DOI: 10.31357/fmscmst.2014.00188

Corporate Governance Failures in Corporate Scandals

“The Case of Alpha Credit Card Company”

By

Nissanga Shehanie Anurika Mendis Widanagama

MBA Program Year 2014



Corporate Governance Failures in Corporate Scandals

“The Case of Alpha Credit Card Company”

Nissanga Shehanie Anurika Mendis Widanagama

A thesis submitted to the University of Sri Jayewardenepura in par-
tial fulfillment of the requirements for the Degree of Master of

Business Administration in Accounting on 24™ June 2014.



Declaration by the Author

“The work described in this thesis was carried out by me under the supervision of
Professor Samanthi Senaratne. Head, Department of Accounting, University of Sri
Jayewardenepura Sri Lanka and a report on this had not been submitted in whole or in

part to any university or any other institution for another Degree”.

04.08. 2014

N.S.A.M.Widanagama Date



Declaration by the Supervisor

“I certify that the above statement made by the candidate is true and that this thesis is

suitable for submission to the University for the purpose of evaluation”.

Professor Samanthi Senaratne Of.OF. 20l¢

.................................

Head, Department of Accounting Date
University of Sri Jayewardenepura
Gangodawila, Nugegoda.

Sri Lanka



Contents

List of Tables

List of Figures

List of Abbreviations

Acknowledgements

ABSTRALT ccovconsensumsnsssvorssosmsesomrareonssnosssssmessssessmmesssxomnssssonns ssasssssssssssssssssnssssismis smmianssses i

CRAPIET I i srsemrncnssssisssr s s s oA s R SRR e Ao s Te S ity soes rmsen mw s SasmS PR oSS 1
1.1. Background of the Study .......ccooeoiiviimiiiiiecee e 1
1.2  REBEATCH TSSUE cianonmssmsaminemsmmsnmesmimssmmomnsnsnss iossss s s mistin siins shinsssassmnsssmmensnsas 5
L R O i e i oot e e iy 5
1.4. Significance of the StUAY.........cccerererrenrerenrienessisiessinesersesesssssessssessssesasserssssosessen 6
1.5; Bcope ol the BUIAY ussmmasmsninssmmnmssniimsimsins s mommmmonmssonson 6
1.6. Methodology of the Study .......cccoeeuieiiiieieiiiee e 7
1.7. Limitations of the Study.......ccccceeveriiiiiiiiiieiccece e 7
L8, Chapter FIAMBWOTK .oucsmssmnaiasmmintiimmmsnmmmn i ssammmmssosnms oo 8

CHAPIET TW0snumonmsnsmmsmssssiiisissisisssss sasiassasssssiosstarsssross osspsssstsssaoss rsemensssnsuesnts 9
2o, IIEEGOELEOIY. ..ocuereesnsmsssovesssmvmonisssessmmmusmmesessesan o s spupes es s s oo SN R S R SRS 9
2.2. Corporate governance and its relations to financial health of the organization.9
2.3. Assortment of studies investigating financial statements of reported scams...12
2.4. The role of the audit committee in corporate gOVErnance .................oeevevne... 15
2.5. The expected quality of financial reporting for better corporate governance..18
2.6. Emphasis on the role of the ownership in the corporate governance process .19
2.7. Expected role of executive, non executive directors in corporate governance?21
2.8. The Shareholder’s rights expected in the corporate governance process........ 21



2.9. Influence of the external macro environment in the governance process........ 23

2.10. Types, practices and structures of corporate gOVernance ..................cceeeveenene. 25

2.11. White collar fraud and financial crime in the corporate governance process..26

2.12. Literature from Sri Lankan studies on corporate governance...............co......... 29

2. 13, SUMIMATY ...coouieerieeeeereesseesstessaessessssessaesssessasssassssessanesssassassssssssassssssssssssssssssssnses 33
CBAPIET TRIEE csscncssnmissmmssssssssssonsinmssrssnsssonsats ssesssmsimss sy s b s o dosshs s s AaAOA AR s AR 34
Al IR e iccisiimenssmmisssimicminssseis s imas B s e oS S RSB RES 34

el | BRI B TR ey S S S 34

3.3, DatA ATALYSIS ....ccoreeseesecorasarsserenesnsennsesssrasnssmnsssnssssssnsonsssnessssnsassrsssssansonsssusernanes 37

