SUPPLEMENTARY STATEMENT (3) OF N J FRANGOS (“FRANGOS”) TO THE MINISTERIAL ENQUIRY INTO THE AFFAIRS OF CORPCAPITAL – ANALYSIS OF, AND RESPONSE TO, THE STATEMENTS OF P L WILMOT (“WILMOT”) AND    

G D COPPIN (“COPPIN”)

Statement of Wilmot

1.
Clause 4 states: “… Brait’s operations are closely aligned to those of Corpcapital”.  Wilmot then continues that as neither Brait nor Corpcapital made full disclosures, “… therefore, the accounting treatment and disclosures are no different from those of Corpcapital”.  The core operations of Brait were private equity, an activity strictly governed in terms of the mandate between the US Dollar based funds and the manager, Brait.  Traditionally Brait engaged in medium and large-scale transactions of companies that were in more mature stages of their life-cycle.  Corpcapital did not have a private equity fund and the operations were therefore not closely aligned.  In addition the mere fact that Brait applied a particular set of accounting policies to its operations does not justify Corpcapital in doing so.

2.
An inference is made in Clause 5 that since Investec analysts noted the unsustainability of Cytech attributable profits that the market in general was warned.  This leap from the individual analyst to general market knowledge is far fetched, and is in any event no substitute for the board acting in accordance with its duties of care and good faith and informing the market fully.

Statement of Coppin

3.
The main issues


3.1
The principal and crucial issues relating to Cytech are:


3.1.1
What method of valuation was used, and was it appropriate to the circumstances?


3.1.2
Were the assumptions realistic?  Were the valuations fair and reasonable?


3.1.3
Who did the valuations?


3.1.4
Were there appropriate checks and balances?


3.1.5
Were there conflicts of interest by the persons who undertook the valuations?  What was the nature of these conflicts?


3.1.6
If there were conflicts, were they disclosed?


3.1.7
Was an independent valuation sought?


3.1.8
If not, why?


3.1.9
Were the financial statements audited?


3.1.10
If not, why not?


I deal with these issues in more detail later.


3.2
Coppin failed to address any of these fundamental issues, and instead opted for a hyper-technical response to the pure accounting issues.  Such an approach subverts the intent of the flexibilities built into accounting standards.  If this approach were to succeed it could assist in legitimizing  the complex systematic deceptions employed in the recent spate of much publicized corporate scandals, and to those which at present remain undiscovered.  It may even encourage other to go this route.


3.3
Because of the complexity of business, broad latitude is granted by accounting rules.  This flexibility is needed to accommodate a changing business environment, while always seeking to inform and thereby protect the investor.  The purpose of this latitude given to managers, accountants and the board is to provide as much accurate and relevant information to the investor as possible – not to provide as little as possible or, even worse, to mislead.


3.4
However, as the accounting standards are rules based, they also inadvertently enable companies to defeat the true purpose and engage in hyper-technical compliance with GAAP while still misleading investors. 


3.5
The Code of Professional Conduct (Section 203 in the USA and Circular 8/99 and paras 12 and 13 of AC101 in South Africa) states that the overriding consideration is always “fair presentation”, and while compliance with GAAP is “virtually in all instances” presumed to achieve fair presentation, this is not an immutable rule.  A hyper-technical interpretation of GAAP which is contrary to the spirir and/or intention of GAAP will not achieve fair presentation.  Where this is done after the fact, and in controversial circumstances, accountants, auditors and the board of directors cannot hid behind a technical compliance with GAAP.


3.6
In the USA auditors have been found guilty of fraud for certifying financial statements that technically complied with GAAP but were nevertheless misleading to investors.


3.7
The GAAP guidelines are not so much flawed as they are improperly interpreted and applied.


3.8
The analysis by Coppin, inasmuch as it ignores the context, complexity and business environment of Cytech falls into this category.  The hyper-technical analysis put forward does not permit the board of directors to comply with one of its most fundamental responsibilities, namely to ensure that sufficient information is provided to the investing public to enable them to form a reasonable assessment of the situation in the company, and therefore to enable them to make their buy/hold/sell decisions appropriately.


3.9
As a member of the board of directors of Corpgro, and of Corpcapital after the merger, I can confirm that the board of directors was never put in a position to consider all relevant information which would enable them to make a fair judgement in order to achieve fair presentation relating to Cytech.  From Hamburger’s statement it is clear that the management of Corpcapital took it upon themselves to conduct every assessment and analysis internally and chose not to disclose material matters to the board of directors.

4.
Disclaimer


4.1
Clause 2 of the report contains a material disclaimer: “For the purpose of this report I have only considered these comments in the submission that relate to whether the above financial statements comply with the requirements of GAAP and the Companies Act.  The report does not deal with whether any value placed on the shares of Cytech was a fair or reliable market value …”.  Thus, not only is the context ignored, but the valuations themselves are not dealt with.


4.2
It appears from the approach taken that Corpcapital are attempting to shift the focus away from the real fiduciary issues towards a hyper-technical discussion on selected sections of GAAP and Schedule 4 of the Companies Act.  The emphasis is on the flexibilities provided and how this legitimately enabled Corpcapital to disclose minimally and selectively.  The Abrahams report showed why even on this basis the approaches taken by Corpcapital were flawed.

