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WEBBER WENTZEL COMMENTS ON 

THE COMPANIES AMENDMENT BILL [B 40-2010]
We wish to draw the attention of the Portfolio Committee on Trade and Industry to a number of key points on the Companies Amendment Bill (the "Amendment Bill"), which are set out in brief in this note.
1. Clarification that unalterable provisions of the Companies Act 2008 (the "Act") may be altered by the addition of more stringent requirements
We submit that the Act should be amended to clarify whether a company can include in its memorandum of incorporation ("MOI"), more stringent obligations over and above the basic requirements in the Act.  This is not currently dealt with in the Amendment Bill.
This issue pervades the whole Act.  By way of just one illustration, could a company include in its MOI, a requirement that approval of say 75% of a class of shareholders is required in addition to the requirement in the Act that a simple special resolution of all shareholders must approve certain actions?  This kind of additional requirement is currently common practice where preference shares are in issue so as to protect preference shareholders against an amendment of their rights which may be to their prejudice.  We recognise that a preference shareholder may have rights in terms of section 164 but, certainly in the context of monies "loaned" by a bank by way of subscription for preference shares, this may be a commercially unsuitable remedy and an insufficient disincentive.  Also, a preference shareholder will not have the rights in terms of section 164 if the amendments to be voted on are to be made to a different class of shares, albeit that the amendment will adversely impact on the preference shareholder.  In these circumstances, under the present Companies Act, 1973, a preference shareholder may have additional voting rights for protection.  Under the new Act it is, however, not clear whether such provisions would constitute a prohibited alteration of an unalterable provision of the Act.
Clarification is required because as the Act is currently drafted, section 15(2)(a)(ii) permits the MOI to alter the effect of an "alterable provision".  Section 15(2)(a) is framed in a permissive manner permitting the MOI to alter the effect of an "alterable provision".  This section does not, however, specifically prohibit a company from altering the effect of an "unalterable provision".  Although the words "unalterable provision" imply that such a provision cannot be altered, this is not actually stated anywhere in the Act.  We note that although section 65(8) permits a company to provide for a higher percentage than 50% for passing an ordinary resolution, this concession does not apply to a resolution for removal of a director.  This is one (and may be the only) example of the Act stipulating what is unalterable.
An "alterable provision" is defined as "a provision of this Act in which it is expressly contemplated that its effect on a particular company may be negated, restricted, limited, qualified, extended or otherwise altered in substance or effect by that company's Memorandum of Incorporation". Is it intended that the balance of the provisions in the Act are, by implication, therefore unalterable?
The definition of an "unalterable" provision reads: '"a provision of this Act that does not expressly contemplate that its effect on any particular company may be negated, restricted, limited, qualified, extended or otherwise altered in substance or effect by a company's Memorandum of Incorporation or rules" (our underlining).
It is debatable whether or not an additional requirement such as the one used in the example above, would contravene the anti-avoidance provisions in section 6(1) which prohibit any agreement, resolution or provision of the MOI that is "primarily or substantially intended to defeat or reduce the effect of a prohibition or requirement established by or in terms of an unalterable provision" (our emphasis).  

One of the policies behind introducing the Act was stated to be to provide a "predictable and effective regulatory environment" (see the Memorandum of the Objects of the Companies Bill, 2008).  We submit that this point needs to be clarified for there to be certainty on how the Act should be interpreted and its provisions applied.  Going back to our preference share example above, this clarity will also substantially assist financial institutions in deciding whether to invest in preference shares under the new Act.  Without this clarity the market for preference share investments may be adversely affected.

