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ABSTRACT

Corporate governance refers to the processes used to manage a company. The governing body of
an organisation, which includes the board of directors of a company, is responsible for corporate
governance. The King IV Code (The Code) recommends principles and practices to achieve good
corporate governance in South Africa. While, following of the Code by directors is voluntary,
there is a need for its enforcement, because the decisions of directors affect all stakeholders.
Internal and external stakeholders of the company benefit from good corporate governance. The
Code can be enforced by its application, the business judgement rule, the Johannesburg Stock
Exchange (JSE) listing requirements and the Companies Act 71 of 2008. This study adopts a
desktop research incorporating case law, legislation, journals, diagrams, articles, research papers
and a comparative analysis of expert views to examine the effect and enforceability of the Code.
The research is exploratory in nature and includes a literature study, which provides an
understanding of the need for enforcement of the Code. The objective of this study is to examine
the application of the Code on the boards of directors to establish why it needs to be enforced and

the mechanisms through which it can be enforced.
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CHAPTER 1
INTRODUCTION

l. INTRODUCTION

Corporate governance is defined as ‘the exercise of ethical and effective leadership by the
governing body and incorporated legal entities (such as companies), towards achievement of the
governance outcomes of ethical culture, good performance, effective control and legitimacy’.* The
principles of transparency, fairness, accountability and responsible behaviour are important to
attain good corporate governance.? Corporate governance is recognised internationally® and is
concerned with the practices used to manage a company.* Therefore, good corporate governance
depends on the ability to make sustainable decisions based on economic, social and environmental

factors.®

South African corporate law is mainly regulated by the Companies Act® (the Act) and the
Code.” In 1992, the King Committee formed through the Institute of Directors of South Africa
(IoDSA) codified standards of conduct applicable to all listed companies (King 1).8 In 1992, the
King Il Code reviewed the King I Code and included the notion of ‘triple bottom line reporting’.
In 2009, the King Il Code® was published in response to the Companies Act of the time.° The

Code was published in 2016 in reply to issues such as financial instability, climate change

1 10DSA, The King IV Code (2016) 11.

2 TM Booysen, ‘Governance: Promoting good governance — imperatives for accountability’ (2015) 3 available at
https://www.cgfresearch.co.za/Portals/0/docs/2015/Articles/20150518 Promoting good governance Imperatives f
or_accountability.pdf, accessed on 30 May 2020.

3 OECD, G20/OECD Principles of Corporate Governance, OECD Report to G20 Finance Ministers and Central
Bank Governors (2015) available at https://www.oecd.org/corporate/ca/Corporate-Governance-Principles-ENG.pdf,
accessed on 2 May 2020; R Harris Corporate Governance Law Reform in South Africa (unpublished masters thesis,
University of Pretoria, 2016) 8; WHC Parry The Responsibilities of the Board of Directors in Promoting the
Principles of Corporate Governance (unpublished masters thesis, University of Cape Town, 2014) 1.

4 B Coyle Corporate Governance 5 ed (2010) 3.

> TM Booysen op cit note 2 at 3.

® The Companies Act 71 of 2008.

"ToDSA, The King IV Code (2016); OECD, ‘OECD Corporate Governance Factbook’ (2019) 39 and 43, available
at https://www.oecd.org/corporate/Corporate-Governance-Factbook.pdf, accessed on 30 May 2020.

8 T Wiese Corporate Governance in South Africa: With International Comparisons 2 ed (2017) 19.

® 1hid.

10 The Companies Act 71 of 2008.




concerns, technological disruptions and more rigorous stakeholder expectations.'! The King Codes

have shaped the landscape of corporate governance in South Africa.

Corporate governance was created as a result of the ownership of the company being
separated from its control;'? directors became responsible to manage the company over which the
owners of companies had no control,** leading to an abuse of power by directors.'* For this reason,
corporate governance was introduced.®® Directors came to be responsible not only for the health

of the company, but also for the broader economy, the environment and society.®
In the case of South African Broadcasting Corporation Ltd v Mpoful’ the court held:

‘Integrity is a key principle underpinning good corporate governance. Put clearly, good corporate
governance is based on a clear code of ethical behavior and personal integrity exercised by the

board, where communications are shared openly . . ..’

The responsibility for corporate governance and the strategic direction of the company is
placed on the board of directors.!® There is a high standard of conduct required of company
directors;?° a director must perform his/her functions according to the standard set in the Act?! and
implement a Corporate Governance Framework (CGF).??> Therefore, there is a need for

mechanisms to enforce good corporate governance, to inform the strategic direction of a company.

1 Wiese op cit note 8 at 19.

12 GJ Rossouw, A Van der Watt & DP Malan ‘Corporate governance in South Africa’ (2002) 37(3) Journal of
Business Ethics 289; N Kondlo The Importance of Corporate Governance in South African Family-Owned
Companies: Effects of Ownership and Board Composition on Performance (unpublished masters thesis, University
of Western Cape, 2016) 7.

13 bid.

14 Ibid.

15 Rossouw, Van der Watt & Malan op cit note 12 at 289.

16 10DSA The King 1V Code (2016) 21 — 24,

17(2009) 4 All SA 169 (Gauteng High Court).

18 At paragraph 64.

19 MM Botha ‘The Role and Duties of Directors in the Promotion of Corporate Governance: A South African
Perspective’ 2009 Obiter 702.

2 Deloitte ‘Duties of Directors’ (2013) 4 available at
https://www?.deloitte.com/content/dam/Deloitte/za/Documents/governance-risk-compliance/ZA Duties-Of-
Directors 101017.pdf, accessed on 31 May 2020.

2 Deloitte ‘Duties of Directors’ (2013) 5 available at
https://www?.deloitte.com/content/dam/Deloitte/za/Documents/governance-risk-compliance/ZA Duties-Of-
Directors 101017.pdf, accessed on 31 May 2020; S 76 of the Companies Act 71 of 2008.

22 TM Booysen op cit note 2 at 3; J Palmer & TM Booysen ‘Do You Really Need A Corporate Governance
Framework?’ (2017) 1 — 3 available at https://www.cgfresearch.co.za/Portals/0/docs/2017/Articles/20170228-Do-
you-really-need-a-Corporate-Governance-Framework%C2%AE.pdf, accessed on 30 May 2020.




In the case of Minister of Water Affairs and Forestry v Stilfontein Gold Mining Co Ltd it was held:

‘Practising sound corporate governance is essential for the well-being of a company and is in the
best interest of the growth of South Africa’s economy, particularly in attracting new investments

and potential investors.’?

Investors are now accepting the overwhelming evidence that good corporate governance
procedures lead to better performing companies and that investors benefit both in the long and
short term.?* Directors must possess the relevant experience and be capable of steering the
company towards profitability and sustainability,® by maintaining good corporate governance

procedures to attract better investors.?

Il. BACKGROUND

Poor directorial decisions and weak corporate governance are often at the heart of many corporate
meltdowns.?’The enforcement of the Code will lead to better decision-making and mitigate
governance challenges that directors encounter, because the Code recommends principles and
practices for the achievement of good corporate governance.?® The Code replaced the King Il
Code in 1 April 2017%° as an outcomes-based set of guidelines for a changing world.*® The Code

addresses fundamental problems of unethical leadership,®! inadequate board composition,®? over-

232006 (5) SA 333 (w) para 16.7.

24 D Crowther & S Seifi Corporate Governance & Risk Management (2010) 8.

25 TM Booysen op cit note 2 at 4.

% |bid.

27 J Leach The Correct Understanding of the Business Judgment Rule in Section 76(4) of the Companies Act 71 of
2008: Avoiding the American Mistakes (unpublished masters thesis, University of Cape Town, 2014) 3.

28 Harris op cit note 3 at 6.

2 PWC ‘A Summary of the King IV Report on Corporate Governance for South Africa’ (2016), 4 available at
https://www.pwec.co.zalen/assets/pdf/king-iv-steering-point.pdf, accessed on 30 May 2020.

%0 Ibid 1.

31 10DSA, The King IV Code (2016) Part 5.1, Principle 1, Recommended Practice 1; Ernst & Young, ‘Are you ready
to implement King IV? A shift of focus: The King IV Report on Corporate Governance’ (2016) 8 available at
http://www.ey.com/Publication/vwL UAssets/ey-governance-with-king-iv2016/$FIL E/ey-governance-with-king-iv-
2016.pdf, accessed 23 October 2018; Deloitte ‘King I'V: Bolder Than Ever’ (2016) 5 available at
https://www?.deloitte.com/content/dam/Deloitte/za/Documents/governance-risk-

compliance/DeloitteZA KinglV Bolder Than Ever CGG Nov2016.pdf, accessed on 30 May 2020.

32 JoDSA, ‘Governance issues for boards to consider in 2016,” (2016), 4 available at
https://cdn.ymaws.com/www.iodsa.co.za/resource/collection/05E93ACB-10BE-4507-9601-

307A66F34BD8/IoD CGN Governance Issues paper.pdf, accessed on 30 May 2019; IoDSA, The King IV Code
(2016) Part 5.3, Principle 7, Recommended Practice 6; lo0DSA, The King IV Code (2016) 28; loDSA, The King IV
Code (2016) Part5.1, Principle 1, Recommended Practice 1; Ernst & Young op cit note 31 at 12.




3 inadequate stakeholder communication,® cyber

remuneration of directors,® value creation,
security,®® risk oversight®” and over-regulation.®® This underlines the need for the Code to be

enforced.

Corporate governance provides the benefits of increased transparency and
accountability, creation of wealth,*® shareholder confidence,** stakeholder confidence,*? access
to finance,*® improved market value** and improved efficiency and performance of the company.*®

Corporate governance ensures sound decisions that reduce risk and increase returns.*® According

33 Deloitte ‘King IV Remuneration Governance’ (2017) 4 available at
https://www?2.deloitte.com/content/dam/Deloitte/za/Documents/governance-risk-

compliance/za Deloitte KinglV_Remuneration Governance 01032017.pdf, accessed on 3 May 2020; IoDSA, The
King IV Code (2016) Part 5.4, Principle 14, Recommended Practice 26 — 27; IoDSA, The King IV Code (2016) Part
5.3, Principle 8, Recommended Practice 65 — 66; IoDSA, The King IV Code (2016) Part 5.3, Principle 7,
Recommended Practice 36; loDSA, The King IV Code (2016) Part 5.3, Principle 10, Recommended Practice 79;
Ernst & Young op cit note 31 at 17; R Naidoo An essential Guide for South African Companies 3 ed (2016) 49.

34 JoDSA, ‘General Guidance Note, Summary of King IV Disclosure Requirements’ (2016), 2 available at
https://cdn.ymaws.com/www.iodsa.co.za/resource/collection/49D62EF3-F749-403C-BE47-
73C50F27F30F/General Guidance Note on Summary of King IV Disclosure Requirements.pdf, accessed on 30
May 2020; Ernst & Young op cit note 31 at 10; loDSA The King IV Code (2016) 4.

%5 JoDSA, ‘General Guidance Note, Summary of King IV Disclosure Requirements’ (2016), 7 available at
https://cdn.ymaws.com/www.iodsa.co.za/resource/collection/49D62EF3-F749-403C-BE47-
73C50F27F30F/General Guidance Note on Summary of King IV Disclosure Requirements.pdf, accessed on 30
May 2020; Ernst & Young op cit note 31 at 18.

3% |oDSA, The King IV Code (2016) 3; M Damianides ‘Sarbanes-Oxley and IT Governance: New Guidance on IT
Control and Compliance’ (2005) 22(1) Information Systems Management 77—78.

37 10DSA, The King IV Code (2016) 30; Y Smit A Structured Approach to Risk Management for South African
SMEs (unpublished doctoral thesis, Cape Peninsula University of Technology, 2012) 56; 1o0DSA, The King IV Code
(2016) Part 5.4, Principle 11, Recommended Practice 1 and 6.

3 10DSA, The King IV Code (2016) 30.

39 JD Sullivan, A Wilson & A Nadgrodkiewicz ‘The role of corporate governance in fighting corruption’ 1 available
athttps://www?.deloitte.com/content/dam/Deloitte/ru/Documents/finance/role corporate governance sullivan eng.
pdf, accessed on 30 May 2020; MS Radebe ‘The Benefits of Good Corporate Governance to Small and Medium
Enterprises (SMEs) in South Africa: A View on Top 20 and Bottom 20 JSE Listed Companies’ (2017) 15(4)
Problems and Perspectives in Management 274; D Crowther & S Seifi op cit note 24 at 10; PM Masegare Critical
Analysis of Corporate Governance Implementation and Control Systems within the Municipal Sector in Gauteng
Province in South Africa (unpublished doctoral thesis, University of Kwazulu-Natal, 2016) 33.

