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Nor must it be thought, as the report seems to imply, that the introduction of a new companies act in South Africa is either an isolated event or has been hastily fashioned.








In 2002, England, the fons et origo of the Companies Act 1926 and the Companies Act 1973 in South Africa, commenced a review process of their legislation which culminated in the passing of the Companies Act 2006, and which was ultimately brought into full operation in October 2009. 





In March 2004, the Southern African Department of Trade and Industry released a memorandum outlining their intention to undertake a review of the South African company legislation. Various consultative bodies and processes were established and in 2007 the first draft Companies Bill was released for comment. Once the DTI had processed the comments received, a completely revised Companies Bill was released for comment in 2008, and in accordance with the required procedure, public hearings were held before of the final draft of the Companies Bill 2008 undertook its passage through Parliament.








Since the Act was signed there have been numerous further consultations and submissions made by a large cross-section of interested parties, not the least of which would include  bodies such as the Institute of Directors, SAICA, the Independent Regulatory Board for Auditors, Business Unity South Africa and various Chambers of Commerce.  These processes have culminated in the Companies Amendment Bill which was released for comment in July 2010 and which addresses many of the concerns which have been expressed since the Act was signed by State President Motlanthe





Draft Regulations intended to “flesh out” of the practical implications of many provisions in the Act were released in December 2009 and will be revised once the Amendments Bill has been enacted.





So to state that there has been an “ information short circuit”, with its implication that the Companies Act has not been properly thought out is with respect to is either a misstatement, or an over-simplification or a misquote!


																…/Contd
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And in any event, one of the tests in determining whether a financially distressed company is an appropriate candidate for the business rescue process is that even where it will not be possible to restore the company to being able to continue existence on a solvent basis, the business rescue process will result in a better return for the company's creditors or shareholders than would result from the immediate liquidation of the company. Throughout the entire process of business rescue, it is always open to a creditor to apply to court to have the business rescue proceedings set aside on the basis that the company has no reasonable prospect of being rehabilitated - but of course in such a circumstance the onus of proof would rest with such creditor.








The illustration which Mr Lai King cites of a company whose contract with the financially distressed company has been suspended (or payment for services already rendered is postponed) by the business rescue practitioner just after it's financial year-end, is not necessarily a good example either. Putting aside the issue of the accuracy of the declaration of the income of the company for the purpose of the second payment of provisional tax, the creditor company is unlikely to have filed its tax return at the time envisaged by Mr Lai King in his illustration, and would accordingly be able to make the appropriate provisions for bad debts or otherwise in that return once it needs to be submitted (but is again ultimately a question of timing)








But at the end of the day, as previously mentioned in respect of the issue of par value shares, the concerns which Mr Lai King identifies are more properly the domain of the South African Revenue Services and should be addressed by them in the appropriate amendments to the Income Tax Act, and any lacuna in this regard should not be placed at the door of the Companies Act 2008.














…/Contd
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So the South African position, as envisaged in chapter 6 of the Companies Act 2008 is far from being unique or out of touch with developments in other major economies whose principles and values we usually aspire to emulate.








The criticism of the powers given to the business rescue practitioner to “ honour, suspend or cancel agreements or contracts” also often grossly exaggerates the reality of the position -- because these criticisms fail to recognise the temporary nature of such a decision by the business rescue practitioner.


  


A principal purpose of the business rescue proceedings is for the business rescue practitioner to develop a business rescue plan “after consulting the creditors, other affected persons and the management of the company” (section 150(1)), and which the Act envisages should be published within 25 business days after the date in which the practitioner was appointed (section 150(5) – subject to extensions granted by the court or the holders of the majority of the creditors’ voting interests), and considered at a meeting of creditors and others holders of a voting interest, held within 10 business days of the publication of the business rescue plan. The business rescue plan must also contain details of the manner in which the moratorium on enforcement actions will continue going forward and how the claims of the creditors will be dealt with. The creditors (and that would include SARS) can vote to accept or reject the business rescue plan – and rejection would mean that the company is placed into liquidation or that the dissenting creditor’s claim could be acquired (at the value that creditor would have received on liquidation) by another affected party who supports the business rescue plan. 