B, [ SUIDMMIATY suavasussonsruenosssrarasosssussssnssssssms weesss 581883 s eams Gresapss a1 SRS ETA AR 47
L1 gl ) PSSRSO ——r 48
AL IR RBTIE ..o oo e consiomems i oo S SN BV TSR VTRV 48

2. Buololion of The COnMETY wumeswassrssmsmmmimmmmm s s e 49

4.3. Collapse of the COMPANY.......ccoeveeieieiriirieieie et 54

4.4. Aftermath the collapse Of ACCCL ....ccooviviiiiiiiieiiciee e 57

4.5. Court proceedings of ACCCL, csswinmmomimsmimiminiomsomsimisssomin s oo 59

4.6. Related issues after ACCCL SCaM .....ccccocervererrrerurseeseeserssnnneseseessssseserssessnsens 70

A SRETETRTANEE vcemcmcioesoscmioarmsiissiciomsinsl e e YA P A St e ST b 71
CHAPIEE PR sscrsesnvemmsmrsansmsesssnersssnenesmomssnmnsssnessnsssann et msessrs v e a e A RS SR B ST MRS SSE g
3.1 IO ORI, oo G TR R S ST S T 12

5.2. The corporate governance structure which prevailed in the ACCCL.............. 12

5.3. Examine non compliance with corporate governance best practices............. 105

Rule A, DISSCIOIS vovosesmsersmsrmssumnmmmusss sosssmmnsmonenssonesssypavossusmssansmsssessssrassssessnss 105

Rule B, Direetors reanEIati e amasmsmsssm i s cainssnimmsibiismntins 117

Rule C. Relations with Shareholders .........oovuueeeeeeeeeeeeeeeeeeeeeeeeeeeeeee e, 120



Rule D. Accountability and Audit .........cccoeveviiiiienieiieeeee e 122

Rule B. Institotional investirs e s s mse i ey 125

Rule F. Other INVESIOTS .....ccueiiiiiiiiiieieeieieie et 126

5.4. Contribution of governance failures to the failure of ACCCL ...................... 127

ot R IIETTIIEIIN ot i sttt sime imnin oo s oo 128
CRAPLET SiX.coieiiiireeiiinrensicisseeisissessissnssssssssssasssssesssssssssssssssosssssssessssssssssassnsss 129
6L T OO O e smmmsmivenonssnssonsonsnsnssnssinsmonstessh o Skiss s SRIRRERRS SSRA SRR FR RS 129

6.2. Summary of fINdINGS.....cc.eveveriirierierieeeeeeee e 129

6.3, Conelusion ..mmmmemmenyemssmesssmsosts ssmmmmesss osnsss tasmss sxassusvusasassamessssesssesusss 133
RETCTENCES consvuamsmmrunsonronsssnsnnisunssossasiassimess s st asaaesssows o ass oA A SaTEs oS FasaihaaTaaa st 135
APPENAICES o.uucririruireissisanssnssissnssessssssssssnsssssssssssssssssssssssssssssssassnsssssasssssssssssssssessnssssssasns 144
Appendix I SRERSS— ...144

Appendix I caannnammanmnsniissmisminemsssrasorsnss i i e 146




Table number

Table 1.1

Table 1.2

Table 1.3

Table 3.1

Table 4.1

Table 5.1

Table 5.2

Table 5.3

Table 5.4

Table 5.5

Table 5.6

Table 5.7

Table 5.8

Table 5.9

Table 5.10

List of Tables

Heading

A summary of the nature of accounting issues
Regulatory consequences followed by each country
Summary of prominent scandals