40 Sullivan, Wilson & Nadgrodkiewicz op cit note 39 at 6; McKinsey & Company ‘Global Investor Opinion Survey:
Key Findings’ (2002) 2 available at http://www.eiod.org/uploads/Publications/Pdf/11-Rp-4-1.pdf, accessed on 3
September 2018.

41 OECD op cit note 3 at 19; HJ Gregory & S Austin, ‘Corporate governance issues for 2015° (2014) available at
https://corpgov.law.harvard.edu/2014/12/12/corporate-governance-issues-for-2015/, accessed on 13 April 2018;
Radebe op cit note 39 at 274.

42 Radebe op cit note 39 at 273 — 274.

43 R Naidoo Corporate Governance: An Essential Handbook for South African Companies 2 ed (2009) 38; D
Crowther & S Seifi op cit note 24 at 15; Masegare op cit note 39 at 27.

M Ncube ‘Corporate Governance, Firm Valuation and Performance’ (2006) Paper presented at a Conference on
‘Can Africa Claim the 21st Century’ African Development Bank 2; Sullivan, Wilson & Nadgrodkiewicz op cit note
39 at 6.

45 D Crowther & S Seifi op cit note 24 at 11 — 15.

46 Kondlo op cit note 12 at 21.




to Serretta, Bendixen and Sutherland, a director needs to adhere to his/her corporate governance
responsibilities to create value and a sustainable company.*’ Kondlo asserts that a company must
establish best-suited practices of corporate governance, as the practices will differ depending on
its context.*® It is evident that the Code provides different companies with appropriate guidelines.*

This further underlines the need for appropriate enforcement.

The Code can be enforced through its application, because once it is adopted, an
application of the principles is assumed as having been accepted and the company is bound to
explain how it has been implemented to give effect to the governance outcomes, in its annual
reports.>® According to Meyer, to prevent companies from merely stating of corporate governance,
the Code has provided relevant principles and practices for boards of directors to apply and explain,
giving effect to the specific underlying governance principles.®! Further, Natesan states that by
insisting that directors explain why they took certain actions, the Code ensures they ‘apply their
minds to the challenge of achieving the goal set by the principle’.>? Therefore, directors cannot

hide behind mindless compliance.>?

Enforcing good corporate governance principles of the Code affords protection to
directors if they can demonstrate they exercised good business judgement by taking reasonable
steps to comply. However, according to Booysen, there should be a clear distinction of the
consequences for directors who blunder in their duties.>* The person’s seniority of appointment,
pay grade, experience and the extent of the damage must be considered.>® It is not proper to place
an unqualified person in a directorship position, since a business failure could adversely affect the

company and its board. Further, a director faces a potential delinquency order from a court, which

47 H Serretta, M Bendixen & M Sutherland ‘Core Corporate Governance Dilemmas Facing Boards: A South African
Perspective’ (2009) 12(2) South African Journal of Economic and Management Sciences 198.

48 Kondlo op cit note 12 at 20; JJ Du Plessis. ... et al Principles of Contemporary Corporate Governance (2005) 11.
49 M Meyer ‘The 4 Kings Of King IV: A New Era Of Corporate Governance’(2017) available at
http://www.talenttalks.net/4-kings-king-iv-new-era-corporate-governance/, accessed on 11 May 2018.

%0 Ibid; P Natesan & P Du Plessis ‘Why King IV’s ‘apply and explain’ is so important’ (2019) available at
https://www.iodsa.co.za/news/438882/\Why-King-1Vs-apply-and-explain-is-so-important.htm, accessed on 8 April
2019; S Dlamini ‘JSE makes King IV provisions mandatory for listed entities’ (2017) available at
https://www.iol.co.za/business-report/jse-makes-king-iv-provisions-mandatory-for-listed-entities-9915866, accessed
on 9 January 2019.

51 Meyer op cit note 49.

52 P Natesan & P Du Plessis op cit note 50.

%3 Ibid.

5 TM Booysen op cit note 2 at 2.

%5 Ibid.




can critically affect a director’s chance of being placed on a board again.*® Therefore, the Code
should be enforced through the business judgement rule where a director who fails in his/her
statutory/fiduciary duties can escape liability, if he/she took reasonable steps to become informed
in the process leading to a decision.®’

The Code should be enforced through the JSE, which is licensed as an exchange under
the Securities Services Act.>® According to Bhika, institutional investors practise governance
initiatives that enhance the market value of client portfolios.>® Further, investors have adopted a
hands-on role in the management and business affairs of their investee companies to safeguard
their interests.®® In addition, increased institutional investor ownership can better monitor and
enhance corporate governance procedures.®* All listed companies must comply with the JSE listing
requirements, which are ‘amended from time to time’.5? Therefore, it is in the interest of listed
companies to comply with the JSE listing requirements and the Code to attract better investors

who will assist in ensuring the company practises good corporate governance.

While the Code is voluntary; it can be argued that many of its principles are in effect
mandatory and should be enacted into law.%® According to Malherbe and Segal, corporate
governance in South Africa has transformed from a ‘soft” ethical issue to a ‘hard’ issue, necessary
for the success of capital markets and the corporate economy.®* Further, according to Coyle,
various corporate governance principles have been codified into laws, while others remain
uncodified.® In the absence of any statutory requirement to apply the principles of the Code, some
companies fail to comply because non-compliance does not attach any legal sanctions.®® However,

Harris concludes that there are many reasons for legally codifying corporate governance principles

% 1bid.

57 Naidoo op cit note 33 at 212; A Visser ‘Line Challenge, The Application and Enforcement of King IV’(2016), 3
available at https://www.adamsadams.com/wp-content/uploads/2016/11/King-

IV_APPLICATION ENFORCEMENT.pdf, accessed on 18 October 2018.

%8 Act 36 of 2004.

%9V Bhika Corporate Governance in South Africa: The Role of Institutional Investors (unpublished masters thesis,
University of Cape Town, 2014) 7.

80\ Bhika op cit note 59 at 6 — 7.

&1 Ibid.

62 JSE Listing Requirements 1.2; Wiese op cit note 8 at 23; Parry op cit note 3 at 24.

83 Harris op cit note 3 at 6.

64 S Malherbe & N Segal ‘Corporate governance in South Africa’ (2001) available at
http://www.tips.org.za/files/Corporate Governance in South Africa.pdf, accessed on 30 May 2020.

% Coyle op cit note 4 at 36; Nexia SAB&T ‘King IV Report’ (2016), available at https://www.nexia-
sabt.co.za/sabtips/king-iv-report/, accessed on 4 April 2019.

% Coyle op cit note 4 at 36.




on issues such as the role of the Chief Executive Officer (CEO) and information technology
governance.®” In summary, there is a need for principles of the Code to be codified in the interest

of a sound corporate economy.

The Constitution requires that the theory and practice of company law considers the
interests of all stakeholders.®® While the Code is not a law as such, many of its principles are
reflected as law in the Act,% which sets out inter alia the duties and liabilities of directors and
prescribed officers,”® and provisions for the appointment of a company secretary’* and an auditor.”
Not only does the Act encourage accountability and transparency,” but also provides for a new
body called the social and ethics committee.”* This illustrates how the Code may be enforced

through provisions of the Act.

The relationship between the Code and the Act is grounded in section 7(b)(iii) of the Act, which

states the goal to:

‘Promote the development of the South African economy by . . . - encouraging transparency and
high standards of corporate governance as appropriate, given the significant role of enterprises
within the social and economic life of the nation.’

Section 7(1) of the Act requires a predictable working environment where regulatory bodies ensure
adequate regulatory governance of companies.” If the board of directors acts in a manner that
contravenes any provision of the Act, it can result in a penalty being imposed by the Companies
and Intellectual Property Commission (CIPC).”® Therefore, enforcing the Code will drive directors

to comply with their corporate governance obligations.

57 Harris op cit note 3 at 31.

88 Wiese op cit note 8 at 31.

5 Nexia SAB&T op cit note 65.

705 77 of Companies Act 71 of 2008.

1 Ss 86 and 88 of the Companies Act 71 of 2008.

2. 35 90 and 92 of the Companies Act 71 of 2008.

33 34 and Ch 3 of the Companies Act 71 of 2008.

4 S 72(4) of the Companies Act 71 of 2008.

5 Parry op cit note 3 at 24.

765171, 185, s 186, s 187 of the Companies Act 71 of 2008; Parry op cit note 3 at 22.



M. ISSUE

The main issue this study seeks to examine, and address is the following:

(@) Whether compliance with the King 1V Code can be enforced on the board of directors
with regards to corporate governance in South Africa?

To address this issue an examination is needed of the application of the Code on the function of
boards of directors, to provide evidence of the need for its enforcement and why it should be
enforced. The study will identify how the Code can be enforced through the business judgement
rule, the listing requirements of the JSE and its synergy with certain provisions of the Act.

V. RESEARCH METHODOLOGY

The study is by desktop research comprising of case law, legislation, diagrams, and articles to
analyse the effect and enforceability of the Code. It includes a study of the subject of corporate
governance, providing an understanding of the benefits and challenges faced with corporate
governance and the need for its enforcement through the Code. A comparative analysis of the
views of various academics, authors and experts in academic articles, research papers and journals
will be highlighted to examine the effect and enforceability of the Code. Electronic and website
references will contribute significantly to this study. The research is exploratory in nature, as it

will examine corporate governance in South Africa.

V. RESEARCH OBJECTIVES

The objective of this study is to examine the principles and recommendations of the Code and its
application to boards of directors to establish why it needs to be enforced and the mechanisms
through which it can be enforced. Therefore, it is important to research the definition and evolution
of corporate governance, the effect and enforceability of the Code and the extent to which the Code
addresses corporate governance challenges in South Africa. This analysis will focus on the
individual directors and their roles in terms of the Code. The Code is relatively new and has rarely

been investigated by many scholars.”” The subject is important because corporate governance is

7 A Chakanika Corporate Governance in South Africa: Progress and Challenges (unpublished masters thesis,
University of Cape Town, 2013) 3.



important to promote investment, especially in South Africa, where foreign direct investment is

crucial.’®

78 Harris op cit note 3 at 8.



CHAPTER 2
THE IMPORTANCE OF CORPORATE GOVERNANCE

l. INTRODUCTION

This chapter seeks to explain why corporate governance is an important concept that should be
enforced, in the process examining the concept, theories, and benefits of corporate governance and
citing evidence of its international recognition. The theories of corporate governance enable
understanding of the concept, and how it applies to directors and affects other stakeholders, the
categories of whom will be scrutinised. Further, the Organisation for Economic Co-operation and
Development (OECD) principles which provide a foundation for corporate governance systems

internationally will be discussed.

Il. THEORIES OF CORPORATE GOVERNANCE

There are many theories relating to the concept of corporate governance, such as the shareholder
theory, the agency theory and the stakeholder theory which will be discussed below.

(@) The shareholder theory

According to the shareholder theory, the objective of a company is to generate profits and increase
shareholder wealth, since the shareholder invests in the company and the operations of the
company depend on the capital provided by the shareholder.” According to Pfarrer shareholder
theorists believe that the shareholders’ intention is to further their self-interest to gain profit for
the benefit of society as a whole.2® Further, according to Vermaelen, investors should be notified
in advance that the objective of the company is not purely profit making, but to also contribute to
wider society.3! However, Ronnegard and Smith assert that this theory presents a major hindrance

to corporate social responsibility because directors might be inclined to ignore social responsibility

9 MD Pfarrer What is the Purpose of the Firm? Shareholder and Stakeholder Theories in J O’Toole & D Mayer
Good business: exercising effective and ethical leadership (2010) 86; T Wiese Corporate Governance in South
Africa: With International Comparisons (2014) 8.

8 MD Pfarrer op cit note 79 at 87.

8L T Vermaelen ‘Putting a price tag on corporate social responsibility’ (2011), available at
https://knowledge.insead.edu/ethics/putting-a-price-tag-on-corporate-social-responsibility-930, accessed on 30 May
2020.
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issues® as inconsistent with their statutory/fiduciary duty to make decisions that further the
interests of shareholders.®® Figure 1 represents the shareholder theory of corporate governance
where the purpose of the company is to generate profit for shareholders whom are motivated by

their own self-interests.

