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SUBMISSION ON THE COMPANIES BILL (“THE BILL”)
TO THE PORTFOLIO COMMITTEE
AUGUST 2008
made jointly by the company law committee of the Law Society of South Africa and the company law committee of the Law Society of the Northern Provinces
1. The nature of the submission
1.1. In view of the exceedingly short time frames permitted for comment on this most pivotal and fundamental piece of proposed legislation, only the most key issues have been raised.  As a result the submission does not deal with the less key issues which may nonetheless be very important provisions of the Bill, nor many drafting issues which could have been raised, nor the typing errors and wrong references, for example to existing legislation, contained in the Bill.  The one exception is that in s44(2) the key word “Except” is missing at the start making the section unintelligible.
1.2. The submission also does not dwell on key issues which it is expected will be commented on in detail by other commentators such as The South African Institute of Chartered Accountants or the King Committee, so as to avoid duplication.
1.3. The key points dealt with have been grouped together in categories for ease of reference.  They are listed not in any order of importance but in alphabetical order for ease of reference save for the first comment.  Those on which oral submissions will be made have been highlighted in red for ease of reference.  Those which need “quick fix” drafting amendments which are important but should be uncontroversial, have been highlighted in green for ease of reference.  When we consider that definitions have been too widely couched and cause problems in various contexts in the Bill as a result, the comments are highlighted in yellow.  Those highlighted in blue are provisions which we consider will be dead letters because of their content.
2. The key comments
2.1. Fundamental nature of the companies legislation
2.1.1. As this legislation is so fundamental to the economy, it should be very difficult to be exempted from its provisions by those which seek limited liability by incorporating as companies in South Africa.  We strongly recommend that if any company is to be exempted from the unalterable provisions of the legislation as envisaged in s6(2), the decision should lie not with the Companies Ombud, but instead with a full bench of any provincial division of the court.
2.1.2. In a similar vein, s5(4)(b)(i) which makes the Acts listed there prevail over the Companies Act, is certainly not appropriate.  There is no obviously justifiable basis for making any of those Acts prevail, but even if there may be now, that may change in the future.  As regards those, such as the Public Finance Management Act, which may impose more burdensome liabilities, that is easily catered for by a general section in the Interpretation Act providing that if there are two Acts and one imposes more burdensome obligations, both Acts will have to be complied with and if that is impossible because of conflicts, the more burdensome one must prevail.  The Companies Act is a later piece of legislation and the legislature must consider now if there are any conflicts with existing Acts and resolve them.  If it overlooks any then it must be left to the courts to resolve them.  The provisions of s5(4)(b)(ii) cannot apply as the effect is to derogate from the rights of parliament as regards the making of legislation since this sub‑section purports to prevail over anything which parliament may say in the future.  This is contrary to the sovereignty of parliament.
2.2. Beneficial interest
2.2.1. The definition of “beneficial interest” in our view covers not only what is traditionally encompassed in that expression but also –

2.2.1.1. the mere registered holder as that expression is currently understood in our law – ie a person who is on the register as the shareholder but must account for all benefits received to the true owner / holder of the beneficial interest and must vote as directed by the true owner / holder of the beneficial interest;

2.2.1.2. those who hold a right through a relationship ie includes those persons envisaged by s2(1)(a) to (c).  This would include major children and adult siblings.  This is not practical and leads to absurd results.
2.2.2. The wide definition may be necessary in certain circumstances, such as for the purposes of “affected transaction”, but the way to do this is on a section by section basis not through a blanket definition.  Each section should be properly considered to see who needs to be covered.

