepresent an exercise In benchmarking.

Benchmarking hus been defined us ‘the xearch for industry

best practices thul lend 10 superior performance’. The

hcnchmnrldn{; process is becominﬁ un incrensingly Important

n,

tool for ruislng standurds in both commerce and indusiry
around the world,"
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recommendations forwarded by it However it still rerresents only
a paniial golution, since o code of ethles can Influence, but not
dictate, management actions,

4.3 CONTROLS AT THE CASE STUDY COMPANY

At the time the frauds occurred In M and U the companies had only a
limited number of the controls recommended by the King Report, Both
companies did have non-executive divectors on their boatds, and the role
of chairman wes segregated from that of CEO. However neither company
had an internal audit department, an audit committes, or a code of ethics.
None of the transactlons causing the frauds were ever presented to the
Boards of M or U For approval, a factor aggravated by the fact that internal
control at both cormpanies was wenk, The signifieance of thess findings Is
explored bi the next chapter,

4.4 ENFORCEABILITY OF THE RECOVIMENDATIONS

Bvey if it wers established that the King Report's recommentiations could
prevent fraud thers is a lack of effective sunction 1o enforce compliance
with its recommendations, Enforeement of the King Report's proposals
will be difficult. Even the requirement of 1t befng a condition of Usting is
not a guarnntes of that affected corporations wili comply with the Report's
recommendations, The gencral atthude among businessmen s that logal
provisions are irrelovant because they know they can break the law in this
arsa with impunity, Over a two year period seventv perious muaterial
freegularitios at corporatlons were reported (a the authorities, but thers was
only one prosocution (Gleason, 1993:32). Gleuson further argues that
until steps are taken with regard (o the provisluns of the Compnnles Act it
seems SA will continue with its antiquated und apprrently unenforesable
method of corparale governance.

Mr Anderson, Chalrman of the Johanesburg Stock Exchange, agroed in
an interview conducted with him that although it is a requirement of listing
that & company adhere to certain of the King Report’s proposals, it is
unlikely that noh-complinnee wuuld resutt In dellaing. He is however of
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4.2.9 CORE OF ETHICS

In terms of the King Report every affected organisation should
have iis own Code of Ethics implemented as part of its corporale
governance struclure. Feutures of such u code should include a
comimitment to the highest standurds of behaviour, and the code
should contain sufficient detnil so that clear guidance is provided
ns to the expected behaviour of all employess,

sules and Tay.or (1993:68) conslder that g «ing the appropriate
structura for corporale governance by iself 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 requirement of the King Report that an entity adopt a code of
conduct may be among the most important of its proposals. A
proposed solution of business to the problem of fruud is to
implement s, ch a code (sec uppendix 10). One way in which the
King Report Is suparior to the Cadbury Report is In {ts recognltion
of the importance of ethics:

“Anather important dimension is that without intw-ity

contractu] nlationship. would sursly colflapse. What,

therefore, hus to be evolved is a participative corporate
overnancs system of enterprise with integrity," (King
eport, 1994:2},

It is important to appreciate when considering corporaie
govemance that efhics can only ba influenced, they cannot be
fashlonod 1n concrete, 1 like regulations and standards,
Consequently the proposals of the King report can only hope (o
mova bahavioural normst In the dght direction. A statement of
principles Is a more effective deterrent and it might provide users
of accounts with some informution that would help to identify
companies with corporate governance problams; but it is uniikely
1o deter the determined abuser (Certifled Accountant, 1993:9), The
supplement (o the King Repori “Code of Ethics for Enterprises
and all who Denf with Enterprizes” providing such eothical
guidance may be nmongst the most effective of the
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4.2.8 THE INTERNAL AUDIT

King requires that affected corporations have an internal audit
functlon, the effectiveness of which should be reviewed by the
externyd auditors, and whose findings should then be
communicated lo the audit commities, The audit commitiee will
then report any items of significance 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 agress (hat it can assist In
counterecting fraud (eight percent of businosses plaa to increase
the budget for their interal audit functions - see appendix 10),

A critleal aspect of ensuring the effectiveness of internal auditors is
that & company has sound internal contrels. The president of the
Chastered Institute of Manegement Accountants in the United
Kingdom criticised the Cadbury Report, clalming that it
emphesised the importance of financial controls whilst neglecting
other important elements of Internul control (Hewitt, 1992:5), This
criticism is equally applicable o the King Report. As is shown in
appandix 9 wesk internal controls are the second most commeon
Maetor permitting the oceurrence of fraud, a finding which supports
Mewitt's criticism, :