Company E> Profit > Shareholder

MOTIVATED TO INCREASE
MOTIVATED BY SELF - INTEREST
SHAREHOLDER WEALTH GENERATE PROFTE

Figure 1 — The shareholder theory &

It is important to consider the rights of shareholders because they contribute financially
towards the creation of the company with the expectation of a positive return on investment.
However, if the shareholder interests become primary then they decide the direction of the
company instead of the board of directors. This underlines the importance of the independence of
the board of directors to manage the company without hindrance from shareholders as discussed

in the next theory of corporate governance.

(b) The agency theory

The agency theory emphasises a contractual relationship between shareholders (principals) who
delegate the authority to the directors (agents) to make decisions.®® According to Adegbite,
Amaeshi and Amao, the agency theory proposes that corporate governance concerns the creation
of monitoring mechanisms by shareholders to control directors and maximise shareholder
wealth.8® A contrary view is proposed by Rossouw, Van der Watt and Malan that corporate

8D Ronnegard & NC Smith ‘Shareholder Primacy, Corporate Social Responsibility, and the Role of Business
Schools’ 2014 134 Journal of Business Ethics 463 — 464.

8 JL Campbell ‘Why would corporations behave in socially responsible ways? An institutional theory of corporate
social responsibility’ (2007) 32(3) Academy of Management Review 952.

8 F Narbel & K Muff ‘Should the Evolution of Stakeholder Theory be Discontinued given its Limitations?” (2017)
7(5) Theoretical Economics Letters 1360.

8 Coyle op cit note 4 at 12.

8 E Adegbite, K Amaeshi & O Amao ‘The politics of shareholder activism in Nigeria’ (2012) 105 Journal of
Business Ethics 391.

11



governance problems arise between directors and shareholders because of the separation of
ownership and control.®” Figure 2 illustrates the relationship between directors and shareholders
in the agency theory of corporate governance. Figure 2 illustrates that while shareholders (owners)
appoint directors (controllers) to act in their interests and manage the company, both directors and
shareholders are still motivated by their own self-interest. Coyle asserts that for this reason many
conflicts of interest arise.®8 While the agency theory attempts to resolve opposing interests between
shareholders and directors,® the interests of directors are favoured over the interests of the
shareholder,% resulting in a danger that directors who are not monitored by the shareholder will
not act in the best interests of the company.®* Therefore, the agency relationship should exist to

ensure that directors act in the best interests of the company.®?

MOTIVATED BY SELF - INTEREST

|

HIRES
PERFORMS AND
DELEGATES

MOTIVATED BY SELF - INTEREST

Figure 2 — The agency theory %

The agency theory suggests that managing the conflict between shareholders and directors
is an important function of the board of directors.®* Therefore, one view of the agency theory

associates corporate governance with structural functionalism by assuming that people can be

87 Ibid; Rossouw, Van der Watt & Malan op cit note 12 at 289.

8 JoDSA, ‘Old Mutual row puts conflicts of interest into the spotlight’(2019), available at
https://www.iodsa.co.za/news/459686/01d-Mutual-row-puts-conflicts-of-interest-into-the-spotlight.htm, accessed on
4 August 2019.

8 KM Eisenhardt ‘Building Theories from Case Study Research’ (1989) 14(4) The Academy of Management Review
532.

% Kondlo op cit note 12 at 13.

% Ibid 11.

9 |bid.

% H Abdullah & B Valentine ‘Fundamental and Ethics Theories of Corporate Governance’(2009) 4(1) Middle
Eastern Finance and Economics 90.

% L Donaldson, & HJ Davis ‘Stewardship Theory or Agency Theory: CEO Governance and Shareholder Returns’
(1991) 16(1) Australian Journal of Management 50.
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treated as functions.® The contrary view is that people cannot be treated as mere functions and

other stakeholders of the company must also be valued.

(©) The stakeholder theory

Stakeholders are those individuals or groups who contribute directly or indirectly to the company,
and the stakeholder theory focuses on the creation of trust between all stakeholders and the
company.® For instance, Hung asserts that directors must balance the conflicting interests of
different types of stakeholders®” as detailed below. Figure 3 illustrates the different types of
stakeholders and their relationship with the company. It is evident from Figure 3 that there is a

‘reciprocal duty of support’ where the company and stakeholders are dependent on each other.

Suppliers Customers

Creditors g Community

vy

| /a S—
mployees | @\/ \/LH‘//\/\

Shareholders /‘l—> Company H Government

COMPANY AND STAKEHOLDER RECIPROCAL DUTY OF SUPPORT

\

Figure 3 — The stakeholder theory®®

% B L'huillier ‘What does “corporate governance” actually mean?’ (2014) 14(3) Corporate Governance:
International Journal of Business in Society 306.

% |oDSA, The King Il Code (2009) Principle 3.2.

% H Hung ‘A typology of the theories of the roles of governing boards’ (1998) 6(2) Corporate Governance
Scholarly Research and Theory Papers 101 — 111; T Donaldson & LE Preston ‘The Stakeholder Theory of the
Corporation: Concepts, Evidence and Implications’ (1995) 20(1) Academy of Management Review 79.

% Donaldson & Preston op cit note 97 at 69.
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Q) The shareholders

Shareholders play a passive rather than active role in corporate governance. Du Plessis defines a
shareholder as an ‘individual, institution, company, or other entity that owns shares in a
company’.’® Accordingly, shareholders are responsible for creating employment for other

important stakeholders, such as employees.

(i) The employees

Employees spend most of their lives working in the company.!®According to Bainbridge
employees are involved in operational participation, which relates to day-to-day business activities
and programmes that promote strategic participation in major policy decisions regarding corporate
governance.'%? This said, it is also important for directors to ensure proper procedures exist for

employees to report any misconduct.%

(iii) The creditors

Creditors provide access to finance for the company.%“Creditors need to be confident that they
will be repaid the money lent,*% with an interest in the continuance of the company as a sustainable

institution.106

(iv) The suppliers

Suppliers are interested in the continuance and sustainability of the company to ensure a

continuous supply of goods and services.'%” This is also important for customer retention. %

9 JJ Du Plessis. ... et al Principles of Contemporary Corporate Governance 2 ed (2011) 25; Wogu, E, O ‘Corporate
Governance: The Stakeholders Perspective’ (2016) 4(4) International Journal of Business and Management Review
47 —48.

100 JJ Du Plessis. ... et al op cit note 99 at 25.

101 Kondlo op cit note 12 at 15.

102 M Bainbridge Corporate Decision-Making and the Moral Rights of Employees: Participatory Management and
Natural Law (unpublished masters thesis, University of California, 1998) 741 — 742; JJ Du Plessis. ... et al op cit
note 99 at 28 — 29; Wogu, E, O ‘Corporate Governance: The Stakeholders Perspective’ (2016) 4(4) International
Journal of Business and Management Review 47 — 48.

103 Kondlo op cit note 12 at 15.

104 A Hargovan ‘Geneva Finance and the “Duty” of Directors to Creditors: Imperfect Obligation and Critique’
(2004) 12 Insolvency Law Journal 134.

105 JJ Du Plessis. ... et al op cit note 99 at 29.

196 1bid; Wogu, E, O ‘Corporate Governance: The Stakeholders Perspective’ (2016) 4(4) International Journal of
Business and Management Review 47 — 48.

107 AC Mallin Corporate Governance 3 ed (2010) 44.

108 AC Mallin op cit note 107 at 44.
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(V) The customer

It is important for the company to maintain loyal customers who will not be inclined to enter into
another business relationship with competitors.1%® However, modern customers are more aware of
corporate behaviour and will tend to demand that the company acts in a socially responsible

manner to the community.

(vi) The community

A community is interested in the sustainability of the company, because this will provide more
employment.***Moreover, according to Du Plessis, the community increasingly seeks to be
satisfied that companies act in an environmentally friendly manner, avoiding pollution of soil and

the local environment.11?

(vin) The environment

Climate risk is a factor in almost every business and its investment portfolio, presenting significant
risks and opportunities for boards of directors.'*3 Since the introduction of the Kyoto Protocol in
2005,** Jowering greenhouse gas emissions has become integral to every business in key global
trading markets. Therefore, the environment has become an important stakeholder, since
shareholders assign more value to companies that take cognisance of opportunities posed by

climate change.!*®

109 Kondlo op cit note 12 at 15.

110 AC Mallin op cit note 107 at 44; Wogu, E, O ‘Corporate Governance: The Stakeholders Perspective’ (2016) 4(4)
International Journal of Business and Management Review 47 — 48.

111 Naidoo op cit note 43 at 38.

12 JJ Du Plessis. ... et al op cit note 99 at 31.

113 1bid 32; IoDSA, ‘What are directors’ duties in respect to climate change?’ (2018), available at
https://www.iodsa.co.za/news/415733/What-are-directors-duties-in-respect-to-climate-change.htm, accessed on 4
August 2019.

114 Signatories to The Kyoto Protocol undertook legally binding commitments to reduce greenhouse gas emissions
for the period 2008 to 2012.

115 JoDSA, ‘What are directors’ duties in respect to climate change?’ (2018), available at
https://www.iodsa.co.za/news/415733/What-are-directors-duties-in-respect-to-climate-change.htm, accessed on 4
August 2019.
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(viii) The government

The government protects the interests of stakeholders by providing companies with incentives that
reduce divergence between private and social returns.*® Further, it monitors investment in various
industries and notes taxation raised from companies.!!’ Du Plessis points out that the government
analyses corporate trends relating to employment levels, black economic empowerment and supply

and demand of goods and services,'!® making the government an important stakeholder.

The stakeholder theory maintains that the objective of corporate governance is to consider
the interests of key stakeholders. However, directors should give priority to more important
stakeholders, making corporate governance under the stakeholder theory a task of balancing

competing interests.

I1. THE BENEFITS OF CORPORATE GOVERNANCE

Correctly applied, corporate governance leads to many benefits for directors and the company,
including better management, greater transparency and accountability, improved access to finance
and better performance and market value of the company (Figure 4). In addition, good corporate
governance heightens the confidence of investors, shareholders, and stakeholders (Figure 4).
Figure 4 illustrates these benefits which will also be discussed below.

116 Coyle op cit note 4 at 15; Wogu, E, O ‘Corporate Governance: The Stakeholders Perspective’ (2016) 4(4)
International Journal of Business and Management Review 47 — 48.

117 JJ Du Plessis. ... et al op cit note 99 at 35.

118 JJ Du Plessis. ... et al op cit note 99 at 35.

16



[ Transparency
| and
accountability

Effective and } Investor

[ |
| efficient \ confidence

" -’ Benefis |

Increased Shareholder
market value and

erf:rnr:a stakeholder
4 b confidence

K - 2
~ I Access to
finance

Figure 4 — The benefits of corporate governance

(@) An increase in transparency and accountability

Good corporate governance is an effective anti-corruption tool because it promotes transparency
and accountability.!*® According to Crowther and Seifi, transparency ensures that information is
‘freely available and accessible to those affected by decisions’.*?° Not only does corruption affect
all businesses, from global conglomerates to small and medium-sized enterprises,'?! but it can also
have a devastating effect on a national economy. Corruption leads to reputational damage and loss
of stakeholder confidence.'?? It follows that directors must ensure they are not unwittingly
contributing to corruption;*?® they should engage in collective action to make the business more

transparent through good corporate governance processes.*?*

(b) Improves investor confidence

While good corporate governance has been seen to have depended on compliance, analysts are
now viewing it as part of good business, since it assists in gaining the confidence of investors,

119 Sullivan, Wilson & Nadgrodkiewicz op cit note 39 at 1; Wogu, E, O ‘Corporate Governance: The Stakeholders
Perspective’ (2016) 4(4) International Journal of Business and Management Review 47 — 48.

120 D Crowther & S Seifi op cit note 24 at 10.

121 gyllivan, Wilson & Nadgrodkiewicz op cit note 39 at 1.

122 McKinsey & Company op cit note 40 at 8.

123 Sullivan, Wilson & Nadgrodkiewicz op cit note 39 at 1.

124 D Crowther & S Seifi op cit note 24 at 10.
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consumers and the community.'?® A survey by McKinsey of more than 200 investors with
approximately $2 trillion in assets in 31 countries revealed that a well-governed company attracts
more investors.1? Further, Radebe states that high-quality corporate governance measures reassure
investors and reduce investor due diligence costs.'?” Therefore, improved corporate governance

reduces capital costs, retains shareholders and attracts more investors.?3

(©) Improves shareholder and stakeholder confidence

Corporate governance provides protection to shareholders and stakeholders of the company.'?°
Sullivan, Wilson and Nadgrodkiewicz argue that companies with strong corporate governance
measures have fewer agency risks relating to shareholders.**® Radebe states that more stakeholders
will want to engage with a company that is transparent about its policies and details how they
work.!3 While Partner argues that the company should establish and promote a stakeholder
engagement process,'3? Masegare adds that directors should utilise integrated reporting to engage

with stakeholders.3?