2.2.3. In other areas, the wide definition is just not appropriate.  The definition is widened even beyond that by s56(2) which deems beneficial interests to apply in extraordinarily wide circumstances.  All of this will place an unbearable burden on –

2.2.3.1. the company – for instance in s26 where the wide definition will impose undue burdens on the company because of the potentially large number of those given rights and it will be impossible for a company to comply with s31(1)(a) and s56(7) because it may well have no idea of who all the holders of a beneficial interest are.  This also applies to s50(1)(b)(iv)(bb).  In this context it should be only the registered owner which has rights;

2.2.3.2. those caught in the net who will have to make disclosures in terms of s122(1) about transactions which they may not even be aware of.
2.2.4. That wide deeming should be applicable only as an obligation on those person to make disclosure to the company per s56(3).  Because of the exceedingly wide definition, the potential exemptions in s30(1)(b)(ii) and s75(2)(b)(i) and (3) will be impossible ever to rely on, because it will never be the case that one person holds all the beneficial interest or that in the case of s30(1)(b)(ii) all those who do are also directors.  It also means that s56(3) will never apply because the wide definition means that the registered holder is also the holder of a beneficial interest.

2.2.5. On the other hand s56(3) should, as far as is possible given its limited territorial jurisdiction, impose obligations on all intermediaries interposed between the company and the ultimate true owner, to make disclosure to the company so that the company has the means to find out who the ultimate true owner of its shares is.  This is probably a case for reciprocal enforcement between jurisdictions which all face this problem.  South Africa should be at the forefront of getting this reciprocal enforcement legislation adopted worldwide.

2.2.6. The narrowing of the definition as has been done by a section such as 3(2)(c)(i), undoes that wide definition with potentially far reaching and unintended problematic consequences – see for instance s117(1)(c)(iv).  (This concept of beneficial interest is a case in point where the drafting is not correct as often the reference is to “beneficial holder” which is not a defined term – see eg section 3(3).)

2.3. Business rescue
2.3.1. S136(2) is severely problematic in substance.  It permits a supervisor, in circumstances of business rescue, to "cancel or suspend entirely, partially or conditionally any provision of an agreement to which the company is a party ...". This grants the supervisor powers which even  a liquidator does not have in that it is not provided that the provisions should be executory in nature.  It undermines the certainty of contracts a key pillar of our law of contract, since the supervisor can cancel or suspend at will and all one is left with is a claim for damages (s136(3)) which may turn out to be completely valueless.  It may well even be unconstitutional as a form of expropriation of property.  All that the section should permit is for the supervisor to suspend executory obligations against the company for the period of the business rescue.
2.3.2. From a drafting point of view the introductory references to sections 35A and 35B of the Insolvency Act are confusing.  It is not clear what is intended in this regard and the wording needs to be clarified.
2.4. Buy backs of shares which are invalid

There should be a time limit imposed regarding s48(6)(a) as regards innocent shareholders.  The section should not be open to abuse when there is a change of control and the new shareholders use it to claim money back from the old shareholders many years after a distribution was made.

2.5. Company names
S11(4) should allow for the names to be in any of the official languages of South Africa.
2.6. Debentures
2.6.1. Because of the reference in s43(1)(a)(ii) to loans the entire section does not cover debentures which is what we understood it was intended to cover in the main.  We do appreciate that it is wider and covers other types of securities.

2.6.2. Because debentures are nothing more than loans in respect of which there exists a written acknowledgement of debt, to avoid bringing ordinary loans into the net of the Bill which would not be warranted, and in view of the concept of uncertificated securities, the time has come for there to be a statutory definition of debentures which overrides the common law one and permits expressly of –

2.6.2.1. uncertificated debentures - ie without the necessity for there to be a written acknowledgement of debt;

2.6.2.2. splitting of claims in that debentures may be transferred in tranches;

2.6.2.3. security being registered in the name of a trustee for all debenture holders from time to time.

These are the key elements which are missing from the section and which are needed.
2.7. Directors
2.7.1. The definition of director is fundamentally flawed.  It provides that a director is one contemplated in s66.  If one has regard to section 66 the effect is that the whole notion of shadow directors is excluded as is the case with anyone whose appointment for whatever reason was defective.  It also eliminates the whole concept of de facto directors.  As director is defined in the 1973 Act at least the argument could be made (because of the use of the word “includes“) that shadow directors are covered.
  In line with trends in foreign jurisdictions clarifying legislative intervention against shadow directors, one would expect the legislation to clarify the position to make it clear that shadow directors are covered.  Instead the legislation has gone in the opposite direction and narrowed the definition of director to such an extent that it is meaningless.  We also recommend to avoid the misleading of the public, that the appointment and resignation of directors take effect not as contemplated in s66(7) when the company has received the written consent or resignation, as the case may be, of the director but when the requisite filing has been made with the Companies Office.

