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1 INTRODUCTION

With the introduction of the new compliance procedures by the CIPC it is now a pre-requisite
for directors, managers of companies, company secretaries and company secretarial
practitioners to have a really good understanding of the background to the compliance
required. The compliance form that one has to complete on the CIPC website is really only
the tip of the iceberg. The law sections supplied by the CIPC are not compliance steps but
rather sections of law that refer to other sections not even supplied on the list. A good

background knowledge of company law is required to actually complete the form.

It is certainly not good enough to tick an answer without in fact doing an audit of the secretarial
transactions for the previous calendar year as specified by the CIPC making sure you
understand the transactions but also having a good understanding of the laws behind the

guestions.

To this end | have published this set of notes which will help you understand some of the
background to company law that is required for completion of the compliance form. We cover

many of the necessary sections of company law but not all of them and not in to much detail.

A very important point to know is that you as the Company Secretarial Practitioner should
know exactly what has transpired because you should have done the work. You cannot rely

on your client to know how to answer or even understand the law.

Some very important logic in regard to the preparation of the CIPC compliance form is that if
you are running an electronic company secretarial system it will be necessary to go through
the transactions in the last calendar year and see if the company complies. With Sky Sec our
system will find all the transactions conducted during the last calendar year and determine

some of the answers based on the information in your system.
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2 SUMMARY OF COMPLIANCE FORM

2.1SECTION 4 SOLVENCY AND LIQUIDITY TEST.
Defines the solvency and liquidity test in some detail. The solvency and liquidity test must
be carried out when one of the following distributions have occurred. In order to understand
these sections you will need to understand the sections below in detail.

S46 distributions of any nature including dividends

S 44 financial assistance for shares

S 45 financial assistance to directors and group companies
S 47 capitalization of shares with a cash alternative seven
S 48 buyback of shares

S113 amalgamations and mergers

©o0hswNE

2.2SECTION 15 MEMORANDUM OF INCORPORATION SHAREHOLDERS
AGREEMENTS RULES
Deals with the MOI, shareholders agreement and rules. It's important that shareholders
agreements have been updated to comply with the new act and if there are rules that they
have been properly published. Even if the company has an old MOI which was produced
under the old act, the MOI is still valid.

If the old MOl is in place then there are two clauses that must be looked at and changed, the
audit which still has to be done and the holding of an AGM which still has to be held.

2.3SECTION 26 ACCESS TO COMPANY RECORDS BY SHAREHOLDERS
AND OUTSIDERS
Deals with the availability of records for inspection. Shareholders (someone who has a
beneficial interest in shares) are entitled to request and view the following documents;

MOI, Shareholders minutes and communications; Financial Statements; Directors Register

Any other person is entitled to view and make copies of the share register. If the company is
on an electronic secretarial system and can produce these reports on demand then this is
fine and can be answered as Yes.

2.4SECTION 27 CHANGE IN THE COMPANY YEAR END
Defines the rules for changes to year end. The year-end may be changed by the directors
prior to a year end but not after and may not result in the year being longer than 15 months
from the preceding year end.

If no change is made then mark as Yes. As a rule, this will always be Yes.

2.5SECTION 28 ACCOUNTING RECORDS
Accounting records must be kept in the prescribed form and standards and be accessible
easily from the registered office. The accountant should advise on this.

2.6 SECTION 29 FINANCIAL STATEMENTS
If the company provides any Financial Statements they must be fairly presented and must
not be false or misleading. There must be a prominent statement as to how the accounts
were prepared. i.e. audited or not, financial reviewed etc. Accountants to advise.
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2.7SECTION 30 ANNUAL FINANCIAL STATEMENTS
Annual Financial Statements must be prepared for all companies within six months of the
year end. Also deals with the requirement of the financials to be audited and if an AGM is to
be held in terms of the Act or MOI. Owing to current workloads many companies may not be
able to comply.

2.8SECTION 32 USE OF COMPANY NAME AND REGISTRATION
NUMBER
A company must use its properly registered name in conformity with the registration
certificate as issued by the CIPC. In no circumstances must the name be used to create a
false impression and must appear on all company notices and documentation.

2.9SECTION 33 ANNUAL RETURN
Every company and external company must file an annual return within the prescribed
period after the end of the anniversary of the date of its incorporation, within 30 days of this
date. Included in that return must be Annual Financial Statements if the company is audited
and any other prescribed information. If the company is not audited then the Financial
Accounting Supplement must be filed.