Data sources

Respondents of cases filed against ACCCL

Ultimate ownership of Chairman/Managing Director
The restatement of accounts in Alpha cluster companies
Comparison of income statements of LMK and E&Y
Comparison of balance sheets of LMK and E&Y
Composition of ACCCL’s (09) board of directors
Directors that served sub committees

Credit card dues

Over due credit cards that were written off

Extracted balance sheet from ACCCL General Ledger

Examine the third research objective of the study

Page
02

02

85
87
87
91
109
118
118
122

127



List of Figures

Figure number Heading Page
Figure 1.1 Author constructed view supporting (Mardajono 2005) 03
Figure 3.1 Thematic analysis of descriptive data 46
Figure 5.1 Cross holdings structure 72
Figure 5.2 The concentrated ownership 73
Figure 5.3 Beta Consolidated clusters 75
Figure 5.4 Internal governance actors 78
Figure 5.5 Control structure of Alpha cluster 92
Figure 5.6 Control structure of Alpha cluster companies 93
Figure 5.7 ACCCL monitoring structure 97

Figure 5.8 Common auditors and regulators in ACCCL 100



List of Abbreviations

AAS Australian Accounting Standards

ACCCL Alpha Credit Card Company Limited

AGM Annual General Meeting

ASX Australian Securities Exchange

CBSL Central Bank of Sri Lanka

CCA Committee of Chartered Accountants

CCSA Credit Card Security Application

COPE Committee of Public Enterprises

COSO Committee of Sponsoring Organizations of Treadway

Commission

CPA Certified Public Accountant

DIR Department of Inland Revenue

e.g. Example

E&Y Ernst & Young

FRS Financial Reporting Standards

GL General Ledger

HIH Insurance Heath International Holdings Insurance

IAS International Accounting Standards

IT Information Technology

ICASL Institute of Chartered Accountants Sri Lanka
IHI Ishikawajima-Harima Heavy Industries Company
KPMG Klynveld Peat Marwick Goerdeler

LDC’s Least Developed Countries



Mt. Lavinia

NASDAQS

OEDC
PPE

Pvt

PwC

Rs

SEBI

SIU Report
USD

WHT

Mount Lavinia

National Association of Security Dealers Automated Quota-
tion System

Organization for Economic Development and Cooperation
Property Plant and Equipment

Private

Pricewaterhouse Coopers

Sri Lanka Rupees

Securities Exchange Board of India

Special Investigations Unit Report

United States Dollar

With Holding Tax



-

Acknowledgements

“With God, there is nothing impossible.”

First and foremost I offer my sincerest gratitude to my supervisor, Professor Samanthi
Senaratne for her support to compose this thesis, with her patience and knowledge whilst
allowing me the room to work in my own way. I attribute the level of my Masters Degree
to her encouragement and effort. Without her this thesis would not have been completed

or written, one simply could not wish for a better supervisor.

I make this an opportunity to appreciate Dr. Sanjeewani Cooray for her advice to decide a
suitable research method explained in Chapter Three and Professor Andrea Melis of the
University of Cagliari in Italy for his influential paper used as base case for this study. He

also recommended texts that analyzed international scandals.

During my study at the University of Sri Jayewardenepura Dr. P.D. Nimal as coordinator

of MBA program 2009, endowed immense guidance in completing assignments.

I am grateful for my parents Andrew and Surangani Mendis giving me birth. My sister
Andrea inspired me to enroll in the MBA program conducted by the University of Sri
Jayewardenepura and Manjula being observant with Shenali and Savindri. I cannot forget
Uncle Malcolm de Silva for influencing me to accept Alpha Credit Card Company as a

case for the thesis.