In an interview conducted with Prol, Steele for this research
report, She statod thiu internal controls and Internal mucitors can
have an positive impuct on reducing fraud in an entity. In the case
study investigated the primwy frauds were comunitied by
management ~ Prof, Steele's helief is that the role of internal
controls encompusses the control of mnusgement so that no
indlvidual hes absolute power In the organisation. Had such
effective controls existed in the case sludy company, many of the
frauds which occurred could have been prevented, as is discussed
{n Chupier 5 of this report,
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The requirement that all audit ebnmﬁttec meetirgs should be
attended by intemnal and external audit representatives can yleld

- benefits, Any problems which are discovered by internal andit and

raised at such meetings can be more effectively dealt with by
involving external sudit through adding their influence to the
issue. Where fraud does conie to their attention they can also act a8
a pawerful fores that is more difficult 1o suppress than (he Internal
sudit, This Is especinlly rue considering the requirement of the
Public Accountants and Auditors .Act Section 20(5). This section
requires the auditor o repoit such materlal irregularities o the
Public Accountants and Auditors Board who can then inform third
parties of the matter, Including the police. An sffectlve means of
opposing fraud which 1s not subject © ovemride by top
management 18 thus avaitable from Implementing this proposal,

427 THE AUDKT COMMITTER

The effectivencss of the audit committes is a subject of
controversy. Since it Is comprised chiefly of non-executive
directors whose degree of involvement in the company is limited,
they are unlikely 1o have the degroe of knowledgs required to
appreciate all factors relevant to the business of the entity (Wixley,
1993:6).

One aren In which the uudit commiltes can improve corporate
governance is in lending authority to the non-executive directors,
By ensuring non-executlves comprise the majority of the members
of audit committes their position In (bls regard provides them wilh
additlonal power, und Wixley thts belleves that the audit
commitles has structural importance (0 & company. If employess
had the opporiunily of reporting rcegulavities coming to their
atlention to & powerful audit commliites, appropriate action could
have boen taken In responss (o this, Business also consrders that
the audit comnitiee may have & raiz to play in combuting feaud
(see appendix 10).
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4.2.6 THE EXTERNAL AUDIT

"The King Repori seeks to exiend the duties of external avditors in
certain spheres and emphasises the importance of the duties of the
auditor. The Report requires that business and professional ethics
should be adhered to rigidly by the auditor and that their
independance bs unimpeschable. Whilst (hese requirements are

- already encoded in the stalement of Eihics issvued by the South
Afcican Institute of Chartered Accountants (ET, par, .12 and .13,
1992), perceived problems with auditors’ independence is
effecting the fuith of the public in the prefession (Discussion Paper
12, par. .86, 1994),

In the case study under consideration the extens! auditors were
independent in ali respects required by generally accepied aaditing
standards, However this did not ensure their delecting the frauds
which oceurred in the entity, Whilst King requires that auditors
express an opinion on any departures (rom applicable accounting
standards, in the case of the case study the audit procedures
applied did nol delect any of the irregularities, and those matters
which were queried by the auditors resulted in management
providing them with fictiious corroborating information.
Therefore the King Report's proposals in this regard are unlikely
ta reduce fraud

This sluation is nggravated by AUDOS (1992) which states that (he
audltor is “not responsible for preventing illegal acts, other
Irregularitics, and errors™ {par. .18), The auditing statement also
recogitises the additionul problem of actvitles designed to concenl
the frauds, which did not oceur in the cuse study. King did not
propose changing the uuditing stundard, (However AUQ0S
requires that suditors plar and perform their procedires to ensure
that it is probable that their procedures will detect any material
misstatements (par, ,16), The frouds which occurred were material
to results of the case study company, and there is evidence that the
external auditots of M and U were guilty of negligence in the
performance of their duties.)
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APPENDIX 2
() Mr_K's Cortravention of s38
’_—-\ R7.5m
( MrHandMrS ), \l&rK
""“"'--....._ " A
50% » 50% | R7.5m
‘M Ply 04d) |- .| E (Pty) Ltd
R7.5m
C (Pty) Ltd

Seation 38()) ol the Campenies, Act states the falloving:

No compuny shalt give, whether directly or indireetly, und whether by menns of a loan,
gumantee, the provision of security or otherwise, any fuanclal asistance for the
purposes of or In connechon with o purchuse or subseription made or to be made by
any persor of ot for nny sharss of the company, or where the compuny is a subsidiary
company. of itx holding company.”