2.10 SECTION 44 FINANCIAL ASSISTANCE FOR THE ACQUISITION OF
SHARES IN THE COMPANY
Subject to the MOI financial assistance for shares must be covered by a shareholder’s
resolution within the last two years, which must be for a specific purpose or within category
as specified. The solvency and liquidity test must be carried out by the directors and the
provision of the financial assistance should be fair and reasonable to the company.

2.11 SECTION 45 LOANS OR OTHER FINANCIAL ASSISTANCE TO
DIRECTORS
Subject to the MOI financial assistance to a director or prescribed officer must be covered by
a shareholder’s resolution within the last two years, which must be for a specific purpose or
within a category specified. The solvency and liquidity test must be carried out by the
directors and the provision of the financial assistance should be fair and reasonable to the
company. There are other requirements if the loan is 10% of 1% of the company’s net worth.

2.12 SECTION 50 SECURITIES REGISTER OF A COMPANY
The securities register must be kept in the prescribed form and must have all the details as
specified in this section as well as the details contained in regulation 32.

2.13 SECTION 61 SHAREHOLDERS MEETING
Unless a company is public or an audit is done an annual general meeting does not need to
be held. Direction must be taken from the companies MOI. A shareholders meeting can be
called by the directors or any two shareholders having 10% of the shares. It is important to
have proper compliance for a shareholders meeting. Where there is a special resolution
there will be a shareholders meeting and the answer to the question is Yes.

2.14 SECTION 66 APPOINTMENT OF BOARD OF DIRECTORS AND
PRESCRIBED OFFICERS
Direction must be taken from the MOI and the companies act in in regard to appointment of
directors, and the correct number of directors must have been appointed.
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2.15 SECTION 69 INELEGIBILITY AND DISQUALIFICATION OF
PERSONS TO BE DIRECTOR OR PRESCRIBED OFFICER
Make sure that all directors, alternative directors and prescribed officers are not disqualified
or not in ineligible and are not in probation. As a general rule this will be N/A.

2.16 SECTION 70 VACANCIES ON THE BOARD
Where the MOI has fixed term directors appointments and a director has vacated his/her
office and the number of directors falls below the minimum number specified either in the
MOI or in the rules, has the company made an additional appointment to cover the vacancy.

2.17 SECTION 71 REMOVAL OF DIRECTORS
Where there has been a removal of a director either by directors’ resolution or a
shareholder’s resolution or by someone named in the MOI have all the requirements being
complied with. It is important to note new guides on the CIPC website.

2.18 SECTION 86 MANDATORY APPOINTMENT OF COMPANY
SECRETARY
A Public company or State-owned company requires the appointment of a company
secretary with the requisite knowledge in compliance, company law and governance. A
private company may elect to have a company secretary.

2.19 SECTION 90 APPOINTMENT OF AUDITOR
A public company, a State-owned company, a private company that has the specified the
requirement for an audit in the MOI or has the required public interest score appointed a
gualified registered auditor to the company.

2.19 SECTION 92 ROTATION OF AUDITORS
The same individual or designated firm may not serve the company for more than five
consecutive years.

2.20 SECTION 94 AUDIT COMMITTEES
Has a Public company or State-Owned company or private company required by its MOI
appointed an audit committee in terms of this section.

2.21 REGULATION 21 REGISTERED OFFICE
Has this CIPC been notified of any changes in the registered office?

2.22 REGULATION 43 SOCIAL AND ETHICS COMMITTEE
Has a social and ethics committee been appointed in compliance with this regulation to a
listed company, state-owned company or other company with a PI score in excess of 500 for
any of the 2 preceding 5 years, and such company is not exempt from the requirements of
this regulation?

2.23 SCHEDULE 1 PROVISIONS CONCERNING NPC
Does the NPC comply with the requirements of this schedule in regard to its objects and
policies, its fundamental transactions, its incorporations, members and directors?
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3 CONSTITUTIONAL DOCUMENTS OF A COMPANY

3.1INTRODUCTION
The constitutional documents are fundamental to the running of a company. It is really

important all management and officers of a company understand exactly what these

documents govern and how they can be changed.
The question on the compliance form that this section relates to is as follows;
Did the company comply with Section 15 during the previous calendar year?

Section 15 of the act deals with the various constitutional documents of the company which

are detailed below;

e MEMORANDUM OF INCORPORATION OR MOI
e RULES
e SHAREHOLDERS AGREEMENT

It is important to understand what each document does and how it affects the management of

the company and how these documents are changed.

