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The new corporate rescue procedure contained in Chapter 6 is in many ways an improvement on the current corporate rescue procedure of judicial management that is hardly ever used. Apart from the advantages to employees, creditors and shareholders if a company is rescued, rather than liquidated and sold piecemeal, international investors also take into consideration whether a country has a properly regulated and functioning formal business/corporate rescue regime when deciding whether to invest in that country.

In particular the much easier and faster way of commencing the rescue by way of a board resolution, is a major improvement on judicial management. 

There has been some criticism of the decision to retain the business rescue proceedings in the new Companies Act rather than moving it to a future consolidated Insolvency Act that will regulate all insolvency procedures for individuals, associations without legal personality such as partnerships and trusts, and legal persons, i.e. companies and close corporations. I am of the view that the decision to keep the rescue procedure in the Companies Act should be supported and is quite correct.  A rescue procedure contained in an Insolvency Act will immediately be contaminated by the association with insolvency, and the failure of the rescue and eventual collapse of the business will be seen as an inevitability that is merely postponed by the rescue procedure. The stigma of insolvency also has an immediate negative effect on the value of a company, particularly its goodwill. Prof AH Olver, who wrote his doctoral thesis on judicial management, considered the fact that judicial management was originally included in the same chapter as winding-up in the Companies Act of 1926, and the “error in associating” the two procedures that resulted from this, as one of the major reasons why judicial management failed. (AH Olver (Judicial Management - A Case for Law Reform( (1986) 49 THRHR 84 at 85) Although the Companies Act of 1973 placed judicial management in its own chapter, his view was that the damage had already been done and judicial management was thus historically seen as linked to liquidation and thus associated with inevitable bankruptcy and liquidation.  


In England the provisions regulating their corporate rescue procedures, namely administration and company voluntary arrangements, are located in the Insolvency Act 1986. This has been cited as one of the reasons why both procedures have not been very successful because they are perceived to be closely connected to insolvency. (David Brown Corporate Rescue: Insolvency Law in Practice (1996) at 654-657.) 
A complete separation between corporate rescue and insolvency procedures might assist in removing the stigma of bankruptcy from rescue proceedings and bring an end to the widely-held view that business rescue is merely another route to liquidation and the beginning of the end. If these perceptions can be changed, company boards may be encouraged to seek help sooner rather than later, when it might already be too late. 
The inclusion of the business rescue provisions in the new Companies Act, while the provisions regulating insolvent liquidations are not included, now also enables business rescue experts to effect a complete separation between their profession and that of company liquidators and allows the creation of a separate professional organisation to regulate and control the profession of business rescue practitioner (in clause 138). This is an important aspect because it has been said that directors in England may be hesitant to take early action when their company is experiencing a financial crisis because insolvency practitioners are perceived to be “financial undertakers” rather than turnaround experts. (Michael Rutstein (Corporate Failure: A Change of Direction( (2000) JIBL 71 at 72.)
I would, however, like to draw the attention of the Portfolio Committee to the following provisions contained in Chapter 6: Business Rescue and Compromise with Creditors that may require further consideration:
1. Clause 128(1)(e): Definition of creditor
This definition is flawed because it refers only to persons to whom the company owed money. A person could also be a creditor as a result of services, products or property that the company was obliged to deliver in terms of a contract. The reference to “arrangement” also limits the obligation to some form of agreement while performance by the company could be due as a result of a court order or other legal obligation, for example in terms of a statute. 
The meaning of the term “creditor” is well established and fully understood in South African law to be a creditor in the usual sense of the word (Mars The Law of Insolvency in South Africa 9 ed (2008) par 17.1). Not even the Insolvency Act 24 of 1936 contains a definition of “creditor” because its meaning has been clearly established by case law as well.

The definition as it stands will create uncertainty and is for the most part unnecessary. Although stating in the first line that only a person to whom the company owed money before business rescue, is a creditor, it then specifically excludes post-commencement finance (which is already excluded because it arose after the beginning of business rescue) but then has to qualify that to again exclude any debt due to the same creditor before business rescue started. This makes a fairly simple matter rather complicated. 

The definition merely has to state that a creditor will mean a person who was a creditor of the company immediately before the beginning of the business rescue. If it is regarded as essential that “creditor” should be specifically defined, it would be advisable to adhere to the established definition in South African law of “a creditor in the usual sense of the word”.