(i) The Creation of the Holding Company and Sale of Shares
in M. (Bty) Ltd to H Lid

100% 100%
MrK | ML

M (Pty) Lid

g




Reported Cases of Fraud In South Africa

'“J[Hj X ‘-"'“m- t-oi&——um-\....b.\. ‘. .

Ao
Jong
g 2500
8 2000
é 1500 |
oo

500

Year

Sutiree; South African Police tgunted in Mittoe, 495)

GNVISEFIVMIIN HHI A0 ALISETAINGD

IJqavNag Fyia
anvig NV AINVYNAIAGD TLVIOIL0D




CORPORATE GOVERNANCE AND FRAUD
DIRR BENADE
UNIVERSITY OF THE WITWATERSRAND

tisk (o companies and thelr sharcholders of fimil by senlor employess,
Mowaver the proposals cennot achisve u punuces, because, as stated by
Speechly (1994:9):

“But as a measure (o |I1’r:vent lurge-scule Muud, the code could prove
ineffective, It would be foolish to think that someone like Maxwell
would have behavod any differently had the code been in place then,
Tdon't think it can be seen as a guarantee ngaingt bad behaviour.”

The recommendations’ primary nccotaplishment wil be moving corporate
governanca closer {0 its jdeal structure: the establishment of a cotrsct balance in
the needs betwosn the freedom to manage, secountabllity, and the interests of
different stakeholders, ki also offers a means of controiling the growing fraud
rate which it appears that government will be unuble to prevent. Mitner
{1995:11) quotes Mr King, saylng that:

“King frank!e ndmits that the State is incapable of apprehending and
prosecuting white colloe criminals, Their crimes are (oo complicated
nnd there aye too faw forensie experts {o solve them.”

Since the State cuannot by relled upon to countervet fraud, it Is evident that
business will be required Lo take the initintive and accomplish this. Peter Wilmot
{1994:11), former prasident of the South Afvican Instltule of Charered
Accountants, found from his research that the best pratection for a company
agalnst fraud is:

1. Strong, Involved, investigntive management,

2. Gootl systems of internal controls and internul checks.

3, Strong independent external auditos.

Wilmot further utges manegement to challenge the ethos of their corporate
culture to ensure that It convays unequrivoenlly the message that dishonesty, Inek
of intagrity, and dublous dealings will not be olersied, All these procedurss me
recommendations made by (he King Repoit, and Wilmol warns that unless these
procedures are adopted the “prevention of white collar crime will not be
nchicvable”, Tt Is through its recommendations of such procedures (hat the King
Report has the potential 0 make n valuable contrlbulion to gontrolling
ttnagement fraud in South Alricn,
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7. CONCLUSION

The recommiendations forwarded by the King Commilies are already being
ndopted by South Alrican companies. Conshu Holdings Ltd and Amrel Ltd bath
included a corporata governance reporl in thelr 1995 Antual Reports (before it
became a requirement listing on the Johunnesburg Stock Bxchange), indicating a
willingnesa on the part of thet finuncinl community to implement the proposals,

A potentially serious problem of the King Report ix that it is not possible lo
measuie the oxtent of compliance by a company to (he Report's proposals » it s
possible, for example, to disclose that 8 company bus an Internal audit function,
but how can & user of the financial statemants determine its effactiveness? Prof.
Katz at a Corporate Governance Sermioar expressed concern (hat companies and
investors are Lecoming obsessed witli mdhering lo corporate govemance
checklists, He stated that quantitative steddle checklists give Talss comfort as to
the adequacy of an enlity's corporate governance, sines it ignores the chemisiry
on the bonrd of diractors, An illustration provided of tis fact was that whilst the
chalrman may be a non-executive direetor, if' the managing director has an
uverbenring personality and the chairman is thnid, the managlng dirsctor wili
dominale the company irrespective of how muny of the corporeie governance
checklist requirements are mel, Factors such us these relnforee the impaortance of
the requirement thal nonsoxecutlve directors be independent and equipped with
sufflcient nuthority (o chnllehge executive management on the board,