4 MEMORANDUM OF INCORPORATION

Going back in time to the old act it was not necessary for all companies to have all new MOI’s
under the new act in place by the 15t May 2013 (the new act gave a transitional period of two
years). What in fact happened is that many companies neglected changing the MOI in terms

of the new act. We therefore need to understand the definition of the MOI.

4.1DEFINITION OF THE MOI
The definition of the MOI says that the MOI sets out the rights, duties and responsibilities

of the shareholders, directors and others within and in relation to a company. This applies to
any company that was incorporated under the New Act and for any pre-existing company

i.e. a company that existed prior to the effective date of the new act 1 May 2011.

This means that the current Memorandum of Incorporation and Articles of Association of a
pre-existing company, a company formed under the old act is in fact a MOI as defined in the
New Act. You might say so what, why do we need to know this? Unfortunately, there are many
misconceptions regarding the MOI of a pre-existing company. One of the main issues being

in regard to the audit — where an old MOI was in place during the transitional period of two
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years an audit did not need to be performed, but once the transitional period was over the new
act kicked in and the new rules applied and an audit had to be performed.

Therefore, if a company that was formed prior to the advent of the new act and has not
changed its MOI it would still need to do an audit as well as hold an AGM. If the MOI has been
changed to what reflects in the legislation under the new act then the audit can be done away

with and where there is no audit it is not necessary to have an AGM.

3rules
OLD MOI Audit Required Section 90 Yes
AGM Required Section 61 Yes
NEW MOI May Not Require An | Section 90 N/A
Audit And Therefore
Section 61 N/A
No AGM

There are a number of issues here that relate to the compliance form.

If the company has either a new memorandum of incorporation or an old one it definitely

complies with the rule did you comply with section 15 in the last calendar year quote.

However, if there is an old MOI then the company has to comply with the audit requirement
as well as the AGM and provided both of these items are carried out the answer to the question
is yes.
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4.2 DOCTRINE OF CONSTRUCTIVE NOTICE
The difference between the old Companies Act and the new Companies Act is that in terms

of the old Companies Act is that the doctrine of constructive notice applied to the MOI and
that all parties dealing with the company were deemed to know what the contents of the MOI
were as there was no reason why anyone dealing with the company did not have access to
the MOI at the CIPC.

Under the New Act this has changed in that the Doctrine of Constructive Notice does not apply
to the MOI anymore. This means that parties dealing with the company do not need to have

knowledge of the contents of the MOI.

The Doctrine of Construction now does however apply where certain conditions are Ring
Fenced or RF conditions are placed in the MOI. These RF conditions are specified in terms
of s15(2)(b) or (c) of the new act. In terms of s 11(3)(b) the name of the company must be
followed by RF. This is notice to all parties dealing with the company that there are ring fencing
conditions being conditions that they should be aware of before they do any business with the

company.

4.3CONFUSION IN THE RING FENCING PROVISIONS
If one reads the text of Section 15(2)(b) or (c) the ring-fencing provisions deals with the

situations where in the MOI there is a term that impedes the amendment or there is a term
that prohibits the amendment of a MOI. The act really does not deal with anything else in
regard to ring fencing. The way it is worded has caused a lot of confusion as when to make
use of RF. There also appears to be overuse of RF by many practices where it does not really

apply as many practitioners don't really understand RF.

S 13(3) provides that if the company’s MOI includes any provision contemplated in 15(2)(b) or
(c) the notice of incorporation must include a prominent statement drawing attention to each
such provision and its location in the MOI. It is necessary to advise the CIPC as to what the
RF conditions are. This is done by Special Resolution and by completing form CoR 15.2 and
CoR 15.2 Annexure A.

In reading the text books and the Act it appears that the ring-fence provision really was for any
kind of restriction placed on the amendment in the terms of the MOI as well as any kind of

prohibition, however in practice this seems to have become a lot more.

Carl Steyn in the New Companies Act Unlocked talks about the fact that these ring-fence
conditions were used as special purpose vehicles in BEE transactions. This could be used in
the case where the special purpose vehicle could be prevented from paying a dividend until

the loan or the financing, they received to acquire the stake in a company was repaid. By

11|Page



ACCFIN SOFTWARE — Sky Secretarial — SA’s Leading Company Secretarial Program

making this an RF term in the MOI the financiers could protect their investment by making
sure that the RF article cannot be changed and making sure that the directors can't declare

dividends before the loans are repaid.