(d) Improves access to finance

Good corporate governance creates market confidence and business integrity,** since it assists in
securing equity capital, which is crucial to long-term investment.!3 According to Gregory and
Austin, while most companies strive for shareholder wealth creation, in reality, contributions to

the wider economy have a further reach than profit.!3® Radebe states that noticeable progressive

125 Radebe op cit note 39 at 273 — 274.

126 McKinsey & Company op cit note 40 at 4.

127 Radebe op cit note 39 at 273.

128 |hid; Bubbico, R , Giorgino, M & Monda, B ‘The impact of Corporate Governance on the market value of
financial institutions: empirical evidences from Italy’(2012) 10.

129 OECD op cit note 3 at 19; Grant Thornton, ‘Corporate governance and company performance’ (2019) 20, Grant
Thornton available at https://www.grantthornton.co.uk/globalassets/1.-member-firms/united-
kingdom/pdf/documents/corporate-governance-and-company-performance.pdf, accessed on 12 December 2020.
130 sullivan, Wilson & Nadgrodkiewicz op cit note 39 at 6.

131 Radebe op cit note 39 at 274.

132 AJ Partner ‘Corporate Governance for Small-to-Medium Enterprises’ (2010), available at
https://www.swaab.com.au/publication/corporate-governance-for-small-to-medium-enterprises-smes, accessed on
30 May 2020.

133 Masegare op cit note 39 at 91.

134 OECD op cit note 3 at 31.

135 | bid.

136 HJ Gregory & S Austin op cit note 41; Radebe op cit note 39 at 274.
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advancements of corporate governance occur when both the economy and market grow.**’ Further,
Engelbrecht suggests that international investors increasingly demand good governance based on
moral standards and improved market performance.!3 Ethical business sets a standard against
which stakeholders make decisions.*® Therefore, good corporate governance improves access to
finance by attracting more investors, shareholders and equity,'*° thereby decreasing borrowing

rates and the cost of capital.'#*

(e Improves performance and market value of the company

Companies with strong corporate governance practices outperform those with weaker governance
practices.*? Radebe argues that even in an emerging market with a poor investment environment,
a well-governed company is likely to perform better than its competitors.'* Studies have indicated
that good corporate governance can influence the market value of the company.** Further, Brown
and Caylor identify seven corporate governance factors*® with which to score a valuation of the
company.1#® Therefore, corporate governance is vital to the company’s long-term development,

because it increases the company’s market value and rating.*4

) Developing an effective and efficient management

Corporate governance benefits a company by creating effective and efficient management of the

company.“® Not only does it provide an early warning system against all risks, but it also leads to

137 1bid.

138 M Engelbrecht The Art of Shape Shifting: Facilitating Strategic Foresight to Independent Non-Executive
Directors — A Strategic Approach to Corporate Governance in SA (unpublished doctoral thesis, University of
Stellenbosch, 2012) 86.

139 Masegare op cit note 39 at 40.

140 D Crowther & S Seifi op cit note 24 at 15.

141 1bid.

142 Sullivan, Wilson & Nadgrodkiewicz op cit note 39 at 6.

143 Radebe op cit note 39 at 273. Bubbico, R , Giorgino, M & Monda, B ‘The impact of Corporate Governance on
the market value of financial institutions: empirical evidences from Italy’(2012) 10.

144 M Ncube op cit note 44 at 2.

145 These factors include election of board members on an annual basis; the company has no poison pill; option re-
pricing did not occur within the last three years; average option granted in the past three years did not exceed 3%;
directors have attended at least 75 % of board meetings or provided a valid excuse if not attending; the board
guidelines are in each proxy statement and directors are subject to stock ownership guidelines.

146 M Ncube op cit note 44 at 15; LD Brown & ML Caylor ‘Corporate Governance and Firm Valuation’ (2006)
25(4) Journal of Accounting and Public Policy 411.

147 Naidoo op cit note 43 at 38.

148 D Crowther & S Seifi op cit note 24 at 11; Grant Thornton, ‘Corporate governance and company performance’
(2019) 20, Grant Thornton available at https://www.grantthornton.co.uk/globalassets/1.-member-firms/united-
kingdom/pdf/documents/corporate-governance-and-company-performance.pdf , accessed on 12 December 2020.
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effective risk management.*® Crowther and Seifi state that being effective and efficient entails the
adequate use of resources and the creation of processes that lead to results that addresses the needs
of the company.® In summary, corporate governance ensures an effective and efficient

management that ensures the appropriate use of resources. !

V. THE OECD PRINCIPLES ON CORPORATE GOVERNANCE

In 2007, South Africa became a key partner in the OECD, which works together with governments
to establish international standards for environmental, economic, and social challenges.’*? The
OECD principles (Figure 5) have become an important tool for implementation of corporate
governance, creating an international benchmark.>® Figure 5 illustrates the six OECD principles

for laying the foundation for corporate governance for each relevant institution.
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Figure 5 — The OECD principles of corporate governance 5
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(@) Implementation of a corporate governance framework

The OECD principles recommend the creation of an effective CGF, which must be in accordance
with the rule of law, have effective enforcement and promote transparent and fair markets.*>*All
shareholders must be treated equally and afforded adequate redress if their rights are affected.*®
The CGF must assist economic markets to operate in a manner that contributes to good corporate
governance.'®’ Since the rights of stakeholders are important, the CGF must encourage cooperation

between the company and stakeholders to create wealth, employment and financial stability.**

The OECD recognises the importance of disclosure and transparency, because it ensures
an accurate account of a company’s performance, financial situation, ownership and
governance.'®® Since, directors are responsible for the creation of the CGF, they must ensure that
it provides strategic guidance, effective monitoring and management of the company.®® According
to the OECD, provided the relevant legal and financial obligations are met, corporate governance
is about maximising value.'®! Therefore, the OECD has helped create international recognition for

good corporate governance, in which directors play a foundational role.

V. CONCLUSION

This chapter illustrates the importance of corporate governance and its need for enforcement,
especially because empirical evidence demonstrates the positive economic impact of strict
enforcement of corporate governance,'®? suggesting that good corporate governance should
become mandatory. It is also a process that helps companies achieve desirable goals.®®> Applied
correctly, corporate governance provides several benefits for directors and the company, and other
reasons for the need for enforcement is that it prevents corruption and encourages transparency**

and improves a company’s access to finance and market value, leading to greater investment and

155 OECD op cit note 3 at 13.

156 |bid 18.

157 1bid 29.

158 |bid 34.

159 |bid 37.

160 1bid 45.

161 Coyle op cit note 4 at 14.

162 A Pietrancosta ‘Enforcement of Corporate Governance Codes: A Legal Perspective’ 2014 Doctrine 28.
163 P Natesan & P Du Plessis ‘Making corporate governance universal’ (2019), available at
https://www.iodsa.co.za/news/435112/Making-corporate-governance-universal htm, accessed on 13 August 2019.
164 Radebe op cit note 39 at 274.
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employment.!®® In addition, corporate governance is a key to healthy financial markets,®

improving efficiency and operational performance.'®’ Further, it creates stronger bonds between

directors, shareholders and other relevant stakeholders.'68

Corporate governance is important enough to be recognised internationally through the
OECD,*° which forms an international reference point for a CGF.1° It should be mandatory for
directors to implement a CGF. The shareholder theory looks towards the interests of
shareholders!™ in contrast to the agency theory which focuses on the relationship between
directors and shareholders.'’? However, the stakeholder theory is the dominant corporate
governance theory in South Africa by virtue of the provisions in the Code.!”® The Code, which
encourages a stakeholder-inclusive approach to corporate governance, will be discussed in the next

chapter.

165 pietrancosta op cit note 162 at 27.

186 | bid.

167 D Crowther & S Seifi op cit note 24 at 11.

1688 OECD op cit note 3 at 34.
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173 |0DSA, The King IV Code (2016) Part 5.5, Principle 16.
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CHAPTER 3

THE NEED FOR APPLICATION OF THE KING IV CODE ON THE
ROLE OF THE BOARD OF DIRECTORS AS A MEANS OF
ENFORCEMENT OF CORPORATE GOVERNANCE

l. INTRODUCTION

This chapter will examine how the application of the Code affects the role of directors in corporate
governance, with emphasis on enforcement in the event of non-compliance, providing an analysis
of a practical implementation of corporate governance duties of directors and including a critical
analysis of the functional governance areas of the Code and examining the objectives, structure
and application of the Code. This analysis is required to understand why the Code should be
enforced as it attempts to resolve some of the major corporate governance challenges. The King
Codes have already made significant strides in terms of their outcomes, principles and practical
aspects of corporate governance.!’* The Code took effect on 1 April 2017, replacing the King
I11 Code in the light of changes to the regulatory and corporate governance landscape and
difficulties in adopting the King Il Code’s principles, which faced criticism in the context of a

shift in approach from capitalism towards integrated thinking.1’

The Code shifts its principles towards practical implementation and real-world action.X’” It is
concise (the 75 principles of King 111 were condensed to 17 principles)*’® and includes practices

which give effect to each principle.r” Further, the King 111 Code chapters were reduced from nine
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to five chapters in the Code, which is illustrated in Figure 6.1 Figure 6 illustrates these chapters
which are designed to provide guidance from leadership, strategy and governance to delegation,
reporting and the management of stakeholder relationships. Although the principles in the Code
were reduced in number to allow directors to exercise judgement and have a level of flexibility
there is a danger of misinterpreting the principles.’8! The Code includes a wider variety of
organisations, with five sector-specific supplements to provide guidance for small-to-medium
enterprises, non-profit organisations, public sector entities, municipalities and pension funds.®2
The Code also asserts that the board of directors is primarily responsible for corporate
governance.'® The previous reference to the ‘board of directors’ under the King I11 Code has now
changed to the ‘governing body’ under the Code!84 so as to include other organisations, which lack
a board of directors.'® However, this study will refer to the board of directors specifically as they
fall under the definition of ‘governing body’.
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Figure 6 — The five chapters of the King IV Code!8¢
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Il. THE APPLICATION OF THE KING IV CODE AS A METHOD OF
ENFORCEMENT

Many directors and companies approach compliance with the Code in a ‘tick-box’ manner, which
reduces compliance to a set of mechanical actions, without addressing the underlying goal.'®’
Mervyn King asserted that many companies simply viewed compliance with the King Codes as a
cost of doing business and simply followed as many of the recommended practices as they could,
without proper appreciation.®® However, the ‘apply and explain’ disclosure regime of the Code
can be seen as a method of enforcement, since it forces directors to disclose how their actions
helped the company achieve its goals.'®® Further, according to Natesan, the Code encourages
companies to take a more proactive approach to corporate governance and reap the rewards for
doing s0.2%° Therefore, an explanation on how the practices are implemented to give effect to the
related governance outcomes must be disclosed.!! Figure 7 illustrates how directors can apply the
Code to achieve the governance outcomes. Figure 7 illustrates that to achieve the governance
outcomes, directors must practice the recommendations of the Code in a manner that gives effect

to the overarching principles.
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Figure 7 — The application of the King 1V Code 192
The legal status of the Code, comprises of a set of voluntary principles and practices.'®

In the event of a clash, legislation will triumph over the Code.** Alternatively, directors must still

holistically apply the Code according to practice and guidance notes designed to achieve the four
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governance outcomes of good performance, effective control, legitimacy and an ethical culture.'*

Directors can achieve this by creating an application register, indicating the extent to which the
required principles and outcomes have been achieved.!®® This register must be updated annually,
endorsed by the board and disclosed on accessible communication platforms.'®” Further, the Code
advises directors to set goals, delegate responsibility and assess progress through accountable
reporting.® This reveals a fundamental shift from compliance-driven disclosure to outcome-based
reporting.®® Therefore, the language of ‘apply and explain’ aptly conveys the Code’s intention to

be more than a voluntary code.?%

(@) The importance of the King IV Code in leadership and ethics

The first principle of the Code is good leadership — the key starting point for developing good
governance.?! Good governance is not based on principles and practices, but on the character of
those tasked with governance;?%? the Code’s principles are designed to emphasise effective and
ethical leadership, by focusing on the characteristics of the people involved in governance.?®
Directors must act with integrity, in the best interests of the company and avoid conflicts of
interest.?%* Further, directors must be competent and demonstrate working knowledge of the rules
and laws applicable to the company to equip them to adequately fulfil their governance

responsibility.?% This underlines the need to enforce the Code, because ethics permeate everything
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the company does and the Code guides directors in the practice of ethical leadership, which is

linked to ethical corporate citizenship.2%

While delegation of functions to a board committee is a critically important part of a
directors governance role,?%’ the board nevertheless remains accountable.?%® For this reason, the
Code recommends that directors ensure that any delegation of power is clear, effective and
intended for the purpose of enhancing the overall effectiveness of the board of directors.?%®