2. JSE Listings Requirements

The question whether more stringent requirements can be provided for when dealing with an unalterable provision of the Act is also relevant in the context of the JSE Listings Requirements.  The new section 5(6) proposed in the Amendment Bill attempts to clarify the position in the case of a conflict between the Act and the JSE Listings Requirements.  If the JSE Listings Requirements, for example, require an ordinary resolution for certain actions, but the Act only requires a board resolution and if the matter is an unalterable provision in the Act, then the JSE Listings Requirements will be in conflict with the Act and the Act will prevail (as there is a clear conflict).  
It is in the interests of orderly financial markets and ultimately for the protection of the public, that more stringent requirements are imposed by the JSE on listed public companies.  Section 5(6) as proposed in the Amendment Bill should be clarified to provide that more stringent requirements in the JSE Listings Requirements will be deemed not to be in conflict with the Act.  
3. Ratification of intentional, fraudulent and grossly negligent actions, with no claim for damages
One of the surprising provisions in the Act, is that the shareholders of a company may by special resolution, approve actions by the directors of the company whereby they fraudulently or due to gross negligence act outside the scope of their authority and power under the memorandum of incorporation of the company and that no party will have a claim for damages against the directors for acting in such a manner.  This can clearly lead to an abuse by the majority of the minority.  It was hoped that the Act would be amended by deleting this ability of shareholders to ratify such actions, as the minority shareholders would be exposed to a board which could undertake ultra vires actions, ratified by the major shareholders and more importantly so, nullifying the common law claim for damages under the circumstances.  
Unfortunately, we submit that the Amendment Bill exacerbates the position by providing that not only can fraudulent and grossly negligent action be ratified, but that directors' actions which are also undertaken intentionally may also be ratified.  This should be remedied.

4. Trading under technically insolvent circumstances, but commercially solvent
The Act provides in section 22(1)(b) read with section 22(3) that companies may not trade under insolvent circumstances and can be required to cease trading if they trade under insolvent circumstances.  Currently, it is a commercial reality that many private and unlisted public companies in South Africa trade under technically insolvent circumstances (i.e. their liabilities exceed their assets) but are commercially solvent, for example where a company is funded by shareholders' loans.  If the Act remains unchanged, such companies contravene the Act and may have to cease trading.  Unfortunately the Amendment Bill does not deal with this commercial reality.  We submit that section 22 of the Act should be limited to commercial insolvency only. 
It has been argued that the Companies Commission will practically not require all these companies to cease trading.  That may be so, but it does not cure the fact that such companies will be contravening the Act.  Furthermore, these companies, if audited, will not be able to obtain unqualified audited financial statements, as their auditors will not be able to comply with legislation and confirm that the relevant company is not contravening any provision of the Act.
The use of the concept of insolvency, without distinguishing between technical and commercial insolvency is also unfortunate and has the following important ramifications – 

directors cannot be indemnified by a company nor can the company take out insurance for the director or company's benefit insofar as an indemnity has been provided, if the director "acquiesced in the carrying on of the company’s business despite knowing that it was being conducted in a manner prohibited by section 22(1)" (section 77(3)(b) read with 78(6)(b)(i)).  This would mean that the directors of most companies cannot benefit from the indemnity and insurance provisions in section 78 of the Act;
secondly, section 129(7) provides that "If the board of a company has reasonable grounds to believe that the company is financially distressed, but the board has not adopted a resolution contemplated in this section, the board must deliver a written notice to each affected person, setting out the criteria referred to in section 128(1)(e) that are applicable to the company, and its reasons for not adopting a resolution contemplated in this section."  Financially distressed is in turn defined to mean that at "any particular time … (i) it appears to be reasonably unlikely that the company will be able to pay all of its debts as they fall due and payable within the immediately ensuing six months; or (ii) it appears to be reasonably likely that the company will become insolvent within the immediately ensuing six months" [our emphasis].  As most private and unlisted public companies in South Africa are technically insolvent, their boards will all have to, upon the Act becoming effective, pass a resolution not to put the relevant company in business rescue and they will then need to advise all affected persons that the company is of the technically insolvent.  This will have dire consequences, given the negative reputational impact of a statement that a company is insolvent.  In addition, given the provisions of section 218, if the directors do not send out such a notice, they could face personal liability for breaching the Act.
5. Ring-fenced companies
The Act limits the application of the doctrine of constructive notice to apply only to so-called "special conditions" to which attention have been drawn in the notice of incorporation of the company or an amendment thereof and if the letters "RF" have been inserted at the end of the name of the company.  See sections 13(3), 15(2) and 19(5).  The Amendment Bill limits the application of the doctrine to conditions "impeding the amendment" of any provision of the MOI (see item 10 of the Amendment Bill).  This is unfortunate, as transacting parties (in particular lenders) in many instances require their counterparties (in particular borrowers) to limit the powers and authority of the directors of the companies concerned, to "ring-fence" such companies and for third parties transacting with such companies to be deemed to know of such limitations.  We suggest that the scope of application of the doctrine should be further widened. 
6. Numbers of directors