There is also no definition of the words ring-fencing, which appear on form CoR 15.2A. Ring

Fencing is not mentioned in the act.

To this end the CIPC was asked to put out a non-binding opinion in terms of section 188(b)
of the Companies Act to actually deal with where the term “RF” should be used as there is
quite a lot of uncertainty in regard to its usage. In fact, the CIPC issued a further guide a
practice notes as | think they got the non-binding opinion wrong which resulted in more RF

companies being formed causing much confusion and unnecessary work.

4. AEVENTS LIKELY TO ARISE IN PRACTICE
As one can see from the non-binding opinion the scope of ring-fencing has widened to

include virtually any kind of disclosure that should be made to third parties, for example let us
say that in order for a company to do a transaction of say over R1 million rand and the MOI
says that in order for this transaction to be approved it has to be approved by all the directors
of the company. As this is a term in the MOI that may require disclosure to third parties the
term RF should be behind the name. If a transaction is done on this basis and only one director
signs the resolution and not all the directors, then the third party dealing with the company
cannot hold the company bound to the contract because the authority for the transaction is
not correct. The courts will need to decide! The question that arises here is does a company
need to involve outsiders in corporate governance issues in a company as it could become a

nightmare when things go wrong?

Another example is if the company is prohibited from entering into any transaction with a
software company and this is entrenched in the MOI then the third party cannot get out of this
contract if there is no RF behind the name. If there is an RF the company may be restrained
from performing under the contract, for instance by its shareholders, but the contract is not
void, the shareholders may have a claim for damages against the directors. In this instance
the third party would have deemed knowledge of the MOI and would not be in a position to

claim for damages.

The RF provisions create complexity in the law and may cause litigation where parties believe
they can use RF conditions to their advantage!

For the purpose of convenience, | have quoted the important points from the practice note on
RF below dated Nov 2012!
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4. It is against this background that that it must be considered whether the requirement to
use (RF) in the company name is applicable or not in any particular case. In principle, if a
limitation could have any effect on third parties, it would be advisable to use (RF) in
the name. If on the other hand, it is of no consequence to third parties there would also
be no need to warn them.

5. Inconsiderate use of the expression "RF" in the name of a company could lead to
unnecessary confusion and in the circumstances, it is submitted that the expression "(RF)"
be used only in cases where it is evident that —

5.1 the purpose or objectives of the company are restricted or limited in the Mol of the

company;
5.2 the powers of the company are restricted or limited in its Mol;
5.3 any other pertinent restricting condition is contained in the Mol of the company;

5.4 any requirement in addition to those set out in section 16, for the amendment of

any of the abovementioned restrictions or limitations is contained in the Mol; or

55 the Mol of a company contains a prohibition on the amendment of any particular
provision of the Mol.

6. The CIPC is further of the view that if the Memorandum of Incorporation contains a
provision —

6.1 setting higher standards or more onerous requirements under section 15 (2) (a)

(iii) than would otherwise apply to the company in terms of an unalterable provision of
the Act; or

6.2 requiring a special resolution to approve any matter not listed in section 65 (11);such a
provision in itself is not a restriction contemplated in section 11 (3) (b) as it does not limit
the powers or capacity of the company but rather prescribes a different procedure to
perform the activity concerned.

4.5SHORT FORM MOI
There were quite a few problems with the original short form MOI released with the ACT.

Despite the inherent problems of the short form MOI and the fact that it has been widely used
there was never a need to panic. Many parts of the short form might be quite adequate
especially where the shareholders and directors are common. | will deal with the inherent
problems below as there may still be many of these old short forms in circulation. If in your
firm, you have any of these original inadequate short form MOI’s it would be a good idea to fix

them by doing a Special Resolution!

The issue about supplying a short form MOI is that it might be absolutely perfect right now for

a smaller business’s early requirements, but what happens when down the line the business
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grows and more shareholders get involved because the company needs capital, will it then be
suitable at that point in time. Based on past experience of the old act one never looked at
Table B, we just left it as it seemed to be fine because as a rule everyone knew exactly what
it contained and they were mostly all the same. In a situation where there was a big share
transaction lawyers normally prepared a Shareholder’'s Agreement to cover the inadequacies
of Table B.