2.7.2. S72(2)(a)(ii) prevents a member of a committee from voting if that person is not a director.  That is flawed for 2 reasons – firstly it means that the person concerned does not take responsibility for the acts of the committee which is undesirable and secondly because of the liabilities and obligations imposed on these members of committees by eg s75 and s76.  It must be deleted.
2.7.3. If any irregularity attaches to the appointment of a board or committee member and it was made in genuine error, and not by way of a deliberate attempt to circumvent the provisions of the legislation, then the legislation should provide that the acts and decisions of a board shall be valid notwithstanding any irregularity attaching to the appointment of the member/s in question.  For example the audit committee is obliged to appoint the auditors.  If the audit committee is improperly constituted for some reason, would it then follow that the appointment of the auditors is flawed?  If so, what would be the status of accounts prepared and audited by improperly appointed auditors be?  The consequences of invalidity of acts flowing down the chain could be such that companies are placed in impossible positions.

2.7.4. S75(50(c) treats directors with conflicts inappropriately.  It gives the director the discretion to decide whether to give the company the benefit of that director’s advice.  That is completely contrary to every principle of fiduciary duties.  The director must be obliged to give the company the benefit of his advice and the legislation should make it clear that his duty goes so far as to advise the company not to conclude the transaction in which he is conflicted, if it is against the company’s interests which he would be best placed to know.
  

2.7.5. Although it is certainly arguable that the common law in regard to directors’ fiduciary duties has been preserved, this should be put beyond doubt in s76 because sections such as s161(2)(b) might be used as arguments that the common law has been ousted unless not specifically preserved.

2.7.6. S76(2)(i) should not be limited to wholly owned subsidiaries.  In view of the prevalence of nominee directors, it should be clarified that any appointer is entitled to conclude an agreement with the company to permit the nominee director to disclose confidential information learned as a director to his/her appointer provided that the agreement between the appointer and the company obliges the company to treat such information as confidential until it is no longer so other than due to the appointer’s / its nominee’s fault.
2.7.7. S77(3)(c) should be deleted to avoid conflicts with (b).
2.7.8. The way in which gross negligence has been treated in the Bill is not consistent.

2.7.9. Many of the features of the Bill are concerned with corporate governance and trying to prevent directors from breaching their duties.  The committees consider it vital that all those who want to become / continue acting as directors should at the least, have to attend a course and obtain a certificate of attendance, if not write an exam.  We are mindful of the stage of development of South Africa and do not want to make it difficult for those who have previously not participated in the economy from doing so but a course which at least takes the directors through their duties and the relevant sections of the legislation would not be so taxing as to prevent everyone from exercising their constitutional rights to form companies but that right needs to be coupled with a duty at least to learn the basics of the company law.

2.7.10. No special resolution is required (in terms of s41(2)(e)) for issues of shares to directors if shares are offered on same terms and conditions as offered to members of public, but it would be all too easy to use this exemption by making a tiny offer to the public coupled with a large offer to the directors although on the same terms.  It needs to be stated that the directors’ aggregate percentage holding from such offer cannot be more than a certain specified percentage of the offer to the public.

2.7.11. S66(9) should expressly permit of directors receiving remuneration for services rendered in other capacities such as giving legal advice, as the common law prohibition should be done away with.

2.7.12. The concept of knowing or knowledge is used throughout the Act in many cases in conflict with the defined term “knowing, knows, knowingly”.

2.8. Employee share incentive schemes
The definition in s95(1)(c)(ii) is not wide enough – it should include shares purchased and sold.
2.9. External companies
2.9.1. It appears that the purpose of defining the circumstances in which a foreign company would be required to be registered as an external company, is very limited – mainly it seems to provide that it has a registered office in South Africa at which litigation can be served.  This does not really seem to serve any purpose.  The structure in section 2 of the 1973 Act that the Act applies to external companies is not carried through to the Bill.

