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Submission on the Companies Amendment Bill, 40 of 2010
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1.	Transitional arrangements pertaining to the audit requirement

The Companies Act, 2008 (the 2008 Act) determines that not all companies need to have their financial statements audited. In addition, the 2008 Act provides for different provisions pertaining to the approval of annual financial statements, disclosure requirements and the presentation of such statements to shareholders.

There seems to be uncertainty as to the transitional provisions as it applies to different scenarios:

	With respect to companies that are currently required to be audited, but will only require an independent review in terms of the 2008 Act:

How will this requirement impact a company with a financial year end of 31 March 2011? Will such a company be required to have an audit (as required in terms of the Companies Act, 1973 (the 1973 Act) which applied at the time of the year end), or may it have its financial statements independently reviewed (as per the 2008 Act, which will be applicable at the time of the audit/independent review)?

Similarly, may a company with a financial year end of 28 February 2011, or 31 January 2011 or even 31 December 2010, postpone the audit for a few months until the effective date, and then proceed to have an independent review (as permitted in terms of the 2008 Act), rather than an audit (as required by the 1973 Act)?
 
	Would companies with a year end after 1 April 2011 be required to be audited for the period running up to the effective date (thus only that part of the financial year where an audit was required in terms of the 1973 Act)?


	With respect to companies that will be required to have an audit in terms of the 2008 Act:


When companies with a financial year end prior to the effective date (but an annual general meeting after the effective date) prepare, approve and present annual financial statements to shareholders, would the requirements of the 1973 Act apply, or should such companies prepare, approve and audit the financial statements in terms of the 2008 Act? The complexity of this question is highlighted by the following specific requirements:
	Financial reporting standards – In terms of the 1973 Act, widely held companies are required to apply IFRS, while all companies that must be audited in terms of the 2008 Act are required to apply IFRS. This category may include limited interest companies (which were permitted to apply IFRS for SME’s under the 1973 Act).

Disclosure requirements and content of annual financial statements - e.g. the 1973 Act requires disclosure of director emoluments in aggregate, while the 2008 Act requires disclosure of director and prescribed officer remuneration on an individual basis.
Audit committee – In terms of the 1973 Act only widely held companies are required to have an audit committee, comprising two independent non-executive directors. The 2008 Act requires all public companies and state owned companies to have an audit committee, comprising three directors which meet certain requirements.
Approval of the financial statements – The 1973 Act requires two directors to sign the financial statements, while the 2008 Act requires the signature of only one director.
Annual general meeting – The 2008 Act requires only public companies to have an annual general meeting. Does this imply that other companies (than public companies) may present their financial statement to a normal shareholders meeting (thus, not at the annual general meeting as required by the 1973 Act)? This also raises the question whether appointment of the auditor and audit committee by shareholders may be done at such a shareholders meeting.
Item 7(5)(b) and (c) of Schedule 5 of the 2008 Act provides clarity with respect to notices for meetings. It determines that, as of the effective date, the provisions of the 2008 Act must be applied with respect to notices for shareholder meetings, shareholder and board meetings, as well as the adoption of resolutions.
The distribution of summarised financial statements – The 1973 Act requires that the company send a copy of the annual financial statements to every shareholder, while the 2008 Act only requires a summary of such statements to be sent to every shareholder.

 
In order to provide guidance, four possible options are proposed which may assist in trying to clarify this for companies. 

Option 1
All companies with a financial year end before or on 31 March 2011 are required to comply with all the provisions of the 1973 Companies Act, and continue to apply such provisions until conclusion of the audit and approval of the financial statements by the board, and presentation of such statements to shareholders at the annual general meeting. This means that the repeal of certain provisions of the 1973 Act will be delayed.
All companies with financial year end that falls on or after 1 April 2011 must comply with the provisions of the 2008 Act.

Option 2
(Provides for a transitional period).

	All companies with a financial year end before or on 31 December 2010 are requires to comply with all the relevant provisions of the 1973 Companies Act, and continue to apply such provisions until the conclusion of the audit and approval of the financial statements by the board, and presentation of such statements to shareholders at the annual general meeting.  This means that the repeal of certain provisions of the 1973 Act will be delayed.


	All companies with a financial year end between 1 January 2011 and 31 March 2011 have a choice to either:


	comply with  the all provisions of the  1973 Act (until conclusion of conclusion of audit and approval of the financial statements by the Board, and presentation of such statements to shareholders at the annual general meeting), or

comply with the relevant provisions of the 2008 Act.