On the assumption that the majority of cases will be dealt with within the statutorily determined timeframe (and it is interesting to note that the Chapter 11 bankruptcy proceedings in respect of General Motors and Chrysler in the US in 2009, took around 43 days to complete) it seems fallacious to argue that great and enduring hardship will be placed on the creditors of companies who seek the protection of the business rescue process.
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You may be right – but you may be very wrong too!





Catchy phrases such as “ information short circuit” , “ unanticipated and far-reaching effects” and dire warnings such as “it it is essential for companies and tax practitioners to gain a much better understanding of the workings of the new Companies Act” not only make good headlines but of course are used by speakers to keep the interest of their audience piqued!





But sometimes these phrases can misstate or oversimplify a position.





The stance taken by Mr Ernie Lai King, head of tax at legal firm Deneys Reitz as reported in a Fin24.com article on 16 August 2010 may be a case in point, especially since he has kindly furnished me a copy of the slides from his original presentation.





Mr Lai King raises some interesting issues about the Companies Act 2008 generally, its interpretation and relationship to other national legislation, and the business rescue process.





Firstly  Mr Lai King is correct when he stressed the necessity for companies (meaning presumably shareholders, directors, prescribed officers and other managers) and their tax practitioners to gain a better understanding of the Companies Act 2008 - which was signed by the State President on 8 April 2009 and which the Department of Trade and Industry has repeatedly indicated is likely to come into operation before the end of this year.  





From my own experience I have found that many company directors, shareholders, lawyers and auditors do not yet have even a rudimentary appreciation of the scope of the changes that this Act heralds. Legal practitioners of all shapes and sizes – including for example conveyancers and litigators – and not just those in the commercial, insolvency or tax areas, must make an effort to determine the impact of this legislation on their field of expertise. Minister of Trade and Industry, Dr Rob Davies correctly said in February this year: “The Companies Act 2008 will dramatically alter the business landscape of South Africa’.








																…/Contd
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“ The automatic stay or moratorium on credit enforcement actions is an intrinsic feature of both administration in the UK and Chapter 11 in the US. Put simply, the commencement of administration or the initiation of the Chapter 11 process imposes a freeze on proceedings or executions against the company and its assets. This moratorium provides a breathing space during which the company has an opportunity to make arrangements with its creditors and shareholders for the rescheduling of its debts, and the reorganisation and restructuring of its affairs. In the US, the existence of the moratorium or stay has been rationalised as follows:





‘ The automatic stay is one of the fundamental debtor protections provided by the bankruptcy laws. It gives the debtor a breathing spell from his creditors. It stops all collection efforts, all harassment, and all foreclosure actions. It permits the debtor to attempt a repayment or reorganisation plan, or simply to be relieved of the financial pressures that drove him into bankruptcy.’ (HR REP No 595, 95th Cong, 1st Session 340(1977)).





A secured creditor, along with anybody else affected by the statutory moratorium, may apply to have the stay lifted. This is the position both in the UK and in the US though, in the latter, there is a specific requirement of ‘adequate protection” for the holders of property rights. Examples of ‘adequate protection’ are provided in the legislation although the concept itself is not defined. In the UK, there is no such explicit requirement of adequate protection and it is inherent in the scheme of the legislation that the interests of secured creditors and other property interest holders should yield to the interests of creditors as a collective body. As Nicholls LJ said in Re AtlanticComputers plc:


“ To the extent that the [statutory moratorium] precludes an owner of land or goods from exercising his proprietary rights, [it] does have an expropriatory effect.  But that is provided for in unequivocal terms. The safety belt which Parliament has built into the system is the owner's ability to make an application to the court.”





The US and UK differ about the factors that should be taken into account in deciding whether the stay should be lifted and whether a secured creditor be compensated for the delay in realising his collateral brought about by the stay. In general, protection of the secured creditors and other holders of property rights is fairly explicit and specific in the US whereas in the UK matters are left largely to judicial discretion.”								…/Contd
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Finally on this issue of the removal of the distinction between par value and no par value shares, it must be remembered that the Companies Act 2008 will apply to companies formed in the future, not only to existing companies, and that there will be few who lament the passing of the distinction between par value and no par value shares. Blackman, Jooste and Everingham : “Commentary on the Companies Act” p5-3 state: 


“ No fundamental difference exists between a par value share and a share of no par value. A par value share merely has an indicator of value known as its nominal value, which is generally also the price at which it is first issued; and the no par value share has no such indicator. Both represent a share, i.e. a fraction or aliquot part of the companies share capital.”