2.9.2. It is not correct to say that it is the foreign company’s office which must be registered – it is the company itself.
2.9.3. The way “registered external company” is defined means that external companies registered under the 1973 Act, will not be covered by that definition.
2.9.4. Because the effect of being an external company is so limited, we do not comment on the events that trigger a required registration and the wrong drafting.

2.10. Financial assistance
2.10.1. It is vital that the opportunity be used to validate any transactions which are in breach of s38 under the 1973 Act but would not have been so if s44 had been in force when the transactions were concluded – ie it can be shown that the company in question would have been able to comply with the requirements of s44 had they been in place at the relevant time.
2.10.2. Furthermore, the extension of the prohibition to “related or inter-related companies” makes the prohibition far too wide.  It would, for example, prohibit the capitalising by a holding company of a subsidiary.  This protection is unnecessarily wide and should be deleted.  The existing formulation of the company itself and its holding company is sufficient.

2.11. Pre‑incorporation contacts
2.11.1. The presence of s21(2) means that the whole notion of the statutory pre‑incorporation contract will be a dead letter because no‑one will want to take the risk of joint and several liability so instead will use the common law concept of the stipulatio alteri which does not entail automatic joint and several and therefore personal liability (although the drafting of the sub‑section is such that it probably can’t be enforced).  If a counterparty to a contract wishes to seek personal liability from the individual signing it, then this could be achieved contractually; it is unnecessary to have a statutory provision in this regard.

2.11.2. The provisions of s21(5) should operate in the opposite manner – ie no deemed ratification.
2.12. Prospectuses
2.12.1. The definition of offers to the public in s95(1)(h)(i)(aa) should be deleted.

2.12.2. There should be specific exemptions for –

2.12.2.1. holders of a company’s securities and s95(2) should be amended for that purpose;
2.12.2.2. the equivalent persons incorporated in foreign jurisdictions and also for underwriters in s96(1)(a);
2.12.2.3. all issues by companies listed on an exchange irrespective of those who will subscribe as it does not make sense that those selfsame people could buy the shares on the exchange but when they want to subscribe for them from the company a prospectus is needed;

2.12.2.4. issues by foreign companies to their employees in South Africa or the employees of their subsidiaries in South Africa.

2.12.3. The exemption in s96(1)(g) is too limited – it will be impossible not to incur selling expenses.  Advertisement is widely defined (correctly for the purposes of s98) but too widely for this section.  It means the exemption can never apply.

2.12.4. The Minister should have the authority to grant exemptions by way of regulation for categories of persons if the Minister is satisfied that those person would not need the benefit of a prospectus.
2.12.5. The definition of promoter has been taken from the 1973 Act and is meaningless.  A proper definition is needed.

2.12.6. The definition of rights offer in s95(1)(l) should not limit the offer to shares in the company or members of its group.

2.12.7. Repayments to applicants for shares - the interest rate should be that in the Prescribed Rate of Interest Act, 1975, not a fixed rate in s108(7).
2.12.8. S98 needs to give a specific exemption to companies which need to get resolutions passed by shareholder before making a public offer, to permit of full disclosure in the circular without triggering the section.

2.12.9. S99 should expressly cover debentures convertible into equity.

2.12.10. An important drafting change is that in s100(4), the words “accompanied by” which are contained in the 1973 Act, should also be added.
2.12.11. S100(11) needs to cater for book building and prospectuses which are not yet priced.  A supplemental prospectus should not be required if there is merely a change in the opening and/or closing date of the offer.  All that should be required in that regard is publication in one national newspaper.

2.12.12. S107 needs to cater for the issue of supplemental prospectuses.

2.12.13. S6(4) obliges prospectuses and circulars to be drafted in such a way that someone with average literacy skills and no experience in dealing with company law can understand them.  This is just unrealistic and an impossible standard of achievement.  Prospectuses are by their nature documents containing complex information which it will not be possible to reduce to this very low standard of understanding.