In such a case the definition would simply provide that a creditor will mean a creditor in the usual sense of the word who was a creditor of the company immediately before the beginning of the business rescue.   
2. Clause 128(1)(f) : Definition of financially distressed

This definition contains one of the major requirements that a company has to meet to qualify for business rescue proceedings. 
In terms of subclause (i) a company relying on its present financial situation must prove not only that it is unable to pay its debts as they fall due, but also that its liabilities exceed its assets. However, if relying on its situation in the next six months, the company only has to prove one of these, i.e. either inability to pay all its debts as they fall due or that liabilities will exceed assets. It is not clear why there is a double requirement for the present: a company that is unable to pay its debts now, is certainly also reasonably unlikely to be able to pay all its debts within the next six months. By simply relying on its financial situation in the next week or month (i.e. “within the immediately ensuing six months”), a company that is unable to pay its debts now, but with assets still exceeding its liabilities, will qualify in terms of subclause (ii) and most companies would therefore choose not to rely on subclause (i).
A further reason why only one of the two situations, namely present inability to pay debts as they fall due or, alternatively, liabilities exceeding assets, should be required, is that an inherently viable and healthy company may experience a temporary cash-flow problem, possibly caused by external factors such as a natural disaster (e.g. an earthquake or floods), a factory fire, failure of an important supplier or labour unrest. Such a company will then not be able to use business rescue proceedings to obtain protection against claims by creditors while the problems are being solved. It should be possible for a company to go into business rescue at the first signs of financial problems, and requiring it to wait until it is actually insolvent as well as unable to pay its debts, forces the company to wait until its chances of being successfully rescued have been greatly diminished.

Clause 128(1)(f)(iii) uses the term “insolvent” as opposed to (i) that refers to liabilities exceeding the assets. As the word “insolvent” can have several different meanings, including being commercially insolvent (unable to pay debts as they fall due), legally insolvent (after a court has issued an insolvency order) as well as balance-sheet insolvency (liabilities exceeding assets) it is advisable to be consistent in using the full description of liabilities exceeding assets rather than merely the term “insolvent”.
3. Clause 129(7): Notice of financial distress to affected persons
The board of a company in financial distress that decides not to enter business rescue proceedings, will probably do so for one of two reasons: they are either hopeful of trading the company out of its financial dilemma in the foreseeable future, or they hope to award themselves some benefits or even strip the company of assets, before closing the doors. In both cases the directors have good reasons to keep the situation a secret from creditors in particular. It is therefore doubtful whether they will comply with this clause and as there is no provision for any sanction against them if they don’t (such as personal liability for debts of the company) they will in most cases simply ignore this provision.               

4. Clause 130(1)(c): Court order to compel supervisor to provide security
All supervisors should preferably be obliged to provide security for the proper performance of their duties before their appointment becomes valid. It should not be necessary to obtain a court order for that purpose. Under present legislation every liquidator and judicial manager of a company (and trustee of an insolvent estate) is required to provide such security. Requiring every supervisor to provide security will provide some protection to affected persons. This is particularly important as they have no say in the appointment of a supervisor by the board of the company and can only have him removed by an order of court - an onerous and expensive process that may take several weeks. 
5. Clause 131: Application to court to begin rescue proceedings
An application for such an order may be brought by any affected person, in other words, a creditor, a member or an employee or trade union representing employees. This represents a very powerful right given to a single employee or shareholder who may be tempted to abuse it because of a completely unrelated grievance against the company. It may also be used as an unfair bargaining tool by a trade union in wage negotiations: if the company refuses a demand for higher wages because it cannot afford it, they may threaten to use that as proof of inability to pay debts and thus grounds for business rescue proceedings. An unfounded application will of course be refused by the court, but by that time a lot of damage would have been done to the company’s reputation, credit rating and its business in general, especially as prior notice of the application must be given to all creditors, shareholders and employees of the company. 
The sentiments behind this provision are understandable, but the risk it poses to a (healthy) company needs to be counter-balanced by a clause providing that the court may order an applicant for business rescue who abused the procedure, or whose application was malicious or vexatious, to pay damages to the company. We presently have such a provision for personal liability of an applicant for abuse of the process in winding-up applications (section 347(1A) of the Companies Act 61 of 1973). 
6. Clause 135 : Post-commencement finance
The importance of a clause providing for the personal liability of an applicant for abuse of the process is also underlined by the provisions of clause 135. This clause may encourage employees to attempt to obtain an order for business rescue proceedings because of the very substantial benefits for them, even if there isn’t much hope of a real rescue. In terms of this clause any remuneration and other payments to employees that become due during business rescue proceedings, obtain a super preference as post-commencement financing that ranks just after the supervisor’s remuneration and costs, and even before other claims based on post-commencement financing. The provision contains a very real potential for abuse of the process, especially since this preference is retained by employees if the business rescue is terminated by a liquidation order.
The Bill is very clear about the fact that each and every employment contract must remain untouched by the rescue, and employees will continue to be employed on the same terms and conditions as before. Compared to liquidation where all employment contracts are immediately suspended by the liquidation order and automatically terminate after 45 days, this provision in the Bill presents employees with the opportunity to earn remuneration for a few extra months, to the detriment of the creditors.

In all legal systems where dedicated business rescue provisions exist, between 80% and 90% of business rescue proceedings are terminated by liquidation of the companies. In the light of the substantial number of companies that will thus be liquidated after the rescue attempt has failed, the fairness of this provision, and particularly the retention of this super preference in a subsequent liquidation, without any limitation as to amount or period, should perhaps be reconsidered. Concurrent creditors will be seriously prejudiced, and may even lose the already low dividend of 10 cents in the Rand they receive on average on their claims at present. 