It is proposed in item 41 of the Amendment Bill that public companies and non-profit companies must have at least three directors in addition to the minimum number of directors that such company must have to satisfy any applicable requirement in the 2008 Act (or that company's memorandum of incorporation) to appoint an audit committee or a social and ethics committee.  We note the King III recommendation that boards should comprise a majority of non-executive directors and a minimum of 2 executive directors.  The proposal in the Amendment Bill will result in public companies having to have at least 4 non-executive and 2 executive directors if they wish to apply the King III principles.  We query whether there are sufficient non-executive directors in the South African market to fulfil this requirement and whether this is not perhaps an excessive requirement.

7. Referral of matters
Item 97 of the Amendment Bill amends section 166(1) so that matters may be referred to the Companies Tribunal, an accredited entity, or "any other person".  Whilst we fully support this change has not been followed through – the same change should be made to section 169(1)(b) of the Act.

8. Redemption of preference shares – a repurchase or not?

In the context of the redemption of preference shares, the payment of the redemption price in cash or by transfer of an asset clearly constitutes a "distribution" (as defined in the Act) and must comply with the provisions of section 46 of the Act.  However, it is unclear whether the act of redeeming the preference shares constitutes an "acquisition" by the company of its own shares.  If it is, then the act of redemption is also subject to section 48.  
Whether or not a redemption is subject to section 48 is important because: 
the company has a right, in terms of section 48(6), to approach the court for an order reversing an acquisition of its own shares within two years if the acquisition was contrary to sections 46 or 48; and  
secondly, and even more far reaching, the Amendment Bill inserts a new section 48(8) which requires a repurchase of 5% or more of the shares to be subject to a special resolution (see sections 114 and 115).  This means that a redemption of preference shares at this level, will not be possible unless a special resolution approves the redemption.  This will fly in the face of the right of a "lender" to be repaid under certain circumstances, without having to obtain the approval of the borrower's shareholders.  
The term "acquisition", as used in section 48, is not defined in the Act and interpreted widely, could include any dealing between a shareholder and a company under which the shareholder exchanges the shares for a payment in cash or otherwise (ie it could include a redemption).  If this is the case, it has important consequences for preference share financing which is common in the SA market as section 48(6) will be a material issue for any holder of or potential investor in redeemable preference shares.  
We would urge that the Amendment Bill clarify (i) that the act of redeeming redeemable shares does not constitute an "acquisition" for the purposes of section 48 so that 48(6) only applies where a company purchases shares from its shareholders; and (ii) that section 35(5)(a) is amended to provide that any redeemable shares which are redeemed are available for reissue.
9. Compliance with Chapter 3

Section 34(2) of the Act states that a private company is not required to comply with the requirements set out in Chapter 3 (relating to company secretaries, auditors and audit committees), "except to the extent that the company's MOI provides otherwise".  In other words, a private company may appoint a company secretary, an auditor and an audit committee that do not have to comply with the requirements in the Act, provided that the company's MOI does not require compliance with Chapter 3.  If this result was not intended, then the Act should be amended to close this loophole. 