ABSTRACT

Alpha Credit Card Company Limited ACCCL (not real name) an unauthorized fund
collecting company which triggered misdeeds valued at Rs 26 billion was named Sri
Lanka’s largest accounting and tax fraud done by a white collar company during the year
2008. The subsequent examination by the Sri Lanka Attorney General’s Department
documented this fraud as being associated with many internal controls and accounting
failures with deficiencies in discharge of duties of board of directors, auditors and
regulatory failures. This signaled the symptoms that ACCCL suffered from a poorly
designed corporate governance system. Based on this argument, the ground was laid to
analyze this case as a thesis, how prevailing governance failures have contributed to the
collapse of ACCCL. In this context, the study dealt with the following three research
issues. 1. What was the corporate governance structure that prevailed at ACCCL? 2. To
what level did ACCCL comply with corporate governance best practices? 3. How did

corporate governance failures contribute to the failure of ACCCL?

Established on the three research issues, the objectives of the study are threefold. Namely,
to examine the corporate governance structure that prevailed at ACCCL, to examine to
what level did ACCCL corporate governance structure comply with the Corporate
Governance Code of Best Practice and to examine how corporate governance failures
identified through the first and second research objectives, contribute towards the failure

of the company.

This study is a descriptive case study where the qualitative method of data collection was
used. Data is described based on key themes. Empirics in the descriptive case study will
be presented based on the internal and external governance actors associated with owner-

ship and control structure and monitoring structure of the company identified by Melis
i



(2005b), the Sri Lanka Companies Act No. 07 of 2007, the Sri Lanka Corporate Govern-
ance Code of Best Practice 2008 and the corporate governance perspectives that are con-

sidered as essential norms to sustain any company as identified by Mardajono (2005).

International scandals literature argues that interviews as a data collection method will
definitely be flawed when investigating a collapsed company. Interviews from board of
directors of ACCCL were not considered and descriptive case study analysis in this thesis
solely relied on archives available for public review. Generally expected role of internal
and external corporate governance actors, described in Corporate Governance Code of
Best Practice and Companies Act was compared with the absolute role performed by all

corporate governance actors that were identified in empirics.

Apparent findings of the study show evidence of, internal and external governance fail-
ures within and outside the company from its inception till its collapse in year 2008.
Astonishingly all information demand and supply side actors, all statutory bodies of audi-
tors and regulators failed to monitor activities of ACCCL. Additionally there was the
multiple failure of external audit pre and post collapse of the company. The company vio-
lated all Principles described in the Sri Lankan Corporate Governance Code of Best Prac-
tice 2008. Company violated important sections described in the Sri Lanka Companies
Act No. 07 of 2007. The company also violated the most important and fundamental ac-
counting standard “true and fair view” in financial statements. Since all regulators of
ACCCL failed to detect irregularities justify the fact that the company together with gov-
ernance actors ultimately violated the expected duties described in the Companies Act
and the best practices for good governance of a company that was explained in the Corpo-

rate Governance Code of Best Practice 2008 of Sri Lanka.
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Chapter One

Introduction

1.1.  Background of the Study

Corporate governance is a set of procedures, customs, policies and laws by which a
company is directed, administered or controlled. Every country has a unique set of gov-
ernance practices due to its legal and financial system, corporate ownership structure, cul-
ture and economic situation. But the context may differ from country to country. Despite
differing contexts the core issue is similar. From the many variables involved, weakness

in any link of the chain, may lead to breakage (Vinten, 2003).

Corporate governance structures are not uniform across countries (Keenan, 2004, Hopt
and Leyens 2009) due to diversity of ownership structures in the world. Company law in
France, Germany and China require listed firms to adopt a two tier board. The dual board
structure in some countries is being questioned. European Union allows firms registering

in European statutes to choose between the one or the two tier system (Hopt, 2002).

Corporate failures were reported from the 18" century (Jones, 2010), due to collapses of
large companies around the world, there has been a huge interest in corporate governance
practices of companies since 2001, most of which involved accounting frauds (Okapa,
2009). The debate goes on as to why companies want to end up in a collapse putting their
reputation down which was gathered over a long period. Boyd (2003) reveals it is because
a good governance system is not in place. Thomasic (2011) found weak internal control,
Mulford and Comisky (2002), financial reporting irregularities, Bell and Carcello (2000)

inadequate internal controls, Zandastra (2002), risk management as the causes of failures.