5.
Disclosure on individual investments


5.1
In Clause 1.9 Coppin states: “It is not common practice for companies to provide disclosures on individual investments …”.  The facts relating to Cytech are as follows:



5.1.1
Cytech was an opportunistic investment which was different to any investment entered into either by Corpgro or Old Corpcapital.  It was a start-up venture in a new industry, as pointed out in my supplementary statement (1).



5.1.2
The investment was not approved or disclosed in 1998 or 1999 to the boards of Old Corpcapital or Corpgro.



5.1.3
The business was initiated by executives of Old Corpcapital in partnership with friends, and there was a close relationship between the two, as amplified in Hamburger’s statement.



5.1.4
The structures were complex enabling inter-group transactions to take place without any checks and balances, or disclosure to boards of directors.  Many of the adjustments made were material and significantly affected DCF valuations.



5.1.5
The Group CEO, Jeff Liebesman (“Liebesman”), was intimately involved in all Cytech-related companies, and he was Chairman of Aqua Holdings, a company listed on the JSE.



5.1.6
The valuation methods used, namely DCF, and the accounting treatment, marked to market, were inappropriate for early stage companies because of the inherent volatility and risk of the investment as stated in my Supplementary Statement (1).  Quite apart from business reasons, and as more fully covered elsewhere, Corpcapital were not permitted in terms of GAAP to use these methods.



5.1.7
The assumptions used in 2000 by Corpcapital could not be justified by the known facts at the time.  As a result the projections of earnings for Cytech were unrealistic.  Subsequent actual results bore no relationship to the forecasts.  Thus Cytech’s own results are the best example of volatility and the inability to measure this early stage investment reliably.



5.1.8
Risks accelerated over time.  In June 2001 credit card transactions for online gambling in the US were forbidden, and it was well known that this legislation was forthcoming by the middle of 2000 as the item was already on the agenda of Congress.  In September 2001 Cytech changed the software from MGS to IMS with disastrous consequences.  Competition also increased exponentially.  Yet Corpcapital continued to be aggressive in their forecasts.



5.1.9
In 2000 almost $1 million of adjustments were made to the accounts, which had a favourable impact on profits.  The same pattern repeated in 2001.



5.1.10
The impact of a $1 million adjustment on DCF valuations is enormous because of the compounding effect, see my supplementary statement (1))



5.1.11
In June 2000 Cytech was revalued upwards from R4.5 million to R145 million.  Corpcapital, by applying the marked to market accounting method took in an attributable profit of over R100 million in 2000.



5.1.12
On the basis of the income attributable to Cytech, Corpcapital paid some R60 million in bonuses and restraints to the executives.



5.1.13
The valuation of Cytech was conducted by executives of Corpcapital without any external checks and balances.



5.1.14
The executives were conflicted as they were beneficiaries of the results that they brought about.



5.1.15
The executives did not disclose their conflict of interest to the board of Old Corpcapital and Corpgro.



5.1.16
As a result an independent valuation was not called for.



5.1.17
The auditors, Fisher Hoffman surprisingly advised management that an independent valuation was not necessary.



5.1.18
Fisher Hoffman did not audit Cytech even though the result was material to the group.



5.1.19
Selective and insufficient disclosure was made to the board of Old Corpcapital and Corpgro.  As a result the board was not in a position to inform shareholders.   There was only one non-executive director on the board, Wim Trengove.  There is no reason why Liebesman, the CEO of Corpgro, who sat on the board of Old Corpcapital, and was Chairman of Aqua, and who had a “deep insight” of Cytech could not have fully disclosed to the board of Old Corpcapital, and the board of Corpgro.



5.1.20
The Cytech valuation at 31 August 2000 was inflated by over R100 million.  This materially benefited the valuation of Old Corpcapital and affected the merger swap ratios, benefiting the shareholders of Old Corpcapital and prejudicing the shareholders of Corpcapital Bank, mainly, and Corpgro to a lesser extent because of its shareholding in Old Corpcapital.



5.1.21
Management were significant shareholders in Old Corpcapital at the time.



5.1.22
The same process took place with Cytech in 2001.  The merger was approved in the last month of the financial year and backdated to the beginning of the year.  This dispensed with the need to publish financial results for the three entities that made up the merger.  The shareholders therefore did not have a fair presentation of the results of the individual entities for 2001 so that they could compare them with the previous year.


5.2
Each of the above issues on their own individual merit raised the bar of materiality for Cytech, requiring management not to treat Cytech according to what Coppin terms “common practice” but to place all the relevant facts before the board.


5.3
Fiduciary duties on disclosure



Directors and corporate officers are bound by the fiduciary duties in their position of trust on behalf of the company and its shareholders.  In exercising these duties, they are obligated to apply their minds independently and with care, to avoid any conflict situations, and to at all times act in good faith.  No hyper-technical arguments on the accounting processes selected can replace these duties.  The acid test is what did the board know, and what did it do to safeguard the interests of the company and its shareholders in regard to Cytech.
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