The recommendations of the King Report ugree with those of Discussion Paper
12 on Meating the Financial Raporting Needs of Users of Fhuunclal Statements
in Sauth Africa. The Councll of the South African Institute of Charered
Accountants reviowed the report and endorsed the King Report without
rgservation (Techtalk, 1995:1), The way thus seems clear for the adepton of
King's proposals. An additional incentive for companies to comply with the
King Report iy that It will ussist in the preventing the self-regulation of the
secauntancy profession In South Alvica being replused by statutery control, &
situation which most commentators agree should bu uvolded (Q Kane, 1993:3).

The conclusion of this research report is thut wiherence to the recommendations
of (he King Report can make an important contribution to the alieviation of (he
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5.4

The answer to the ressarch guestion posed at this start of this report, from
the results of the ressarch conducted, thercfore, is that the primary
recommendations of (he King Report con ausist in preventing management
Irregularities within an organisation, but cannot be expected to eliminate
the risk of management fraud entirely.

Items which have been identified in: this report as requiring further

research are: '

1. How to measuro the extent of adherence to factors which the King
Report requires thet companles disclose, In the Inlerview conducted
with Mr King he conceded that a defect of the Repori®s requirements is
that the gffacrivenass of a control Implemented by a company cannot
be measured and reported,

2. Whaother the King Report's requirements should be legally eiforced.

3, Should the responsibility of extomnsl auditors be extended o
ene mpass the detection of fraud? .
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a company institute a swong code of ethics, supporied by effective internal
controls and alertness on the part of management in noting warning signs
of fraud, Wunder found that in combating fraud:

“The single blgg‘esl delesrent is a strong, top-down policy that
is well conununicated to all employees that (heft 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 resentah report s

ll

No person in the organisation should be considersd above suspicion in
combating fraud. Despite K and 8's positions as directors of the
company and K's apparent (rustworthiness, both were guily of
slgnificant frauds, which should serve us an indication that all
employess of & company, whutever thelr level, must be subject to
some form of control. _

The primary controls of the Iiing Report which can asslst in reducing
the risk of fraud by management ars:

» 2 strong system of inteinal controls, any override of which by
management should be refeired automatically o the audit
commitiee by an employee who defects su~h occureences.

» @ compelsnt, effective and independent internal audi¢ function,

» an Independent audit commitice with influentinl non-executive
representation on the bourd embodied with suflicient power so
thet ray matters coming to thelr atiention can be effectively
addressad,

A hatmonious and effective oporation of the above controls Is esseniial
for them to be successful in proventing und detecting fraud,

A code of ethies whiclt is effectively communicated to all personne] i
an organisation and adopted by senior munagement is an important
component of an effective corportte governance swucture,

Since not all frauds can be prevented by udhering to the abov.
procedures and controls, steps such ns fravd audits may prove
necessary in combating fraund,
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they been effective, would certainly not huve exceeded the related benefits
(as measured by the extent of lossex arvlsing from the frauds wiich
occurred).

It is significant 10 nole that the case sludy company U and its holding
company, the @ group, have now implemented all the controls
recommended by the King Report. The opinfon of the company’s current
management i8 that the recommendations of the King Report regading .
internal control and corporute governance are of value and that
implementing the proposals is worthwhile, This finding should serve az a
warning to other sntliles who do not yet have King's recommended
corporate governanice structure 10 (ke preventutive netion before they too
became victims of the rising incidence of fraud in South Altica,

A problem which has been identified in justifylng the beneflits of
lmplementing the King Reporl's proposuls is how o measture the
effectiveness of the vavious conuols implemented. To measura pnything
requires a yaudstick - and in thelr reporting auditors and ditectors will
require a set of parameters that the {nvesting community nceepts s
appropriaie benchmarks for the Information required, King hag not
Indicnted, inter alle. how the value of Internal conirol, and the
effectlvenses of non-sxecutive directors are to be menasured. Consequently
ealls have been made not to require something (o be reported belors it can
be measured (Keegan, 1993:79). It is one thing to say that & control
exists, but quite another to cluim that 1t Is effective. This is mentonad as a
caveat and is noted under Section 5.4 s & mutter for further resenrch,