(As an alternative the transitional period may run between 1 January 2011 and 30 June 2011).
	All companies with a financial year end after the end of the transitional period must comply with all the relevant provisions of the 2008 Act.


Options 1 and 2 require that the repeal of the relevant sections of the 1973 Act be delayed to the extent that a company is required to, or has a choice to comply with the relevant provisions of the 1973 Act.

Option 3
The 1973 Act is repealed in toto with effect of the effective date.  The result is that regardless of year end, a company must ensure that it complies with the provisions of the 2008 Act. 
 
Option 4
All requirements of the 2008 Act pertaining to financial reporting standards, the audit requirement, financial statements and the approval of the financial statements by the board will only be applicable for financial years commencing on or after 1 April 2011. Thus, the relevant provisions of the 1973 Act will remain in force until the company has concluded the process to have its financial statements approved by the board, and presented such statements to shareholders at the annual general meeting.

It is respectfully submitted that Option 2 (with a transitional period of 1 January 2011 to 31 March 2011) is the preferred option. This Option supports the underlying principles of the 2008 Act to make it easier for companies to do business in South Africa while adhering to accountability and transparency standards. It further allows for the phasing of the 2008 Act over a specific time period, and provides clarity as to which Act should be applied at any given time.


2.	Rotation of auditor
Section 50 of the Companies Amendment Bill proposes the amendment of section 84 of the principle Act. The effect of this proposed amendment is that Chapter 3 will apply to the following companies:
	public companies

state owned companies
	private companies, personal liability companies or non-profit companies 
	if the company is required by this Act or the Regulations to have its annual financial statements audited every year, or
	otherwise, only to the extent that the company’s Memorandum of Incorporation so requires, as contemplated in section 34(2).

The effect of this amendment is that section 92, which regulates the rotation of auditors, will apply to all companies that must be audited. This will inevitably include a large number of companies that are currently classified as limited interest companies, and as such are not subject to auditor rotation. 

Section 92 of the Act determines that the same individual may not serve as the auditor or designated auditor of a company for more than five consecutive financial years. In view of the presumption against retrospective application, may it be assumed that the term of service of the auditor or designated auditor will be determined from the date of first appointment after the effective date?

If a private company (which is required to have its financial statements audited in terms of the 2008 Act) had the same auditor for a number of years (exceeding five years), would section 92 require that company to replace the auditor on the effective date? If this is indeed the case, the practical implications will be severe as it would mean that many private companies will be required to appoint a new auditor.

Will companies that are currently classified as widely held companies in terms of the 1973 Act be required to account for the number of years of service of the auditor under the 1973 Act, or will the term of service of the auditor or designated auditor will be determined from the date of first appointment after the effective date of the 2008 Act?

It is proposed that Parliament adopts an approach similar to the approach of the Corporate Laws Amendment Act, 2006 with respect to auditor rotation for private companies, personal liability companies and non-profit companies that are required in terms of the 2008 Act or Regulations to be audited. In terms of this approach the term of service of an auditor or designated auditor is to be measured from the date of the auditor’s first appointment or re-appointment after the date on which the 2008 Act takes effect.

It is further proposed that clarity be provided in Schedule 5 on the application of section 92 in respect of widely held companies – should the auditor’s term of service be determined from the date of appointment after the Corporate Laws Amendment Act took effect, or only from the auditor’s first appointment or re-appointment after the date on which the Companies Act, 2008 takes effect?


3.	Function of section 34

The amendment of section 84, as proposed in section 50 of the Bill, in effect renders section 34 of the Act superfluous. 

Section 84, as amended, clearly indicates that all public companies and state owned companies are required to comply with the provisions of Chapter 3 (as per section 34(1)), and the amended section 84(1)(c)(ii) states that the provisions of Chapter 3 will apply to private companies, personal liability companies and non-profit companies only to the extent provided for in the company’s Memorandum of Incorporation (as per section 34(2)).

It may be argued that the references in Chapter 3 to section 34(2) may lead to confusion, as section 34(2) and 84(1)(c)(ii) say exactly the same. 

It proposed that section 34 be removed from the Act.


4.	Trading under insolvent circumstances

Section 22 of the Act determines that companies may not trade under insolvent circumstances. A company that trades under insolvent circumstances may be required to cease trading. ‘Insolvent circumstances’ is not defined.

Our courts have dealt extensively with the meaning of ‘reckless trading’. It is confirmed case law that trading when not able to pay its debts (commercial insolvency) will amount to reckless trading. Thus, a company that carries on business when it is commercially insolvent is regarded as trading recklessly. 