So for the companies which currently have par value shares in issue, the removal of the distinction over a five-year period will be a transitory inconvenience, and thereafter no shareholder will have to be concerned with whether there is in fact a distinction between the two types of shares. And once a share is issued by a company, it makes absolutely no difference to the company itself, whether the share has a par value or not -- nor does the market trading in shares rely on any such distinction.





*	With regard to the another major area of concern which the report states was raised by Mr Lai King, namely the implications of the business rescue process contained in chapter 6 of the Companies Act 2008, the following factors should be taken into account:








the mere introduction of a business rescue process into South African company law has fuelled an ongoing debate, but one of the major points which in my view is frequently overlooked in this debate is that the entire purpose of placing a company into business rescue is to facilitate “the rehabilitation of a financially distressed company”. The future success of the South African economy is hugely dependent on our ability to create employment opportunities, and to preserve those which are currently in existence - this is a major element of the business rescue process, even if it means some temporary inconvenience (as may be suffered by creditors, including SARS) which may arise from the imposition of the temporary moratorium on the enforcement of claims against the company in business rescue.


In his recently published book “Corporate Rescue Law -- an Anglo-American Perspective” (p156 ff), Prof Gerard McCormack states following:													…/Contd





												





Companies Act Online





www.companiesactonline.co.za is owned by Camel Rock Trading 16 CC the members of which are Graeme Fraser and Veldra Morris





Rebuttal – Tax Implications  Page 6





Up to date expertise


for your business








section 35(2) does not apply to a bank ... until a date declared by the Minister, after consulting the member of the cabinet responsible for national financial matters.


Despite section 35(2),  any shares of a pre-existing company that have been issued with a nominal or par value, and held by a shareholder immediately before the effective date, continue to have the nominal or par value assigned to them when issued, subject to any regulations made in terms of sub-item (3).


The Minister, in consultation with the member of the Cabinet responsible for national financial matters, must make regulations, to take effect as of the general effective date, providing for the transitional status and conversion of any nominal or par value shares and capital accounts of a pre-existing company, but any such regulations must – 


preserve the rights of shareholders associated with such shares, as at the effective date, to the extent doing so is compatible with the purposes of this item; or


provide for the company to compensate its shareholders for the loss of any such rights.”





If “the Minister responsible for national finance matters” (who is the same Minister charged with responsibility for the Income Tax Act) is to be consulted prior to the regulations envisaged by sub-item 6 of schedule 5 being promulgated, I fail to see where there has been a “short-circuit of information”. 





What may be more apposite in the context of the present debate maybe, is that the Draft Regulations issued in December 2009, and which gave rise to the five-year period referred to by Mr Lai King, basically left it in the hands of the company to investigate and produce a report to the shareholders on the implications of the conversion of par value shares into non-par value shares. But even that does not mean that an opportunity does not exist for the Minister of Finance to introduce changes into the Income Tax Act to deal with these consequences from a taxation point of view. It cannot however be argued, by any stretch of the imagination, that the Minister of Finance or the South African Revenue Services (especially given Mr Gordhan’s previous association with SARS), are not aware that this is an issue which flows from the Companies Act and which needs to be dealt with in the Income Tax Act.





															…/Contd 





												





Companies Act Online





www.companiesactonline.co.za is owned by Camel Rock Trading 16 CC the members of which are Graeme Fraser and Veldra Morris





Rebuttal – Tax Implications  Page 5





Up to date expertise


for your business








Apart from the interpretation provision contained in section 5(4) the Companies Act quoted above, exception can be taken to the statement that this was an “unforeseen consequence” of the approach adopted by the Companies Act. This is especially so since in Appendix C entitled “Additional Tax Proposals for 2009 /2010 in the Budget papers presented to Parliament by the then Minister of Finance Trevor Manuel in his Budget Speech on 11 February 2009 the following comment is made:





“ Company Law Reform -- a revised Companies Act was introduced in 2008 that will become effective as of 1 January 2010 (sic) . The impact of this new legislation on income tax is under review. Corresponding tax changes will generally be initiated in 2010 once the full ramifications of the revised Act are fully accounted for, with urgent matters initiated in 2009.”