2.12.14. The drafting of s103(1) has gone wrong.  It should read as follows -

“Save as contemplated in subsection (2), within one year after the date of filing a prospectus, a company must not vary or agree to any material variation of an agreement referred to in the prospectus, other than in the ordinary course of business.”
2.13. Quorum for shareholders’ meetings
S64(8) is flawed in that it will prevent companies from being able to pass resolutions which may be urgently needed, will give shareholders who for whatever reason want to block a resolution but do not have the voting power to do so, the upper hand enabling them to hold the company to ransom, and will result in inordinate expense for companies.  It goes against one of the principles guiding the drafting of the Bill, namely flexibility.  It must be made possible for companies to elect that at the adjourned meeting, whoever is present after a specified period (say half an hour) will constitute a quorum.

2.14. Record Date
If this section is to be retained (and it is not clear why it is needed at all), there needs to be a s59(1)(g) introduced dealing with any other circumstances requiring a record date.

2.15. Right to incorporate
This right to incorporate in s13 should not be available to those –

2.15.1. who have been disqualified as directors for so long as the disqualification remains;

2.15.2. guilty of reckless trading with perhaps some lapse of time before the right is reinstated;

2.15.3. who have been directors of more than a threshold number of companies which have been placed in liquidation and in which creditors have received less than a stated percentage of their claims.

2.16. Ring fenced SPV’s
2.16.1. S11(3)(b) introduces a new and most valuable concept, namely that of the ring fenced company.  Those dealing with it are alerted to its ring fenced status by its name.  However we suggest that the section needs to make it clear what the abbreviation RF stands for (ie ring fenced) as it will otherwise be unintelligible to the public at large.
2.16.2. Ring fenced companies are catered for well in s13(3), s15(20(b) and (c) and 19(5)(a).  However the benefits of those sections are completely undone by section 20(1)(a)(i) and (ii) and (2) and (5)(a).  Those sections need to be amended to exclude from their ambit a company with “RF” in its name or the entire concept of the ring fenced company with fail, with severe consequences to the commercial community.
2.17. Shareholders’ agreements
2.17.1. S15(7) works completely the wrong way around.  The shareholders agreement must be able to prevail over the alterable provisions of the Companies Act but clearly not of course the unalterable ones unless a court has exempted the agreement – see paragraph 2.1.1 above.
2.17.2. The same problem applies to s66(4)(b).

2.18. Shares / securities
2.18.1. Securities is a defined term which provides that it is whatever is defined in the Securities Services Act, 2004.
  If one looks at the context in which the word “securities” is used in the Bill it immediately becomes apparent that the definition is too wide.  For example the offering of participatory interests in a collective investment scheme is dealt with under the Collective Investment Schemes Control Act, 2002 and it is wrong to regulate them under the Companies Act.  The Bill in fact recognises this in the definition of “beneficial interest” because it expressly excludes them.  Similarly to deal with bonds or debentures which are not convertible into equity seems inappropriate.  Generally the definition is far too wide given the context in which it is used in the Bill.
2.18.2. The requirement in s35(3)(b) must be an error because this does away with the possibility of a wholly owned subsidiary which will cause problems for the commercial community.  In any event the Bill clearly envisages that there can be wholly owned subsidiaries – see eg the definition and s3 which conflicts with s35(3)(b).
2.18.3. Shares of a particular class are permitted to have different rights (S37(1)) – it is not clear how this could work without them constituting different classes.

2.18.4. There should be express provision for reductions of issued capital in s36(3)(a).

2.18.5. In those cases in which the directors issue shares without shareholder approval, the directors should be obliged to call a meeting of the shareholders to obtain the necessary ratification within a specified and limited period and in the meanwhile the directors should not be able to dispose of the consideration received, in case the shareholders do not ratify and the entire issue has to be reversed.  Any reversal needs to provide for the return of the distributions received by the shareholders concerned by virtue of the shares.

2.18.6. S50 should deal with pledges expressly.
2.19. Solvency and liquidity
We query why in section 4(1)(b)(ii), only paragraphs (a) and not (b) and (c) in the definition of distribution are included.