Another important aspect of changing the MOI is what do we do about existing Shareholders
Agreements as they don’'t seem to be as important as they used to be? All Shareholder’s
Agreements prior to April 2011 need to be checked for validity and that they conform to the
requirements of the new act. It is suggested that you involve the company’s legal advisor to
make sure that the original shareholders agreements are up to date and meet with the

requirements of the shareholders, that’s if they want them or need them.

There is a problem when new shareholders are introduced in that a shareholder’s agreement
does not apply to the new shareholder unless the new shareholder actual signs the agreement
together with everyone else. Each time there is a transaction there needs to be a new

shareholders agreement which everyone has to sign.

4.6 SHORT FORM MOI DOES NOT DEAL WITH PAR VALUE SHARES
The short form MOI as published on the CIPC website does not indicate that shares are par

value shares as it only indicates no par value shares. The problem here is that many firms
wanting to upgrade the MOI submitted the standard short form without taking into
consideration the conversion procedures in regard to Regulation 31. This meant that the MOI
which mentioned no par value shares never went through a conversion of shares in terms of
Regulation 31. The short Form MOI as it stands is really aimed at the formation of new
companies and should not be used for pre-existing companies with par value shares. In this

case, it would be necessary to make a modification of the MOI in regard to its shares.

Regulation 31 sets out the procedure to convert from Par Value to No Par Value Shares. All
pre-existing companies who have Par Value Shares who filed a short form MOI did not realise
that their shares have been listed incorrectly as No Par Value. In order to rectify this, it is
recommended that one just changes the respective clause to deal with par value shares rather
than going through the whole conversion of the share capital class in terms of Regulation 31
as a much easier step. Both steps involve a special resolution, but by keeping the par value
shares you only have to file the special resolution with the CIPC and not SARS. Only if you
increase the authorised shares that you need to run the conversion procedure in terms of

Regulation 31.
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4.7WHO HAS THE POWER TO ISSUE SHARES?
Another potential area for conflict in the future is the fact that the issue of shares is in the

hands of the single shareholder/director or even in a company where the directors and the
shareholders are the same. It may very well be a problem later on down the line where the
company grows and where the shareholders are not fully represented on the board and the
board has the power to issue shares. So insofar as the Short Form is concerned, | think that
this clause is okay. In terms of the Long Form MOI (for a larger company) it may be that it
needs to be strengthened. Perhaps it is a good idea to insert a clause to the effect that where
the directors and the shareholders do not align then the power to issue shares must be with
the shareholders by special resolution. This special resolution does not have to be filed at
the CIPC. S41 of the act deals with shareholder approval to issue shares where they are
issued to adirector, arelated or interrelated person to the company or a nominee of these.
A special resolution is also required where the issue is more than 30% of the company.
Where shares are issued in proportion to existing holdings then a special resolution is not

necessary as nothing changes.

4.8 TRANSFERABILITY AND PRE-EMPTION RIGHTS
It should be remembered that the pre-emptive rights in the Companies Act 2008 in itself only

deals with the issue or allotment of shares, it does not deal with the transferability of
shares i.e. when one shareholder transfers shares to another shareholder or to an outsider.
This is something that needs to be addressed urgently. S39(2) deals with pre-emption rights
but only for the subscription or allotment of shares and basically says that if a private
company proposes to issue any of the shares of that private company, each shareholder has
a right to take them up before any outsider, provided they take them up in a reasonable time
period. This basically means that the voting rights before the subscription of the new shares
must be the same as the voting rights after the subscription of the new shares, unless a

shareholder declines to take up their share of what is offered.

This is all very well, but what happens where there are a number of shareholders in a private
company and things turn a bit sour and a particular shareholder who may hold say 25 per cent
or 30 per cent wishes to exit and wants to sell shares. Owing to the fact that it is a private
company this becomes a very difficult situation and the way the MOI is configured now and
the way the Act is configured it is probably possible for the shareholder to go and offer his
shares to any outsider or third party who may in fact be a competitor and it may in fact not be
in the best interest of the company concerned, unless there is some kind of restriction of the

transferability clause.
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The latest short form now has a clause 2.1 (2) (e) which says that a transfer needs to be
approved by the company. The original one did not.

If one looks at the standard Articles of Incorporation used in the old act, table B together with
various amendments that lawyers made in regard to the transferability of the shares where
they put in a number of articles preventing a shareholder from basically selling the shares to

a third party where the Directors do not approve.