The importance of manngement adopting u prouctive stance in combating
[raud s an additional control to those recommended by (he King Repont
which must be considered. Murins (1994:18) encourages compraies 0
addopt 4 fraud response plan as part of ensuring n more progctlve stance by
business o combating fraud, This entuils planning and preparing a
document which sets owt policles and procedures guiding a company’s
responses (o fraud or thefu. Its purpose will Include the minimisation of
the risk of subsequent losses, Improving the seale of recoveries, and
making a clear statement to employees that the compan: will not be a
‘soft* target for attompled fraud, Wunder (1995:42) also recommends that
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mueking misrepresentations at the oulset, the merger may never
have been approved. The current company management also
admits that had closer atiention been paid to U's operating results
the amount of the loss which occutred could have been
significantly redused. Likewise permitting the loan account of the
company to expand without Investigation as tc how the funds
were being utilised was a failure by the directors of @ to perform
their duties with due cave, More involved and diligent boatd of
dirsctor review (and pacticulaly by independent non-executive
directors) as proposed by King may hiave assisted In limiting this
negligence which, according (o & senlor manager of the @ Group,
did considerable damage to the n putations of (he @ directors
involved In the affhir,

The exercise of greater caution und [ull and proper enquiry into afl
detatls relevant (0 the merger by the @ directors involved would
have contributed to limiting the losses inewred by the group,

5.2 CONCLUSIONS FROM THE RESEARCH

A common response arislng from the interviews conducted willi Prof.
Steele, Mr Anderson, and Mr King was that the King Report’s proposals
cannot prevent all frand. The survey of the litetature related to the King
and Cadbury Reports yielded similar conclusions, The results of this
resenrch report supports this assertion, However the investigation of the
case study provided evidence (hut the King Report’s proposals, had they
been implemented mid complied with al the company Investigated, could
probably have preventxd or delected the mujority of the frauds which
occurred in thal company . This lewds o & finding that there are significant
beneflts to be gained feom udheronce to the King Report's
recommendations.

Whilst complying with King may be costly, in the case of the cass study
company It can be observed (hat expenditure on controls such as an
internal audit functlon and an qudit committes may have saved the & group
up to R400 million, This would indicate that cost of such controls, had
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¢ areview of company opetuting resulls by internal auditors and
sentor management would have identified 1 major fluctuation
In results in the month thut the Journal entry was passed. This
would Lhen luve been followed up on and the cause
determined. .4 gross profit percentage review for example
would huve highlighted # signilicant difference requiring
Investigation.

» general Jedger reconcilintions o subsidiary Jedgers (e.g. the
debtors control account to the age analysis) would have
established a difference of R10 million which would have to
be accounted for, anct the Iraug could have been detected In
this mennet, :

o work by the Internal auditors on muatching invoiced sales io
authorised order farms and signed proof of dellvery notes
would have failed o {ind documentution supporting the R10
miljion sales and an Investigation would have resulted,

Proper internal controls and review by management sheuld have
preventod this fraud, Hod this not occune * &n effective system of
intetnal contial systers coupled with management inlervention
should have detected the irregulurity.

5,17 RECKLESS i RADING

Tho eharge of reckless trading was raised against Mr X for pricing
goods sold at a mark up 5o low that the company ss unable to
nchiave any level of profiisbilily, thereby necessitating substantial
borrowing which could not have been rapid. In so dolng s
aclions were prejudicing both (he company's sharcholders and
ereditors,

The Q group concedes thil one of thelr primury errors in the affair
wus lo commit themselves 10 the tuke-over before performing a
due diligence review. This would have highlighted the ttue state of
the company’s affairs and would alse huve demonstrated the
chacacter of Mr K. Hud @'s directors besn uware that Mr K was
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being sot-off against the shareholder loan accotmt could have been
prevented and/or detected in a number of ways:

s members of the board on recelpt of the management accounts
should have querled the incrense in the fixed assets, The
amount would not have been authorised or have resulted in an
outflow of cush and thus probing questions regerding this
journat entry would have arisen from both members of the
board and the internal audit function,

» internal auditors by inspecting the fxed asset register and
vouching fixed nssel costs would have Identified a
discropancy. As the audlt committes should be responsible for
following up on the resulls of work performed by Intsrnal
sudit spproptinte action could be taken by non-executive
directors on the audit committee in response to the work done
by the Internal auditors, '

s the external auditors should have detected the fraud as the
amount wis material and the manner of accounting was in
contravention of GAAP, _

. The ahove analysis Indicates that tnis {raud is thus avoidable.