Effective, ethical leadership entails a proper application of the Code by directors.?*

The need for ethical leadership is underlined by the creation of social and ethics
committees in the Act.?!! The Ethics Institute’s view that effective ethics management includes
close collaboration with the management functions of companies,?'? is one of the reasons that has
led to a recommendation in the Code for the establishment of social and ethics committees in
companies for the oversight of ethics?*® and to ensure directors and the wider company are
equipped to deliver an ethical culture within the company.?** This can be achieved by drafting a
social and ethics charter to expressly incorporate the Code and the statutory requirements of the
Act.?® Further, directors must ensure employees are acquainted with the company’s ethical
standards by training employees, publishing internal codes of conduct and incorporating such codes
of conduct in employee contracts.?'® However, the Code does not provide a detailed practical

approach to ethics management,?” but a broad approach to allow directors to exercise good
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judgement.?'8 In contrast, while the King 111 Code placed a larger focus on practical steps for ethics
management, the Code could be argued to envisage ethics management as neither a goal in itself

nor a mere ‘tick-box’ exercise, but an evolution to an ethical culture over time.?*°

(b) Board composition, diversity, and skills

Companies are increasingly under pressure from stakeholders to appoint board members with
diversity, to prevent insular decision-making.??® Finding the right mix of skills, competencies,
capabilities, knowledge and diversity across both race and gender on the board of directors is not
without challenges.??! In recent years, diversity in the boardroom has become a hot topic,?%2
especially in South Africa where the Broad-Based Black Economic Empowerment Act (B-
BBEE)?* has been enacted, focusing on historically disadvantaged groups.??* The 2014 Board
Practices Report indicated a ‘lack of generational diversity in boardrooms, with younger directors
being in their 50°s’.22> While older directors have more experience, younger directors introduce a
new perspective to the boardroom.??® The Code addresses this by recommending that the board is
composed of ‘an appropriate balance of knowledge, skills, experience, diversity and
independence’.??” Therefore, board diversity requires enforcement of the Code,??® enabling

different perspectives on decisions and strategy.??
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Directors must apply an independent and objective mindset?*° to ensure that they are able
to lead and make decisions in the best interests of the company.?®* Further, directors must be
properly skilled, in respect of which the 1oDSA offers courses to ensure directors are adequately
trained,? including the Certified Director qualification, which equips individuals with requisite
knowledge and the Chartered Director (SA) qualification which is designed to enhance
directorship as a profession in South Africa.?*® The Code?3* also recommends an assessment and
evaluation of the performance of boards of directors every two years.?® Therefore, the Code
supports its recommendation that the composition of boards should promote effective governance

and better decision-making.?*

The required level of board independence can be achieved by including independent non-
executive directors.?” The Act’s regulations, the Code and the listing requirements of the JSE,
propose that approximately 60% of independent non-executive directors should be independent.?®
However, the Code does not specifically address the activities of other non-executive directorships
taken on by existing members of the board of directors.?®® This needs to be included in the Code,
because if an executive director takes on other non-executive directorships without consulting the

CEO, this could be detrimental to the director’s existing responsibilities as an executive director.?4°
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The CEO plays a very important role in governance and his/her functions should be
clearly defined.?*! Directors must assess whether the arrangements for delegating leadership to the
CEO are both adequate and hold the CEO accountable to the board.?*> However, the Code does
not define the core functions of the CEO.2*3 In general, it recommends that the functions of the
CEO include serving as ‘the chief link between management and the governing body’.?** There
should be more detail regarding the monitoring of the actions of the CEO and his/her reporting to

the board, creating in the process an ethical culture and strategic healthy and dynamic company.2%°

The functions of the corporate governance professional should be clearly defined in the
Code, since the office is key to advising directors on maintaining good corporate governance.
While the Code does make provision for the appointment of a corporate governance
professional,2#® it does not set out their functions,?*’ such as advising the board on corporate
governance principles, risk management frameworks, board committee administration and

communication with company stakeholders.?*3

(©) Risk oversight and governance

Every company faces the possibility of unforeseen circumstances that might affect its operations
and reputation, requiring contingency plans, known as risk management.?*® Konar affirms the need
for boards to treat risk as integral to its normal operations.?>® While current volatile conditions

have forced most boards to become risk averse,?®* this may cause boards to overlook the strategic
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opportunities that may arise.?® The Code deals with this by introducing the concept of risk and

opportunity governance,??

which recommends directors to focus on the opportunity side of risk,
by taking strategic risks for the growth and development of the company.?* This reinforces the
need to enforce the Code, because directors need to demonstrate effective leadership by
understanding the effects of uncertainty on their strategic objectives and capitalising on any

opportunities.?®

The Code recommends that directors be responsible for risk oversight and should approve
risk policy®®® in a process clearly linked to the business strategy.?®” This would allow directors to
identify opportunities in uncertainty and implement strategy.?>® The critical need for directors to
evaluate and challenge the company’s risks, especially those that are not anticipated,?® further

underlines the need for the enforcement of the Code.

Directors can delegate the oversight of risk governance to a board committee.?®® However,
the Code does not provide details on the functions of the risk committee, and such should be
included.?! These functions could include creating the risk policy, determining the company’s risk
tolerance, regular risk assessments and evaluating risk governance.?®? Further, the Code does not
provide details for limiting the power of the committee; it should be limited to the power delegated
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by the board.?%® The Code fails to provide details on the committee’s right of access to company
information and also fails to provide how much information can be accessed.?%* Further, the Code
affords the board responsibility for conducting an independent evaluation of the committee’s
performance.?®> While the Code provides adequate guidance for risk oversight, the functions of
the risk committee need to be expressly set out, since the committee plays a crucial role in the

management of risk.26¢

(d) Adequate information and technology governance

Cyber security is becoming a formidable corporate governance challenge for boards of directors.2%
In 2016, the annual global cost of cybercrime was $575 billion,?% with the main targets being
social networks, android devices and the cloud storage.?®® Daily business operations therefore
require proper protection, with emphasis on information storage and sharing.?’° Moyo asserts that
company boards are responsible for information technology governance.?’* The Code provides
that directors must assume such responsibility and create policy to secure the information
technology systems,?’? cognisant of the revolution in information technology that is transforming

products and services?’® and the dawn of the 4th industrial revolution with its attendant potential
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for disruption and opportunities.?’* These risks and opportunities in an era of globalisation demand
that the Code be enforced.

While South Africa has strict data privacy laws with stiff penalties,?’® data remains a key
collateral risk for directors, since hackers often gain access to systems to expropriate corporate
data on the dark web.?”® An example was when financial services giant Liberty had client
information breached by hackers who attempted to extort ‘millions’ from Liberty against release
of the personal information of their clients.?’” The hackers gained access to the data unnoticed?"®
until the hackers themselves informed Liberty.?® Liberty suffered major reputational damage as a
result.®® The Code adequately addresses such a challenge by recommending that directors exercise
continuous oversight of company information and to ensure that there is a framework to protect
confidentiality, integrity and availability of information.?® In particular, such oversight should
ensure the protection of personal information by continuous monitoring.82 This scenario
underlines further the need to enforce the Code, since it recommends that directors are responsible

for ensuring the protection of data.?®

Directors must ensure they identify, keep up to date with and understand the types of
technology needed by the company.?®* Moodley asserts that directors must stay up to date with
growing trends in technology because of the pervasiveness of technology.?®> Damianides adds that

technology creates business value by giving a company a competitive advantage over others.?®
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On the contrary, Botha argues that sudden changes in technology, along with growing customer
expectations were associated with a lot of complexity and risk.?®” This suggests that directors
should seek guidance from experts and take a holistic view of the technological environment and
its impact on operations and sensitive data.?®® The Code recognises that the governance of
information and technology are separate issues.?®® In addition, directors must also ensure that

290 and

information technology service providers are compliant with proper governance procedures,
that an intellectual property audit is conducted for the protection of intellectual property.2%! This
also demands enforcement of the Code, since it includes practices to help the boards overcome the

challenges of information and technology governance.?

(e) Compliance monitoring

Companies find it difficult to comply with corporate governance provisions because the cost of
compliance is high;?®® and the burden of over-regulation, results in tick-box compliance,?*
essentially mindless compliance.?®® The Code therefore recommends that directors create a
compliance policy binding on stakeholders at every level of the company,?®® combined with
thoughtful implementation and reporting,?” ensuring that compliance moulds and strengthens the
company in its strategic thinking.?®® Such an approach further underlines the necessity to enforce
the Code.?®

287 E Botha Information Technology Governance Frameworks in Higher Education in South Africa: A Paradigm
Shift (unpublished masters thesis, North West University, 2012) 1.
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IoDSA.htm, accessed on 6 November 2019.

289 JoDSA, ‘The King IV Report on Corporate Governance,’ (2016) 30.

2% § Kula ‘Differences between King III and King IV’ (2019) available at
https://www.michalsons.com/blog/difference-king-code-iii-iv-3-4/27132, accessed on 30 May 2020.
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Aston university,2016)170 — 17.
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era for IT governance in South Africa (conference paper, Aston university,2016)170 — 17.

293 Parry op cit note 3 at 42,

2% 10DSA op cit note 32 at 6.

2% |bid.
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2% Steyn op cit note 177.
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There is a growing demand for highly skilled professionals to manage compliance with
the Code at a time when cost pressures are rising, causing reluctance to recruit external compliance
professionals.3®® Some companies deploy internal employees to compliance functions®®! in line
with the Code’s encouragement for directors to delegate the management of compliance,*°? subject
to receiving independent assurances on the effectiveness of such compliance management.®%3
However, the cost of implementing the Code remains high, because companies need the assistance
and advice of expert consultants.*** Therefore, directors should ensure that those tasked with the
compliance function are adequately trained and possess the proper skills.3® However, the Code
lacks detail on the role of those tasked with the compliance function, providing only a general
guideline.®® Effective compliance requires regular assessments and monitoring, reporting
compliance to regulators and maintaining a level of independence from management control.3%
Therefore, the Code does not provide adequate guidance to those tasked with the compliance

function.

Companies tend to create strong mechanisms on paper, but very weak controls in
reality.3%® Chakanika points out that the world is trying to hastily implement corporate governance
structures in order to keep pace with international markets.3®® However, there has been a failure
to enforce rules, regulations and laws consistently.31? Okpara states that this is contrary to the

OECD principles, which assume that countries have an efficient regulatory system and its

300 Deloitte ‘Targeting compliance: The changing role of compliance in the Financial Services Industry’(2016) 12
available at
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courts have the resources and means to enforce it.3!* For this reason, directors must ensure that
regulation is on their agenda and management should report to the board on regulatory changes
and their plans for response.®'? Directors should engage with regulators, legislators, and industry
associations over proposed rules and their impact. Further, directors must alert regulatory
authorities to any unintended consequences that stem from a proposed rule change.®!® The Code
adequately addresses this challenge, by recommending that director oversight results in continuous
monitoring of the regulatory universe along with the appropriate response to any changes.!
Further, the Code bolsters transparency by recommending that any regulatory penalties, sanctions

or fines imposed on the company should be disclosed.?*®

() Adequate remuneration governance

Remuneration of directors has become a popular topic in the corporate governance space.®® In
2014, South Africa was ranked fourth by the Human Science Research Council as the most unequal
society in the world, based on income, illustrating the inequality of income at different levels of
employment.3!’” Constant tension exists between shareholder challenges on the computation of
remuneration levels of directors and the directors’ appeal for privacy in their financial affairs.38
The remuneration approved by boards of directors is also a matter of great concern in South Africa.
The Code addresses this challenge, by recommending that boards be responsible for remuneration
governance by approving policy to ensure fair, responsible, and transparent remuneration.®*°
Therefore, the Code recommends that there should be fair remuneration of executive

management.3%°
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It is necessary to enforce the Code to prevent over-remuneration of directors and to ensure
that remuneration creates value in a sustainable manner.®?!The Code recommends that the board
establishes a remuneration committee,*?2 composed of competent and skilled members to manage
remuneration policies,®? including preparation of a remuneration report.®?* Directors and the
remuneration committee must agree on the information to be disclosed in the remuneration report,

which includes the remuneration for each member of the executive.3?