10. Amendments to section 164 of the Act

The Amendment Bill provides that a demand under section 164 should also be delivered to the Panel.  Surely this is only required if the company is a regulated company for takeover purposes and not to all companies?  This should be clarified.
The Amendment Bill now requires the passing of a special resolution should a company wish to revoke the adopted resolution - see the proposed amendments to section 164(9).  This new requirement for a special resolution will have a knock on effect on the sections following section 164(7) which stipulate various time periods, because public companies require 15 business days notice for general meetings (and add to that the time period required to prepare JSE documentation for circulation to shareholders whenever a resolution is proposed to shareholders of a listed entity) and private companies require 10 business days notice.  Furthermore, the company has to make an offer to the shareholder who made a demand in terms of section 164(7) within 5 business days of the demand.   The time periods in section 164 which are affected, should be amended accordingly.
The time periods in section 164 should also take into account the possibility that regulatory approvals may be required for transfers in terms of section 164 (e.g. if the shares to be bought pursuant to a demand in terms of section 164(7) will lead to a change of control for purposes of Competition legislation).  We also question in this context what the consequences will be if the Competition Authorities do not approve the ensuing change of control?
There is uncertainty in the legal fraternity as to whether shareholders may agree among themselves, that they will not be entitled to exercise their rights under section 164 or whether a company can require a shareholder to waive its rights under section 164.  It appears from the notion of "unalterable provisions", that as section 164 is an unalterable provision,  and parties may accordingly not contract out of the provisions of section 164, however, clarity in this regard would be welcomed.

11. List of special resolutions incomplete

Section 65(11) as amended by the Amendment Bill does not include a reference to the special resolutions required in terms of sections 41(3), 48(8)(a), 81(1) and 164(9)(c) of the Act as amended by the Amendment Bill.
12. Companies which will be required to register as external companies

The introduction of the new section 23(2) is to be welcomed.  However, we submit that it is vague – it will not be clear to companies when they must conclude that their conduct portrays the intention to "continually engage in business … within the Republic".
13. The requirement for the terms of loans provided to related and interrelated parties to be fair and reasonable to the company

We query whether the new "fair and reasonable" requirement introduced in the Amendment Bill to section 45(3), is aligned with the commercial reality that loans are frequently made between group companies and that these are normally "softer" loans with less onerous terms than third party loans.  Such loans may be reasonable, but cannot be said to be fair in all instances.  We submit that this amendment should be revisited.
14. The definition of a holding company in the context of s115

Section 115 of the Act requires that the shareholders of a holding company must also approve the sale of all or the greater part of the assets or undertaking of the subsidiary company, if on a consolidated basis it will also constitute such a disposal by the holding company.   A holding company is defined to include a foreign company.  The Act cannot impose obligations on foreign companies (not registered in South Africa), for their shareholders to pass resolutions under a South African statute.  The reference to holding company in section 115 should therefore exclude a foreign company.
15. Time periods for launching an application under section 115

Although the introduction by the Amendment Bill of the time periods in section 115 is to be welcomed (ie the periods in which a company may be required to take the passing of a special resolution on review or for a dissenting shareholder to take the matter on review), this concept is still problematic from a mergers and acquisitions perspective.  Such applications may take years to be resolved by our courts during which time the relevant transaction may not be capable of implementation.  We submit that the underlying principle here should be reconsidered and the Act amended accordingly.

16. Amendment of section 218

We wish to draw to your attention an unintended consequence of section 218.  In terms of section 78(2), no document may relieve a director from his duties in section 75 and section 76 or liabilities under section 77 and any provision to this effect will be "void".  The principle as we understand it, is that directors should not in any way be capable of being relieved of their duties and liabilities.  However, as section 218 provides that a provision which is stated to be void, will only be void if so declared by a court, a document may relieve a director of his duties and liabilities and such document will not be void (as intended by section 78(2)) until a court has declared it to be void.  We assume this was not the intention of the legislator.  If not, section 218 and section 78(2) should be revisited (as should all other provisions which are stated to be void or invalid, to ascertain whether they should indeed only be void once a court has declared them so).
17. Access to information in section 26

Section 26, as amended by the Amendment Bill, provides that a person who holds or has a beneficial interest in any securities issued by a profit company will have access to certain information.  We believe that this right should be restricted to shareholders (as opposed to securities holders) only.  If, however, access is not limited to shareholders, then consideration should be given to limiting the right to holders of securities in public companies only (instead of profit companies generally).  The concern here is that confidential and potentially commercially sensitive information in the documentation that can be inspected, should be protected from disclosure particularly where private companies are concerned.  We believe that section 26, as amended by the Amendment Bill, is open to abuse.
25 November 2010