This provision may also encourage companies to choose liquidation above business rescue proceedings.
7. The division of powers between the board of directors and the supervisor

The exact division of powers between the board and the supervisor during rescue proceedings is very unclear and the relevant clauses are confusing and contradictory. 
In the Explanatory Memorandum (p 222, par 12) it is stated that the rescue procedure is “largely self-administered by the company”. The definition of business rescue (cl 128(1)(b)) also states that it provides for the temporary supervision of the company and of the management of its affairs, business and property.

However, clause 140(1)(a) provides that during business rescue proceedings the supervisor has full management control of the company in substitution for its board and pre-existing management. That contradicts the provisions referred to in the previous paragraph. Clause 140(1)(b) further provides that the supervisor may delegate any power or function to a person who was part of the board. This implies that they do not automatically retain any powers, but only have the powers specifically delegated to them by the supervisor.        

The following clauses also add to the confusion:
Clause 137(2)(a) and (b): Each director must continue to exercise the functions of director, subject to the authority of the supervisor, and has a duty to the company to exercise any management functions in accordance with the express instructions or direction of the supervisor.
Clause 137(2)(d): A director is relieved of his statutory duties regarding the required standard of conduct on condition that he follows the orders of the supervisor. It is doubtful whether any director will risk incurring personal liability by acting without first obtaining specific instructions from the supervisor.
Clause 140(3)(b): A supervisor has the responsibilities, duties and liabilities of a director. 

This situation needs to be clarified. It is imperative that the Bill should be very specific about who is ultimately responsible for managing the company. My view is that it should be the supervisor since he is responsible for the development and implementation of the business rescue plan and will be specifically trained and experienced in business rescue (cl 140(1)(d)). 
I believe that the present contradictory provisions in the Bill are the result of an attempt by the drafters of this legislation to incorporate some aspects of the Chapter 11 reorganisation procedure of the United States Bankruptcy Code, notably the principle of debtor-in-possession that allows the present management to remain in place and continue managing the company during reorganisation. The intention to consider the American procedure when designing a new South African business rescue regime was expressed in the policy document issued by the DTI (South African Company Law for the 21st Century: Guidelines for Corporate Law Reform May 2004). However, in the American procedure there is usually no appointment of a person to supervise or oversee the reorganisation. A trustee may be appointed by the court under exceptional circumstances (mostly as a result of fraud and dishonesty of the existing management), but in such cases management loses its right to manage the company and this power is vested in the trustee. One would therefore have either a debtor-in-possession or a trustee, but not both, as is being attempted in the provisions of the Bill. The fact that a supervisor will be appointed in all instances, thus excludes the possibility of allowing the board to retain its management powers and it should be clarified in the Bill that the supervisor is in charge of the company during business rescue proceedings.

8. Miscellaneous provisions

Clause 132(3): This provision is based on the assumption that a business rescue can be finalised within three months. Experience in other countries has shown this to be unlikely. The requirement that monthly reports must be filed after three months will add an unnecessary administrative burden to the duties of the supervisor and to the court or Commission, without any real benefit. There is no indication what should be done if the reports are not filed or do not sufficiently explain any delay. 

Clause 136(2): This clause states that “any provision of an agreement” may be cancelled or suspended by the supervisor. Clause 136(3) makes it clear, however, that the whole agreement may be cancelled. The wording of clause 136(2) should be amended accordingly.
Clause 138(1)(a): Any “person” may be appointed as supervisor. In terms of section 2 of the Interpretation Act 33 of 1957 “person” includes legal persons such as companies and close corporations. If it is intended that a legal person may be appointed as supervisor, the provisions of clause 138 regarding the requirements for appointment should be adapted to reflect this, e.g. by requiring that at least one director or member of the legal person meets these requirements. Clause 138(1)(c) would also have to be changed. On the other hand, if only individuals should be appointed, the word “person” should be replaced.  

Clause 140(3)(b): In terms of this clause a supervisor is bound to the duties contained in clauses 75 to 77. Clause 77(3)(b) however, prohibits insolvent trading (this term is as yet undefined – does it refer to commercial insolvency, balance-sheet insolvency or both?). As the company must either be unable to pay its debts (commercial insolvency) and/or its liabilities must exceed assets (balance-sheet insolvency) to qualify for rescue proceedings, it seems inevitable that the supervisor will have to trade in insolvent circumstances, at least for a limited period. He should thus be exempted from this duty.  

Clause 141(2)(c): The supervisor must investigate voidable transactions entered into before the start of business rescue proceedings, but is not given the power to apply to court to have them set aside (as in the case of liquidation and judicial management under the present Companies Act of 1973). It is not clear what the management is supposed to do as they don’t have this power either and may in any event be the ones who entered into these transactions. Unless the supervisor is given very specific powers to rectify these problems personally, the clause is virtually worthless. 
Clause 145(4)(a): In terms of this clause a secured creditor will have a voting interest based on the full amount of his claim, in other words, including the secured portion. This is contrary to the principles of our insolvency law which allows a vote only for the unsecured part. Was it intended to base the voting interest on the full claim amount?

I trust that the above will be of some assistance in your deliberations.
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