The only other meaning that can be attributed to section 22(1)(b) would be a situation where a company’s liabilities exceed its assets (factual insolvency). It is common practice for companies to find themselves is a position where, although liabilities may exceed assets, the company is still able to pay its debts. Factual insolvency does not necessarily mean that a going concern problem exists but commercial insolvency is likely to indicate that a going concern problem does exist.

If section 22(1)(b) remains on the statute book, it may mean that a large number of companies may be expected to cease trading. The unintended consequences may be severe – for example, where the gold price falls suddenly a mining company may be required to cease trading. In turn this may impact the thousands of employees employed by such company.

It is proposed that section 22(1)(b) be removed, as it may lead to unintended consequences. As our law recognises that commercial insolvency is included under the concept of reckless trading, section 22(1)(b) can only refer to factual insolvency. 


5.	Number of directors

Section 66 of the 2008 Act, as amended by section 41 of the Bill requires public companies and noon-profit companies to appoint at least three directors in addition to the minimum number of directors that the company must have to satisfy any requirement, whether in terms of this Act or its Memorandum of Incorporation, to appoint an audit committee, or a social and ethics committee as contemplated in section 72(4).
Although the 2008 Act is silent on the detail requirements pertaining to the appointment, composition and functions of the social and ethics committee, the draft Regulations indicated that public and state owned companies will be required to appoint such a committee. Also the committee has to comprise three directors.

It is unclear how this section should be interpreted:
	will a public company be required to appoint at least nine directors (at least three audit committee members, plus at least three social and ethics committee members, plus three members as required in terms of section 66(2)(b), or

will a public company be required to appoint at least six directors (at least three audit committee members, which directors will also serve on the social and ethics committee, plus three members as required in terms of section 66(2)(b)?

It is proposed that section 66 be redrafted to clarify the intention of the legislature.


6.	Social and ethics committee

Section 94 of the 2008 Act provides detailed requirements pertaining to the appointment, composition and functions of the audit committee. However, section 72(4), which provides for the appointment of a social and ethics committee, is completely silent on the process to appoint, the required composition and the statutory duties and functions of this committee. 

As certain companies will have a statutory duty to appoint such a committee, and since the legislature deemed it fit to include this requirement in the 2008 Act, it is proposed that the legislature reflect the approach in section 94 and provide clear guidance regarding the appointment, composition and functions of this committee.
 
It is proposed that section 72 be amended to provide clear and unambiguous guidelines regarding the process to appoint, the required composition and the statutory duties and functions of this committee.


7. 	Section 218(1)

Section 218(1) as amended in terms of section 113 of the Bill determines that nothing in this Act renders void an agreement, resolution or provision of an agreement, resolution, Memorandum of Incorporation or rules of a company that is prohibited, voidable or that may be declared unlawful in terms of this Act, unless a court has made a declaration to that effect regarding that agreement, resolution or provision.

This provision will allow companies and directors to blatantly disregard the provisions of the Act, and be allowed to persist with contravening the Act until a court has declared a particular action to be prohibited, voidable or unlawful. Given the speed at which the wheels of justice turn, this position is untenable.

It is proposed that section 218(1) be amended to indicate that an agreement, resolution or provision of an agreement, resolution, Memorandum of Incorporation or rules of a company that is prohibited, voidable or unlawful will void, unless or until a court finds reasonable grounds why such an agreement, resolution or provisions of an agreement, resolution, Memorandum of Incorporation or rules of a company should be regarded as lawful.


8.	Commencement and implementation

The Minister of Trade and Industry is on record stating that the 2008 Act will become effective on 1 April 2011.

Section 225 of the 2008 Act determines that the Act will become effective on a date proclaimed by the President, which date may not be earlier than one year following the date on which the President assented to the Act. The intention of Parliament seems to be to provide companies with at least one year to prepare for the implementation of the provisions of the Act.

At present companies find it difficult to prepare for the implementation of the Act, as they have very little ‘final’ information – the Act is in the process of being amended and only an initial draft of the Regulations were circulated for public comment in December 2009. The Department of Trade and Industry indicated that the draft Regulations will be published for public comment during November 2010. In all likelihood, the Department will only be able to process public submissions during January 2011. Given the current time frames for promulgating the Companies Amendment Bill and the final Regulations, it is respectfully requested that Parliament reconsiders the intent of section 225, and provide companies (as well as the regulatory institutions) with adequate time to prepare for the implementation.

It is proposed that section 225 be amended to indicate that the Act will become effective on a date determined in the Companies Amendment Act, which date may not be earlier than six months after the President assented to the Companies Amendment Act.