This is clearly a recognition by the Minister of Finance that the alignment of  the provisions of the Income Tax Act with the developments in Company Law which are contained in the Companies Act 2008 are manifestly the responsibility of the Minister of Finance (and SARS), and not the Minister of Trade and Industry who adminsters the Companies Act.








The report also cites as an example supporting the “short-circuit” thesis the removal in the Companies Act 2008 of the distinction between shares having a par value and no par value shares. The article makes no mention of the extent to which Mr Lai King pointed out (which his slides show that did) that section 35(2) (which gives effect to this change) is “subject to item 6 of schedule 5” which provides as follows:
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Since the Income Tax Act is not one of the statutes enumerated in section 5(4)(b)(i), the rule of interpretation would be that where there is an inconsistency between a provision of the Companies Act and the Income Tax Act which cannot be reconciled in such a manner that the provision of the Companies Act can be applied without contravening a provision of the Income Tax Act, the provision of the Companies Act would prevail.	





Should the Minister of Finance, or tax practitioners for that matter, consider that the Income Tax Act should be one of the statutes is singled out for special treatment, it is my view that they have had more than adequate opportunity to make their case for its addition to the list cited in section 5 (4)(b)(i). In fact, since the Companies Amendment Bill is still open for comment, there’s still an opportunity for a well motivated submission to be fashioned in this regard!





That the Income Tax Act is a piece of legislation which can be described as a “ moving feast” to the extent that it is updated and amended on an annual basis to take account of changing circumstances in the economy and the business environment in South Africa. And so it is my view that it would be incumbent upon the South African Revenue Services to examine their own piece of legislation to determine the impact thereon of other national legislation such as the Companies Act and to make the necessary adjustments from their side. 





In his presentation Mr Lai King lists a number of potential sections of the Income Tax Act that may indeed require to be reviewed in the light of the changes in existing practice which are contained in the Companies Act 2008 – the extent to which these take place will of course be determined by policy considerations identified by SARS.





The difficulty is that the report quotes  Mr Lai King as having stated “there was an ‘information short circuit’ in drawing up the new act, when attention had been focused only on the Companies Act itself, without considering the ripple effects on other legislation” and that “One of these unforeseen consequences is that the wording of the Income Tax Act will have to be adjusted to be in keeping with the Companies Act”. 





															…/Contd
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In my view the following matters should also be taken into consideration:





it is virtually impossible when drafting any piece of legislation (and the case is probably even stronger in South Africa since 1994 where our legislature has also devoted a considerable amount of time to removing “ apartheid style” laws from our statute books) to consider every possible impact on other legislation. Accordingly our legislature has on numerous occasions (such as in the Competition Act, the National Credit act, and the Consumer Protection Act -- to mention just three pieces of recent legislation) adopted a legal fiction to resolve conflicts and inconsistencies between legislative enactments. 





Accordingly section 5(4) of the Companies Act 2008 provides as follows:


“If there is an inconsistency between any provision of this Act and the provision of any other national legislation --


(a)	the provisions of both Acts apply concurrently, to the extent that it is possible to apply and comply with one of the inconsistent provisions without contravening the second; and


(b)	to the extent that it is impossible to apply or comply with one of the inconsistent provisions without contravening the second –


			(i)	any applicable provisions of the --


				(aa)	Auditing Profession Act;


				(bb)	Labour Relations Act;


Promotion of Access to Information Act;


Public Finance and Management Act;


Securities Services Act; or


Banks Act


prevail in the case of an inconsistency involving any of them, except to the extent provided otherwise in section 30(8) or 49 (4); or


the provisions of this Act prevail in any other case, except to the extent provided otherwise in subsection (5) or section 118 (4).”





…/Contd
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But at the end of the day, as previously mentioned in respect of the issue of par value shares, the concerns which Mr Lai King identifies are more properly the domain of the South African Revenue Services and should be addressed by them in the appropriate amendments to the Income Tax Act, and any lacuna in this regard should not be placed at the door of the Companies Act 2008.








So while I agree that Mr Lai King is right when he says that all parties involved in the operation of companies must utilise the opportunity which exists before the Companies Act is implemented to appraise themselves of the implications of the new legislation across a broad spectrum of activities, this is a very different cry from saying that the Companies Act has failed to address its relationship with other important national legislation.





17th August 2010.








Graeme Fraser and Veldra Morris 
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