5 RULES OF THE COMPANY

The Rules of a company is a new concept that comes out of the United States or Canada.
Rules are very similar to bi-laws in a City Council. They are an addition to the constitution of
the city council and would probably deal more with operational details not contained in the

constitution of the city council.

The rules of a company are in fact an extension of the MOI and are designed to govern the
internal affairs of the company. The problem with rules are that there are no examples and
no definition of what should be included in the rules. The rules may deal with any corporate
governance issues not contained in the act or in the MOI. The rules cannot be in conflict with
the act or the MOI.

The rules and the MOI are in fact binding on the following in terms of S15(6);
e between the company and each shareholder
e between or among the shareholders

¢ between the company and each director or prescribed officer of the company in

exercise of their functions within the company

e any other person serving the company as a member of a board committee in exercise

of their respective functions of the board within the company.

The last two are new and overrides the long-established principle that the company’s
constitution is binding on a company and its shareholders only and only in the capacity of
shareholders not directors. Owing to this change each party can enforce the MOI or the rules
against one another in any lawful manner, this could be by way of an interdict or a damage

claim arising from a breach.

The rules create a contract between the abovementioned parties in the abovementioned
capacities. Please note that if the director or shareholder act in another capacity to the

company then the rules can’t be applied.
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The rules can be changed or created quite easily without changing the MOI. Remember the
rules are over and above, or one can say an extension of the MOI. It should be noted that
the MOI will always take precedence over the rules. Where there are rules inconsistent with
the MOI or the Act, these rules will be void to the extent of the inconsistency. The rules are
still subject to anti-voidance sections of the Act. Rules cannot be used to alter the unalterable
provisions of the act. One can make unalterable provisions stronger by inserting clauses in
the MOI.

The advantage of having rules is that the directors can in fact compile and publish the rules
and once the rules have been published, they are binding on the company. Regulation 16(1)
provides that any rules of a company must be filed on Form Cor 16.1 within 10 business days

after being published by the company.

See s15(4)(b), the board may change or append rules in any manner. It is important to know
that the rules must be ratified at the next available shareholders meeting by way of an ordinary
resolution. After the rules have been ratified the necessary form has to be filed with the CIPC.
Regulation 16.2 is to indicate the rules have been ratified or rejected. It is not necessary to
call a shareholders meeting to specifically ratify the rules, the ratification can wait until the next

shareholders meeting.

Before the rules have been ratified, they are nevertheless still binding even though they are at
an interim stage. What happens when the rules fail to be ratified (l.e. the shareholders vote
against the rules or a particular rule) at the next general meeting? The position in this case is
that even though they were in an interim stage everyone can rely on them to that point as
everyone is bound by them. Once a rule has failed the ratification vote they are therefore no
longer binding from that point in time. Once a rule has failed ratification it cannot be
reintroduced by the directors for a further 12 months unless approved in advance by an

ordinary shareholders resolution.

The advantage of compiling rules is that the directors can do it very easily without going to
shareholders and the rules can be binding whilst waiting for ratification. In smaller companies
it could be that ratification takes a long time because there are no shareholders meeting to

ratify the rules.

Rules would deal with matters of meetings, the maximum number of Directors and potentially

anything in relation to the corporate governance not in conflict with the MOI or the Act.
Some examples could be;
e Authority level of chairman of the board and frequency of director’'s meetings.
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e Financial and marketing strategy

e Succession planning
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6 SHAREHOLDERS AGREEMENT

6.1GENERAL POINTS
The New Company’s Act recognises a shareholder’s agreement. We would need to look at s

15(7) which basically says that shareholders may enter into agreement with one another. The
shareholders agreement may cover any matters “relating to the company”, however this is

a little vague and can cover a very wide area.

It is important to note that the company is not party to a shareholder’s agreement in terms

of s 15(7), but there is nothing to prevent the company from being a party to the agreement,

There are some advantages to shareholder’s agreements and these are that they are private,
therefore the public cannot inspect the contents of a shareholder’'s agreement, and therefore

they are secret.

The shareholders agreement is also binding in terms of the normal law of contract. S 15(6)
governs only the legal status of the MOI and the rules and this does not extend to the

shareholders agreement.

There are also some disadvantages; those shareholders who are party to the agreement are
bound by the terms. In many situations new shareholders coming into the company who have
not signed to the effect that they are bound by the agreement are not bound. There is no
facility in the act to alter a shareholder’s agreement; the individual parties have got to all agree
with any change to the shareholders agreement. In other words, if a shareholder’'s agreement
is amended, all the parties, that is all the shareholders have to agree with it if they are to be
bound. Could some rules be created forcing all shareholders to sign the shareholders

agreement?