However, the Code does not provide detailed instructions for the remuneration
committee, such as measurement of the performance of the CEQ.3?° It also fails to provide details
regarding its access to independent professional advice.*?” While the Code adequately addresses

remuneration governance, it fails to specify the functions of the remuneration committee.>?8

(9) Adequate stakeholder communication

Most directors still perceive the company as an organism and not a social system interdependent
on the support of society.®?® The Code assumes an ‘interdependent relationship’ between the

company and its stakeholders.** While directors should ensure there is continuous oversight of
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stakeholder relationships, they should also be mindful in particular of how the company’s activities
might affect these stakeholders.®3! Further, directors must manage stakeholder risk and stakeholder
communication.®*? The Code addresses this challenge, by encouraging a stakeholder-inclusive
approach to corporate governance, where directors must provide disclosure of the performance of
the board of directors, the board committees, the CEO, risk management, technology and information,

compliance and other stakeholder relationships.>3

Many companies curb their business by conducting components of the business in
separate ‘silos’. The Code promotes a move from ‘silo reporting’ to ‘integrated reporting’,*3*
providing a holistic view of the company’s efforts to preserve long-term sustainability without
sacrificing short-term performance.3® For this reason, information on the company’s strategy, risk
and governance procedures must be communicated to stakeholders by virtue of an integrated
report.®® It is suggested that directors refer to the International Integrated Reporting Council
(1IRC) requirements to improve the overall quality of integrated reporting.3¥” However, integrated
reporting is costly, because it creates a need to adjust management systems33® for the gathering,
determining and measuring of data.®*® Consequently, smaller companies, which often lack
adequate reporting systems, may not have the financial capital to create formal governance
structures to enable compliance.*® However and in general, the Code addresses the challenge of
stakeholder communication by encouraging integrated thinking through integrated reporting
which ensures adequate stakeholder communication, value creation and performance (Figure 8).3%
Figure 8 illustrates the process of integrated thinking which influences how the organisation will

react and respond to external risks and opportunities and the needs of stakeholders.
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Figure 8 — The process of integrated thinking34?
ll. CONCLUSION

The Code provides a compass for directors in relation to corporate governance by providing
direction and practical guidance to overcome corporate governance challenges.®*® The Code
governs all the critical sectors of a company; since it influences the manner a company normally
conducts business and provides guidance to most of the non-negotiable governance areas of
companies.®* However, it lacks guidance on the core functions performed by the CEO,** the
corporate governance professional, the risk committee and compliance professionals all of whom
serve important roles in corporate governance.®*® Further, it lacks adequate detail on ethics

management.>4’

South Africa will not attract investor funds if it does not implement consistent and reliable
corporate governance rules.>*® Since directors are accountable for governance standards,®*°

ignorance is no excuse for non-compliance,° especially as directors are privy to all issues within the
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company.®®! The “apply and explain’ disclosure regime of the Code is a method of enforcement
because it forces directors to disclose how they manage the company and move it closer to
achieving the goals enshrined in its 17 principles.®? This offers a good reason for the enforcement
of the Code, as a proper application of the Code could assist directors to reap the benefits of good

corporate governance.

The Act, the listing requirements of the JSE and the Code itself spell out the scope of
liability of a director to a company. There are many instances where the Code has become
mandatory through usage, such as the business judgement rule, the listing requirements of the JSE
and the Act.

31 1bid.
352 p Natesan & P Du Plessis op cit note 50.

40



CHAPTER 4

MECHANISMS FOR ENFORCEMENT OF THE KING IV CODE ON
THE BOARD OF DIRECTORS

l. INTRODUCTION

The focus of this study is to analyse the role of the board of directors in terms of the Code. Directors
often challenge the enforceability of the Code on the ground that compliance is voluntary,
suggesting that the Code does not create any legally binding obligations and is simply a
guideline.®3 The objective of this chapter is to indicate how compliance with the Code can be
enforced on boards of directors. Although the Code is voluntary, evidence indicates that its practice
has become mandatory since JSE-listed companies are obliged to comply with the Code through
its listing requirements and the business judgement rule, which is grounded in the Act. Further, it
IS necessary to analyse the synergy between the Act and the Code since elements of the Code and
previous King Codes have been enacted in law and therefore rendered enforceable.

Il. ENFORCING THE KING IV CODE THROUGH THE BUSINESS JUDGEMENT
RULE

As custodians of corporate governance, directors must be able to make decisions that steer the
company in a proper direction. However, a director may be held liable for an unsound decision,

unless it can be proved that he/she acted within the scope of the business judgement rule.®>*

(@) The business judgement rule protects directors from liability to the company

According to Ncube, the business judgement rule is contained in section 76(4)(a) of the Act in
terms of which a director must prove he/she exercised good business judgement by taking the

following into consideration:

353 Visser op cit note 57 at 1.
354 L Muswaka ‘Directors’ Duties and the Business Judgment Rule in South African Company Law: An Analysis’
(2013) 3(7) International Journal of Humanities & Social Science 91.
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1. “The director must prove he/she has taken reasonably diligent steps to become informed about the
matter. 3%

2. ‘He/She had no material personal financial interest in the matter and did not have a reasonable basis
to know that any other related person had a personal financial interest in the subject matter. 3

3. ‘Where the director has made a decision or supported a decision of a committee and had a rational

basis for believing that the decision was in the best interests of the company. >3’

Upon proof of the above, the business judgement rule will protect the director from liability.8

According to Section 76 (3) of the Act, directors have a fiduciary duty to act in good faith
and for proper purpose; in the best interests of the company and with the degree of care, skill and
diligence reasonably expected of a similar director acting in the position of that director.>*® In the
case of Bristol and West Building Society v Mothew Millett LJ held that the distinguishing
obligation of a fiduciary is the obligation of loyalty. The principal is entitled to single minded
loyalty from a fiduciary. A fiduciary must act in good faith, not make a profit out of his trust, not
place himself in a conflict of interest situation and may not act for his own benefit without the
informed consent of his principal **° In Howard v Herrigel the court held as that even at common
law, once a person accepts an appointment as director, he becomes fiduciary in relation to the
company and is obliged to display the utmost good faith towards the company and in his dealings
on its behalf.3®!Further, the fiduciary duty extends even after a director’s tenure has ended.®®? If
found that a director failed in their statutory obligation of duty of care then the business judgement
rule will apply. It serves as a defence for directors from liability for actions taken bona fide and in
the best interests of the company.3®3

35§ 76(4)(a)(i) of the Companies Act 71 of 2008; CB Ncube ‘Transparency and accountability under the new
company law’ (2010) Acta Juridica 69.

356 5 76(4)(a)(ii) (aa) of the Companies Act 71 of 2008; CB Ncube op cit note 355 at 69.
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311991 2 SA 679 (A) 678
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The business judgement rule is supported by the reliance rule in section 76(4)(b) and (5)
of the Act, in terms of which a director can rely on information provided to him/her in exercising
his/her functions as a director.®* ‘Reliance’ depends on the director reasonably believing that the
advisers who provided the information were adequately informed or qualified.*®® According to
Ncube, directors are entitled to rely on any information, including recommendations and reports
provided by professionals and employees.®®® However, even in large companies, a director cannot
be expected to be perpetually involved in all aspects of management®®” and should delegate, but
not abdicate their responsibility.3®

Since business is about taking risk for rewards, directors must exercise proper judgement
to ensure the best decisions are made. However, when an incorrect decision is made there must be
a proper assessment of the appropriateness of the process leading to the decision.*®° Naidoo asserts
that directors can defend themselves from liability even if they did not comply with their
statutory/fiduciary duties in the Act.®® However, the business judgement rule is not an
impenetrable fortress for directors; they may still be liable for a breach of their statutory/fiduciary
duties by acting with intentional dishonesty or irrationality.3’* Therefore, the business judgement
rule guides directors to make informed decisions in the performance of all his/her duties.3"

(b) Applying the King IV Code assists directors in exercising good judgement

The Code expressly acknowledges that the business judgement rule assists directors to exercise

good business judgement, as follows:3"
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‘The more widely certain recommended practices in codes of governance are adopted, the more
likely it is that a court would regard conduct that conforms to these practices as meeting the required
standard of care . . .. For directors of companies, adopting good corporate governance practices will
be especially important if they were to rely on the protection afforded by the business judgement
rule as provided for in the Companies Act in the course of litigation. In the absence of robust and
sound governance structures and processes, it will be difficult, if not impossible, for a director to
show that reasonably diligent steps have been taken to become informed; that material financial
interests were absent or dealt with appropriately; and that there was a rational basis for believing —

and that the director did believe — that a decision was in the best interests of the company.’3"

The first principle of the Code asserts moral duties that reflect the requirements of the
business judgement rule in the Act. Adherence to these moral duties will enable directors to
exercise good business judgement in terms of the rule. According to the Code, directors should

demonstrate the following characteristics in their conduct.®”

Q) Integrity

A director who fails to act in the best interest of the company or acts with a conflict of interest will
not receive protection through the business judgement rule.®”® The Code provides that directors
should act in good faith and avoid a conflict of interest. The business judgement rule is embedded

in the Code;*"" directors must act ethically and “set the tone for creating an ethical culture’.3"

(i) Competence

A defence that the director lacked the knowledge or skills to perform the function undertaken will
not avail the director.3”® In the case of Fisheries Development Corp of SA Ltd v Jorgensen, it was
held that directors cannot blindly rely on information presented by professionals or other officers
of the company. The court held that a director need not exhibit a greater degree of skill than may
reasonably be expected from a person of his/her knowledge and experience and will not be held

liable for mere errors of judgement. Further, the court held that a director could rely on the

37 1bid.
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guidance of officials or experts in the performance of his/her duties.>® However, if a director
relied on expert advice in good faith to make a decision not in the best interests of the company,
he/she may escape personal liability by virtue of the reliance theory.3! The Code expressly
recommends that directors act with ‘due care, skill and diligence, and take reasonably diligent
steps to become informed before a decision is made’.3? In addition, directors must practise
continuous professional development of their skills to keep up to date with company affairs, laws
and codes applicable to the company.® Further, directors must keep a record of expert advice

received.®®*
(iii) Responsibility

A director who ignores or avoids responsibility may be liable for negligence.3 According to the
Code, directors should assume collective responsibility for steering the company, approving
policy, overseeing management and shoulder accountability for company performance.38®
Directors should exhibit courage in their responsibilities and act in the best interests of the
company.3®’ Further, directors should devote enough time to prepare for and attend board
meetings.>® In the case of Fisheries Development Corp of SA Ltd v Jorgensen, it was held that the
non-executive director does not need to attend all meetings, but can attend whenever he/she is
reasonably able to do so. Further, a distinction was made between executive directors who are
under a contract with the company and owe a higher duty of care, skill and diligence as opposed
to a non-executive director whose duties are of an intermittent nature.®®® However, recent cases

suggest that non-executive directors have more responsibility;3® he/she cannot turn a blind eye to

the company affairs and at the same time state that he had exercised good business judgement.®*
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(iv) Transparency and accountability

Director accountability has become a subject of international interest.3% The Code asserts that
directors should exercise their governance responsibilities in a transparent manner®3 and remain
accountable even when responsibility is delegated.>** The Code promotes transparency and
accountability®*® in the same way as section 7(b)(iii) of the Act encourages ‘transparency and high
standards of corporate governance’.3*® The Act also sets minimum standards for transparent and
accountable®¥” disclosure of information;3® information should be accurate, complete and readily
accessible to the public,*® and any failure to adhere to such standards will attract criminal liability

(a fine or imprisonment for up to 10 years).*%°

(V) Fairness

Directors should not only consider the interests of shareholders;** they need to act in a fair manner
and adopt a stakeholder-inclusive approach as mandated by the Code.*°? Further, directors must
not cause harm to the natural environment, society or future generations.**® However, Leach points
out that there are factors unique to South Africa,*** particularly black economic empowerment
partnerships in which racial considerations form part of corporate and social responsibility.**®
Consequently, Leach argues that the profitability of a company may suffer if directors focus on
corporate responsibility policies, which may lead to shareholder discontent and a contravention of
section 76(3)(b)-(c) of the Act.*® This is balanced with the business judgement rule that
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397 Ch Two, Part C of the Companies Act 71 of 2008; CB Ncube op cit note 355 at 45 — 46.