5.1.6 KICTITIOUS SALES

It wus established by the forensic uccountants that the
computerlsed sales system was manipulated by a computer
programmer employed in the company at the instance of Mr X,
This resulted in transuctlons to enuble the fletitious sales of R10
million to be processed. Controls forming part of an effactive
system of internal controls which would have datected or
preventad this fraud Include:

¢ sogregation of duties so that a compuler programmer cannot
access live programmes and pass journal entries, which would
include a system of password controls and menu mstrlctions,

» o compuler log to note necess violuions so that thess can be
followed up on by other senior data processing persouiel,
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5.14

A problem with the above analogy however is that Mr K and Mr §
sntered Into an arrangetnent with a third pacty to provide fictitiovs
conflrmation of the amount which proved sufficlent to mislead the
external auditors, This factor coupled with the problem of
collusion between the financinl and munaging directors resvited in
g situation in which (he detection und following up of any
suspected frauds would have proved onerous. Consequently it is
possible (hat this fraud may not have been detectsd by internal
auditors.

In paying for non-exisient ussets, either directly in the form of
cash or indlrectly by reducing its holding company’s liability
owing to it, M was directly beneliting Mr K, H’s majority
sharsholder. Intsrnal controls which could have proved effective
in preventing this fraud include:

¢ roquirlng dirsctors to suthoidse these material transactions
through capital sxpenditure authorisations.

» sogregation ol duties which would reguire the generation of
(he purclase requisilion, the recelpt of the nsset and custody
thereof, and the recording and payment for the asset fo be
performed by different personnel of the company.

o internal auditors who ngree assels in the genesnl ledger control
account o the fixed assef register bulonce and physically
inspect fixed assets reflected on the registe..

Any of the above internal controls could have proved effsctive in
preventing or detecting the fraud reluting to the provision for
equipment, 1t is therefore considered that these frauds could have
been avoided.

515 ASSET.REVALUATION

The revaluation of fixed assets with the non distribuiable reserve
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APPENDIX 12

. Tongsat 12 7 63%
Premier 10 6 63%
Tiger Onts _ 8 7 ' 53%
Bngen 7 7 50%
Ralnbow 4 4 50%
Liberty 11 11 50%
SAB 9 {0 47%
Pepgro 6 8 43%
Anglo 1 19 37%
Barlows 8 14 36%
Trencor 3 6 33%
Altron 3 7 30%
Piek n Pay 4 12 25%
W&A 3 I} 21%
Seprdell l 10 9%

Source: Wixley, J. Power in the hands of the few, Accountancy SA, September 1993, p. 6,
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APPENDIX 7

Increasing budget for securily depanment
Forensic investigative review

Referance checks on new employeas

Increased role of audit commitice

Employment contracls

Code of sanclions against suppliets, contractors
Sialf rotation pollcles

. Surveillance equipment

Increased budget for internal audit

Increased focus on senior management

Review and improve internal controls

Establish n fraud policy

Training courses in fraud prevention and detection
Establish 1 corporate code of conduct

X
x

-+

R N A A

Tick Legoend

v = Contro! advocated by King Report concuss with buslness’ planned steps,
» = Control advocated by King Report does not cancur with business” planned steps,

+ = Conirc ! advocated by King Report indirecily concurs with business' planned steps
since the control 1s a patt of a sound system of internal controls,

Source: Buslness racaminandations - KPMC Forensle Accounting, 1994
« Klng Roport Conlrols « King Report, November 1994,
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APPIINDIX 6
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APPENDIX 5

MrK
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H Ltd

52%

H Share Trust | Q Group
40%
M (Pty) Ltd (M) |, _ W Ltd
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]
i 48%
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APPENDIX 4
'Q GROUP LTD
(Holding Companv) . _
—_ ' 60% M Shere Trust
1 0%
86% HLu
i | 16.%
W Ltd r M (Pty) Ltd
& iP‘ l' 'l . . .u . l

Subsidiaries and sub-subsidinries Subsidiaries and sub-subsidiaries
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