2.20. Takeovers
2.20.1. The provisions of s118(1)(c)(i) are far too wide.  As currently drafted, this would result in every private transaction between shareholders of private companies being potentially subject to the Code.  This would result in the Panel being swamped with applications for exemption and is an unnecessary protection.  It has always been understood, and is the case in other jurisdictions, that shareholders in private companies with a limited number of shareholders should be capable of, and indeed entitled to, regulate their affairs amongst themselves.  The protection envisaged is burdensome and unnecessary.
2.20.2. The time limit referred to in s126(1) is inappropriate.  The company must be able to comply with any pre‑existing agreement.

2.21. Transitional arrangements – schedule 7
2.21.1. The time period for existing companies to transition is too short and should be extended.

2.21.2. S7(6) overrides any approval obtained under the 1973 Act.  This is not appropriate and will cause confusion and practical difficulties, not to say unwarranted expense.

2.22. Unwarranted expropriation
The provisions of s82(4)(a)(ii) constitute an unwarranted expropriation in the context of dissolution of a company.  The position occurs often that assets are overlooked or not known about when a company is dissolved.  There is no reason why there should be any time limit on reclaiming them as is the case currently as the only beneficiary of this would be the state.

2.23. Widely held companies
In the light of the fact that the concept of the widely held company has been abandoned in the Bill, the amendments introducing that concept into the Companies Act, 1973 (“the 1973 Act”) brought about by the Corporate Laws Amendment Act, 2006, should be repealed with immediate effect (ie without waiting for the new legislation to take effect) and the 1973 Act should be brought into line with the structure in this regard of the Bill - ie the accounting and other requirements introduced by the Corporate Laws Amendment Act, 2006 should be made applicable to public companies as defined under the 1973 Act.
� In Re Unisoft Group Ltd (No. 3) [1994] 1 BCLC 609 - "the shadow director must be, in effect, the puppet master controlling the actions of the board.  The directors must be (to use a different phrase) the "cat's paw" of the shadow director.  They must be people who act on the directions or instructions of the shadow director as a matter of regular practice.  That last requirement follows from the reference in the subsection to the directors being "accustomed to act".  That must refer to acts not on one individual occasion but over a period of time and as a regular course of conduct."





� See Permanent Building Society v Wheeler a 1994 Australian case - "In my opinion that duty was not affected by the fact that Hamilton believed that he had a conflict of interest and accordingly did not vote when the resolutions in question were taken.  It was manifest that the transaction was capable of causing PBS serious harm.  In those circumstances, in my opinion, Hamilton could not avoid his duties as chief executive and managing director by asserting his perceived conflict of interest.  It may be that, because of the conflict, he should not have spoken or voted in favour of the resolution.  But as chief executive and managing director there was a responsibility on him to ensure that the other directors appreciated the potential harm inherent in the transaction, and to point out steps that could be taken to reduce the possibility of that harm.  Hamilton could not avoid that duty by, metaphorically speaking, burying his head in the sand while his co-directors discussed whether PBS should enter into such a potentially detrimental transaction."


� In Bray v Ford [1896] AC 44, [1895-9] All ER Rep 1009 a solicitor who was a governor of a charitable college charged profit costs for his professional services under the mistaken belief that the memorandum of association allowed him to do so.  Lord Watson said that the respondent was not “legally justified in charging and accepting payment of full professional remuneration in respect of services rendered by him to the college in his capacity of solicitor”.


� In that Act “securities” means –


shares, stocks and depository receipts in public companies and other equivalent equities other than shares in a share block company;


notes [not defined];


derivative instruments;


bonds;


debentures;


participatory interests in a collective investment scheme;


units or any other form of participation in a collective investment scheme, licensed or registered in a foreign country;


instruments based on a n index;


securities listed in paragraphs 1 to � REF _Ref205624316 \r \h ��8� that are listed on an external exchange;


instruments similar to the above declared by notice by the Registrar to be a security;


and rights in the securities referred to above.