3% 5 216(a) of the Companies Act 71 of 2008; CB Ncube op cit note 355 at 45 — 46.

399 bid.

400 1pid.

401 |_each op cit 27 at 51.

402 1oDSA, The King IV Code (2016) Part 5.1, Principle 1, Recommended Practice 1; loDSA, The King IV Code
(2016) Part 5.5, Principle 16; Leach op cit 27 at 51.

403 1oDSA, The King IV Code (2016) Part 5.1, Principle 1, Recommended Practice 1.

404 |_each op cit 27 at 51.

405 |hid.

406 |hid.
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encourages directors to seize studied operational risks.**” Good judgement ensures that they act in

a fair manner that recognises the interests of all stakeholders as required by the Code.

(©) The business judgement rule as a mechanism for enforcing the King 1V Code

When determining if the requirements of the business judgement rule are satisfied, courts will
consider whether a director has complied with good corporate governance practices, such as those
mentioned in the Code.*%® Further, according to section 7(b)(iii) of the Act, one of the purposes of
the Act is to:

‘Promote the development of the South African economy by encouraging transparency and high
standards of corporate governance as appropriate, given the significant role of enterprises within

the social and economic life of the nation.’*%®

Section 5(1) of the Act must be interpreted to give effect to the purposes set out in section
7 of the Act.*'% Section 5(1) and section 7(b)(iii) provides a basis for the courts to demand reliance
on corporate governance codes (such as the Code), because it demands principles and practices
that ‘encourage transparency and high standards of corporate governance’.*!!

A director who complies with the business judgement rule is not liable to the company,
shareholders or stakeholders.*? Section 76(4) of the Act requires the director to take reasonable
steps to become informed and rely on ‘any relevant information, recommendations or reports
provided in performance of his/her duties’.*** Figure 9 illustrates that directors who comply with
the King IV Code also comply with the business judgement rule and the requirements of the Act.
Visser asserts that a director must apply the principles and practices of the Code to establish
compliance with the Act and the business judgement rule *** (Figure 9). Further, Visser states that
a director who does not obtain relevant information as prescribed by the Code does not comply
with his/her statutory/fiduciary obligation and the business judgement rule and, to this extent the

407 57(b)(iii) of the Companies Act 71 of 2008; Muswaka op cit note 371 at 39.

408 [, Muswaka ‘Directors’ Duties and the Business Judgment Rule in South African Company Law: An Analysis’
(2013) 3(7) International Journal of Humanities & Social Science 95; IoDSA, The King IV Code (2016) 35.

409 Muswaka op cit note 371 at 35.

410 Ibid.

411 |bid.

412 Naidoo op cit note 33 at 213.

413 5 76(4) of the Companies Act 71 of 2008.

414 Visser op cit note 57 at 4.
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Code would be enforceable against the director.*!®> Thereby, the Code satisfies the requirement that

a director obtains information relevant to exercising good business judgement.

iy
ity

{THE COMPANIES ACT

tBUSINESS JUDGEMENT RULE

{THE KING IV CODE

Figure 9 — The enforceability of the King IV Code

IIIL ENFORCEMENT OF THE KING IV CODE THROUGH THE JSE LISTING
REQUIREMENTS

The Code should be enforced through the JSE, which is licensed as an exchange under the
Securities Services Act.*'® According to Bhika institutional investors practise governance
initiatives that will enhance the market value of client portfolios.*!” Further, investors have adopted
a hands-on role in the corporate management and business of their investee companies to safeguard
their interests.*!® In addition, increased institutional investor ownership and its influence thereof,
has the effect of better monitoring and improving corporate governance.*® It is evident that all
listed companies must comply with the listing requirements of the JSE, which are ‘amended from
time to time’.*?® Therefore, it is in the interest of listed companies to comply with the listing
requirements of the JSE and the Code to attract better investors who will assist in ensuring the

company practises good corporate governance.

415 Thid.

416 Act 36 of 2004.

417y Bhika op cit note 59 at 7.

418 v Bhika op cit note 59 at 6 — 7.

419 v Bhika op cit note 59 at 7.

420 JSE Listing Requirements 1.2 and 3.62; Wiese op cit note 8 at 23: Parry op cit note 3 at 24.
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(@) The JSE makes the King IV Code mandatory

The definition of ‘King Code’ in the JSE listing requirements refers to ‘the King Code on corporate
governance as amended or replaced from time to time’. This suggests that the Code and future
evolution of the King Codes continue to impact the governance of companies.*?! For instance, the
listing requirements of the JSE emphatically state that ‘the effect of incorporating certain practices
from the King Code in the listing requirements is to make their implementation mandatory’.#?2
Further, according to Dlamini, although the application of the Code is generally voluntary, listed
companies cannot choose to ignore its practices, since the disclosure regime was amended to
‘apply and explain’.*?® Therefore, it is conclusive that all directors of listed companies must

comply with the listing requirements, and the King Codes as ‘amended from time to time’.4?*

(b) Listing compulsory

Listed companies must comply with the Code and state in their annual reports how it applied the
principles of the Code and the reasons for any non-compliance.*?® The listing requirements of the
JSE make the Code enforceable in the areas relating to board committees,*?® the company
secretary*?’ and for the promotion of gender*?® and race diversity*? at board level. In addition,
directors of JSE listed companies must create a remuneration policy**° and a policy that ensures a
balance of power*3! at board level. In addition to the Code, listed companies must disclose the

compliance of other specific corporate governance requirements in their annual reports.**?

421 Wiese op cit note 79 at 23.

422 JSE Listing Requirements 3.84; Dlamini op cit note 50.

423 Dlamini op cit note 50.

424 JSE Listing Requirements 3.62; Parry op cit note 3 at 24; Wiese op cit note 8 at 23.
425 JSE Listing Requirements 8.63(a)(ii); Parry op cit note 3 at 25.
426 JSE Listing Requirements 3.84 (c).

427 JSE Listing Requirements 3.84 (h).

428 JSE Listing Requirements 3.84 (i).

429 JSE Listing Requirements 3.84 (j).

430 JSE Listing Requirements 3.84 (k).

431 JSE Listing Requirements 3.84 (a).

432 JSE Listing Requirements 3.84; Parry op cit note 3 at 24.
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V. ENFORCING THE KING IV CODE THROUGH SPECIFIC PROVISIONS OF THE
COMPANIES ACT 71 OF 2008

There are many instances where the provisions of the Act overlap with the Code and many
recommendations of the Code that strengthen the provisions of the Act. Directors need to
understand how the recommendations of the Code overlap with the Act, because the Act forms
part of the South African regulatory framework for corporate governance.** Since the Code is to
be a best-practice recommendation, it should be looked at holistically to ascertain which sections
are in alignment with legislation. While the Code is not mandatory, a ‘hawk eye’ interpretation of
the Act actually highlights substantial mechanisms for the enforcement of the recommendations
of the Code.*** However, certain corporate governance recommendations of the Code are not

covered by the Act and should be enacted in legislation. The Code and the Act overlap as follows:

(@) Ethical leadership and the responsibility of corporate governance

The Code recommends that directors are responsible for corporate governance and must lead
ethically and effectively.*® This is reflected in section 66 of the Act which states that ‘the business
affairs of the company are under the direction of the board of directors who have the power to
appoint a social and ethics committee’.*3® In addition, section 72(8) of the Act states that ‘directors
are required to make public disclosures on the ethical status of the company’.**” Therefore, the
Code is in line with the Act, since directors control the strategic direction of the company and are
required to appoint a social and ethics committee to assist with ethical issues and ethical
leadership.*3®

433 Naidoo op cit note 33 at 42.

434 Visser op cit note 57 at 2.

435 1oDSA, The King IV Code (2016) Part 5.1, Principle 1 — 3; IoDSA, The King IV Code (2016) Part 5.3, Principle
6.

436 5 66 of the Companies Act 71 of 2008.

437 5 72(8) of the Companies Act 71 of 2008; Harris op cit note 3 at 15.

438 |oDSA, The King IV Code (2016) Part 5.3, Principle 8, Recommended practices 68 — 70; Deloitte, ‘King IV:
Bolder Than Ever’(2016) 5 available at
https://www?2.deloitte.com/content/dam/Deloitte/za/Documents/governance-risk-compliance/ZA King 1V.pdf,
accessed on 11 May 2018.
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(b) Delegation of power to board committees

The Code reflects section 72(1) of the Act, in regards to the appointment of and delegation of
authority to board committees.**® However, this delegation of authority does not absolve the
director from his/her own duty as a director.*?® Therefore, the Code serves to strengthen the
provision in the Act by providing more guidance for directors on the structure, composition and

responsibilities of such board committees.*4*

(©) Composition of the board of directors

The Code strengthens the composition of the board of directors by proposing the appointment of
independent non-executive directors.**? In the case of Fisheries Development Corporation of SA
Ltd v Jorgensen and Fisheries Development Corporation of SA Ltd v AWJ Investment (Pty) Ltd 443
the court held that non-executive directors were not obliged to provide continuous attention to
company affairs; their presence was to ensure independence and objectivity*** in terms of global
best practice, by avoiding a situation where a single person has unfettered control over the entity.
In this way the Code’s recommendations for the composition of the board of directors strengthens

the provisions of the Act by providing a balance of authority.*°

(d) Governance of information and technology

While the Act incorporates provisions that compel the use of information technology, it lacks in
governance provisions.**® Section 6(10) of the Act states that ‘it is sufficient for a notice to be
electronically transmitted to another person as long as it is printed within a reasonable time’. 44’
Despite recognising information technology, the Act needs to be amended to set out issues of

439 5 72 of the Companies Act 71 of 2008; WJL Calkoen The Corporate Governance Review (2011) 277; Moore
Stephens ‘Companies Act Guide’(2018), available at

https://southafrica.moorestephens.com/MediaL ibsAndFiles/media/southafricaweb.moorestephens.com/Guides-
2018/MS-Companies-Act-Guide.pdf, accessed on 30 May 2020.

440 Calkoen op cit note 439 at 277.

441 1oDSA, The King IV Code (2016) Part 5.3, Principle 8.

442 Harris op cit note 3 at 16.

4431980 (4) SA156 (W) 165.

444 Harris op cit note 3 at 16.

445 1oDSA, The King IV Code (2016) Part 5.3, Principle 7, Recommended Practice 6; Ernst & Young op cit note 31
at 14.

446 Harris op cit note 3 at 20.

447 5 6(10) of the Companies Act 71 of 2008; Harris op cit note 3 at 20.
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governance. The Code, however, recognises technology as the company’s intellectual property,*48

and that directors should govern the asset so as to assist the company in defining a core purpose
and achieve its strategic objectives.*® The Code also recognises information as being separate
from technology, strengthening the provisions of the Act with practice recommendations.**°

(e) Integrating a stakeholder relationship

In Chapter II, the importance of stakeholders was underlined to the extent that they could affect
the operations, objectives, and reputation of the company in various ways. Contrary to the Act, the
Code recognises stakeholder interests.**? Muswaka points out that while directors are legally
required to act in the best interests of the company, the Act does not oblige them to consider
stakeholder interests.*>? Stakeholder interests are tangentially considered in the Act through the
business judgement rule and the requirement to appoint a social and ethics committee.*>® In the
absence of any specific mention of stakeholder interests,*** sections 26 and 31(3) of the Act only
recognise the rights of stakeholders to company records**® and financial statements.**® The Code
adopts the stakeholder-inclusive model,*” which dictates that expectations, interests and needs of
stakeholders are not dependent on shareholder interests.**® For instance, directors must balance the
interests of all stakeholders by creating an effective communication plan.**® For this reason, the

Act should be amended to include the recognition of stakeholder interests.

448 |oDSA, The King IV Code (2016) Part 5.4, Principle 12, Recommended Practice 13 and 14; Meyer op cit note
49; Deloitte, ‘King IV: Bolder Than Ever’(2016) 5 available at
https://www?2.deloitte.com/content/dam/Deloitte/za/Documents/governance-risk-compliance/ZA King 1V.pdf,
accessed on 11 May 2018.

449 | bid.

450 |oDSA, The King IV Code (2016) Part 5.4, Principle 12, Recommended Practice 12.

451 L Muswaka ‘A Critical Analysis of the Protection of Stakeholders’ Interests under the South African Companies
Act: (Part 2) (2014) 5(3) Mediterranean Journal of Social Sciences 70 — 71.

452 | bid.

453 L Muswaka ‘A Critical Analysis of the Protection of Stakeholders’ Interests under the South African Companies
Act: (Part 2) (2014) 5(3) Mediterranean Journal of Social Sciences 66.

454 Ibid.

4% g 26 of the Companies Act 71 of 2008.

4% 3 31(3) of the Companies Act 71 of 2008.

47 1oDSA, The King IV Code (2016) Part 5.5, Principle 16.

48 Deloitte ‘King IV: Bolder Than Ever’(2016) 8 available at
https://www?2.deloitte.com/content/dam/Deloitte/za/Documents/governance-risk-compliance/ZA King 1V.pdf,
accessed on 11 May 2018.
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V. CONCLUSION

While directors are not expected to be experts on relevant subject matter, they are responsible to
take reasonably diligent steps to actively seek out information rather than being passively
ignorant.*®® While the company secretary should update directors of regulatory and industry

developments,*6!

a director should not simply accept information at face value, but evaluate such
information.*®? The Code recognises the importance of the business judgement rule because it
ensures that boards demonstrate integrity, competence, responsibility, transparency, accountability
and fairness. Therefore, for directors to receive protection afforded by section 76(4)(a) of the Act

they need to apply the Code.

Directors who ignore or do not comply with the Code in making decisions could be liable
to the company, shareholders, or stakeholders.*®® Therefore, directors need to follow the
recommendations of the Code to avoid liability. This means that the Code can be enforced through
the business judgement rule because it demands the standard of care required to comply with the
ACt.464

The role of the boards of directors with regards to corporate governance is consistent with
the legal duties prescribed in the listing requirements of the JSE and the Act; and applying the
Code would lead to compliance with the Act. This suggests that directors who are non-compliant
with the Code may become non-compliant with the Act. Compliance is assessed by the CIPC.4%
If there is non-compliance with the Act, the CIPC can issue a compliance notice,*®® and failure to
comply with such notice can result in a fine of up to R1 million being imposed by a court or an
investigation by the National Prosecuting Authority.*®” However, it remains necessary for the
legislature to amend the Act to make explicit provision for the governance in the field of

information and technology and to put pressure on the director to consider the interests of

460 JoDSA, ‘The Business Judgement Rule,’(2013), 3 — 4 available at
https://cdn.ymaws.com/www.iodsa.co.za/resource/collection/05E93ACB-10BE-4507-9601-
307A66F34BD8/loD Business JudgementEmail.pdf, accessed on 18 October 2018.

461 |bid.

462 | bid.

463 Visser op cit note 57 at 4.

464 | bid.

465 5 185,186, & 187 of the Companies Act 71 of 2008.

466 5 171 of the Companies Act 71 of 2008.

467 5 171(7) of the Companies Act 71 of 2008.
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stakeholders rather than adopting an ‘enlightened shareholder approach’.%®® Therefore, the Code
reflects and even strengthens various provisions of the Act that relate to the board’s role in

corporate governance.

468 Harris op cit note 3 at 26.
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CHAPTER 5
CONCLUSION AND RECOMMENDATIONS

l. CONCLUSION

The primary objective of this study was to evaluate whether there was sufficient evidence to
indicate that the Code can be enforced on boards of directors in respect of corporate governance
in South Africa. This chapter will argue that there is a need to enforce the Code based on
compelling evidence. The recommendations will address the effect and enforceability of the Code
on board governance. The Act is important legislation, which could ensure regulation of the Code.
This chapter will describe the training that directors and other company officers can receive to
achieve sufficient working knowledge of the Code and corporate governance in general. This
study will provide a basis for future studies and make a valuable contribution to the realm of

corporate governance in South Africa.

Corporate governance provides an important moral compass for directors. This can be
achieved by creating strong CGF’s and ensuring they are correctly enforced, leading to the

attainment of corporate governance benefits.*°

Proper application of the Code would facilitate well-informed judgements within the
scope and protection of the business judgement rule. The ‘apply and explain’ disclosure regime of
the Code can be considered as a method by which directors will inevitably comply with the
business judgement rule in the Act. Applying the Code will ensure an appropriate composition of
boards, oversight of risk management, information and technology governance, prevention of
over-remuneration of directors and ensure that the ‘tick-box’ approach to compliance is curtailed.
In addition, the Code requires the use of integrated reporting as a method of stakeholder
communication to build trust between shareholders and stakeholders.*”® Moreover, a director who
complies with the Code’s moral strictures will probably receive the protection afforded by the

business judgement rule against a claim for personal liability.*’* It follows that the Code can be

469 Kondlo op cit note 12 at 61 — 62.
470 1oDSA, The King IV Code (2016)13.
471 Muswaka op cit note 371 at 39.
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enforced through the business judgement rule, facilitating good judgement and proper decision-

making.

Directors need to be compelled to follow the precepts of the Code, because South Africa
has a hybrid system of corporate governance, in which there is a link between the Code and the
law.*"?> The Code is directly enforceable in terms of the JSE listing requirements, since the
requirements make it mandatory for listed companies to comply with the ‘apply and explain’
disclosure regime of the Code or face termination of their listing on the JSE.*”® Since many
principles of the Code are linked to the listing requirements of the JSE and integrated within the
Act, compliance with the Code leads to compliance with the Act, the Code can be enforced to a
certain extent through the Act.*”* For instance the Code adds weight to the provisions of the Act
and provides a regulatory guideline for compliance with the Act. Non-compliance with the Act
can result in a penalty, which amounts to tangential enforcement of the Code through the Act.*”

Therefore, as stated in the Code:

‘In South Africa, as in many jurisdictions around the world, a hybrid system of corporate
governance has developed as, over time, some practices of good governance have been legislated

in parallel with the voluntary King Codes of governance.’*®

The King Codes have evolved over time and in the process significantly developed
corporate governance to a position of eminence, elevating the moral and ethical basis of business

for the overall benefit of honest and effective business in South Africa.

472 Parry op cit note 3 at 28.

473 1bid 40 — 41.

474 |bid 40.

475 |bid 22.

476 |oDSA, The King IV Code (2016) 35.
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Il. RECOMMENDATIONS

(@) Companies Amendment Bill enacts principles of the King 1V Code

The draft Companies Amendment Bill (CAB) was published for public comment on 21 September
2018, strongly indicating that the Code principles were being adopted in legislation. The CAB
reflects the Code by obliging directors to prepare and present a remuneration report containing
specific details of their remuneration at the shareholder meeting.*’” The CAB also echoes the Code
by stating that the names of each director of the company must be disclosed in the report.*’® The
CAB also reflects the Code in stating that all public, and not only listed public companies and

state-owned companies appoint social and ethics committees.*®

The CAB proposes that ‘a person who does not hold or have a beneficial interest in
securities issued by a profit company, or is not a member of a non-profit company, is entitled
access to the company’s Memorandum of Incorporation (MOI), records relating to its directors
and access to minutes of annual meetings’.*®° Further, the CAB provides for access to the securities
register of a profit company. This suggests that the CAB is analogous to the Code, because, when
persons have access to company information, the transparency and disclosure requirement of the
Code is applied. The CAB was published for comment at the time of this study, and it is yet to be
seen whether the proposed amendments will take effect. If accepted, it will provide further
evidence of the legislature’s intention to statutorily incorporate principles of the Code. Therefore,
it is recommended that the proposed amendments be adopted as law in the interest of good

corporate governance.

(b) Establishment of a corporate governance regulatory body

It is recommended that the loDSA be afforded recognition as a regulatory body to strengthen
compliance with the Code. The regulatory function should include an annual on-site inspection of
whether the company’s CGF complies with the Code and the OECD principles. The inspection
can probe steps taken to create an ethical culture within the company, whether a conflict of interest

policy exists, and training programmes for board members regarding the Code and reporting

4775 30(4) of The Companies Amendment Bill.
478 5 30(4) of The Companies Amendment Bill.
479 § 72 of The Companies Amendment Bill.
480 5 26 of The Companies Amendment Bill.
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procedures in line with international reporting standards have been introduced.*®! Further, the
inspection could assist in creating policies, guidelines and tools that might assist in ensuring

compliance with the Code.

(©) Continuous professional development of directors

It is recommended that an obligation be placed on directors of small or medium-sized companies
to record Continuous Professional Development (CPD) hours relating to their knowledge and
application of the Code, by way of attending authenticated training programmes on the Code.
Further, it is recommended that directors maintain a CPD register to track their competence and

training on the Code and provide this information to the relevant regulatory body, upon request.

(d) Establishment of corporate governance tribunals

It is recommended that specialised corporate governance tribunals be created to adjudicate on
claims for director liability and corporate governance matters.*®? Currently, the Companies tribunal
adjudicates on company and directorship disputes in terms of the Act, and not the Code per se.*®3
Members of the loDSA should serve as chairmen in these tribunals to ensure a proper application

of the theory and concepts of the Code.*®*

(e Inclusion of stakeholder interests in the Act
It is recommended that the Act be amended to include the recognition of stakeholder interests,*&
making the Code mandatory and enforceable in that regard, since it encourages a stakeholder-

inclusive approach to corporate governance.*%

481 Chartered Institute of Internal Auditors, ‘Auditing corporate governance’ (11 October 2019) available at

https://www.iia.org.uk/resources/corporate-governance/auditing-corporate-governance/, accessed on 19 January
20109.

482 Chakanika op cit note 77 at 65 — 66.

483 Companies Tribunal ‘About us’ (2019) available at https://www.companiestribunal.org.za/about-us/about-the-
companies-tribunal/, accessed on 03 December 2019.

484 Chakanika op cit note 77 at 65 — 66.

485 Parry op cit note 3 at 42.

486 JoDSA, ‘The King IV Report on Corporate Governance,’ (2016) 13; Radebe op cit note 39 at 274.
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() Inclusion of information and technology governance in the Act

It is recommended that the legislature recognises information and technology governance in the
Act. According to Natesan, the ransomware attack of Johannesburg in 2019 necessitates boards of
directors to take a more holistic view of technology and the risk it poses.*®” Although the Act
allows for the use of information technology,*® it fails to present governance procedures, whereas
the Code provides recommendations for information and technology governance, which includes

training of staff and conducting an information and technology assessment of the company.*8°

(9) Applying the King IV Code to directors of smaller companies

It is recommended that directors of smaller companies not listed on the JSE comply with the
business judgement rule to give effect to the recommendations of the Code. According to
Anyango, this would give the Code legal status for smaller companies, which are presently not
subject to the listing requirements of the JSE.**® This would ensure that directors of smaller
companies do not ‘fall through the cracks’ when it comes to their responsibilities in terms of

corporate governance.

() Training for corporate governance professionals

It is recommended that corporate governance professionals and company secretaries be required
to attend corporate governance training programmes to facilitate the implementation of the Code
in companies.*®* This would ensure that many corporate governance challenges are anticipated and

avoided.*%?

487 JoDSA,‘City of Johannesburg ransomware attack a wake-up call for boards’(2019), available at

https://www.iodsa.co.za/news/475603/City-of-Johannesburg-ransomware-attack-a-wake-up-call-for-boards-says-
loDSA.htm, accessed on 6 November 2019.

488 5 6(10), 6(11), 61(10), 63(2), and 73(3) of the Companies Act 71 of 2008.

489 1oDSA, The King IV Code (2016) Part 5.4, Principle 12, Recommended Practice 13; Kula op cit note 290.

4% D Anyango op cit note 181 at 75.

491 Chakanika op cit note 77 at 65 — 66.

492 Ihid.
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M. FUTURE STUDIES

This study may constitute the basis for future studies, specifically in the realm of corporate
governance and the Code. Future studies are necessary to validate the conclusions drawn in this
study. While this research does not deal with every corporate governance challenge faced by
directors, the study serves as an opportunity for future research on overlooked corporate
governance challenges. Future research should evaluate whether the creation of corporate
governance regulatory bodies, specialised tribunals and use of courts would reduce corporate
governance challenges and adequately enforce the Code. While this study focuses more on law
reform in the context of the Act, future research could explore whether the Code could influence

the development of other relevant legislation.

V. CONTRIBUTIONS OF THE STUDY

This is one of the few studies that provides a critical analysis of the effect and enforceability of the
Code on the role of directors. Not only does this study indicate some of the corporate governance
challenges that companies and directors face, but also the benefits they would obtain by applying
the Code. It is also intended to create awareness of the need for law reform, the relevance of which
cannot be more aptly conveyed than in the Code:

‘Good governance does not exist separately from the law, and a corporate governance code that

applies on a voluntary basis may also trigger legal consequences.’#%

4% 1oDSA, The King IV Code (2016) 35.
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