A shareholder’s agreement is useful in practice but must be consistent with the companies act
and the MOI. Where there are provisions in the shareholders’ agreement which are not
consistent with the MOI or with the act, these are void and therefor unenforceable. It is also
important to understand that the Act and the MOI takes preference over the shareholder’s

agreement.

In the past, there were clauses in the shareholder’'s agreement that made the shareholders
agreement prevail in the event of an inconsistency. This does not apply anymore. There
is a major difference between a shareholder’'s agreement under the old act and that of the new
act. Under the old act the shareholders agreement added to the various provisions of the
articles, in other words the terms of the shareholders agreements could enhance what the
articles said.
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The company was also a party to the shareholder agreement which could contain provisions
contrary to the articles and these contrary provisions would prevail.

Under the new act there is a policy shift in the way shareholders agreements work which could
have an adverse effect on the impact and value of a shareholder’s agreement.

In the past shareholder's agreements dealt with minority protection and various voting rights

were built into shareholder’s agreement but this no longer applies.

S 65(11) defines all the special resolutions that a company has to pass but the MOI can add

other situations where a special resolution is required.

A shareholder’'s agreement cannot alter the effect of the alterable provisions in a MOI.
Where an alterable provision has been changed by a MOI the shareholder’'s agreement must
be consistent with those provisions. This in fact makes the constitutional documents more

complex.

The anti-avoidance provisions of the act may have an effect on shareholders’ agreements.
The shareholders agreement cannot defeat or reduce the effect of a prohibition by an
unalterable provision of the act.

Voting agreements may also be supported if they are not used to change the effect of alterable

or any unalterable provisions but may very well prevail in most instances.

6.2 TRANSITIONAL ARRANGEMENTS
The transitional arrangements are set out in s 15(7) and basically for 2 years from inception

of the act the shareholders agreements will take preference over the act even if there are
provisions that are inconsistent with the act. After the two years the inconsistent provisions of

a shareholder’s agreement will be void.

6.3POINTS TO BE TAKEN INTO ACCOUNT WHEN DRAFTING
SHAREHOLDERS AGREEMENTS
Carl Stein in his book The New Companies Act Unlocked talks about what the drafter of

shareholder’'s agreements should consider on page 76. It's important to go through these
points some of which are S46 - distributions, anti-dilution clauses and pre-emptive rights.
Many corporate governance issues that used to be in the shareholders agreement must now
be handled in the MOI.
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7 SOLVENCY AND LIQUIDITY

7.1INTRODUCTION
Whenever a company does a distribution it is actually critical for the company to comply with

the solvency and liquidity laws as this is a high-risk area for the directors and the company. If
the correct procedures are not carried out there are going to be numerous claims and the
directors can in fact be sued personally. This could very well be an issue for the accounting
firm that does the company secretarial work if the directors do not comply with the legislation.
The company may not even know about the legislation and make a distribution without the

proper procedures, which could make them personally liable if something goes wrong.

Where a distribution is carried out the directors must perform a solvency and liquidity test
and where the director’s lack the knowledge of what is required the accounting firm must be

in a position to guide them or undertake the work on their behalf.

The problem in a smaller company, distributions are made without the management even
realising that there is a distribution causing a non-compliance issue. Something that comes
up quite a lot is the fact that directors make drawings in excess of their salaries and in fact this
would be a distribution as it creates a director’s debit loan account.

Another issue that | come across quite often is that where shareholder is bought out by another
shareholder and the funds of the company are used, the directors are not sure if it's share
transfer or if it's a director’s loan account. Accounting firms need to deal with this and ensure
that their clients before they do any of these kinds of transactions are Oup to date on the legal

compliance issues.

7.2THE SOLVENCY AND LIQUIDITY TEST

4. Solvency and liquidity test. —(1) For any purpose of this Act, a company
satisfies the solvency and liquidity test at a particular time if, considering all
reasonably foreseeable financial circumstances of company at that time—

(a) the assets of the company, as fairly valued, equal or exceed the liabilities of the
company, as fairly valued; and
[Para. (a) substituted by s. 2 (a) of Act No. 3 of 2011.]

(b) it appears that the company will be able to pay its debts as they become due
in the ordinary course of business for a period of—

(i) 12 months after the date on which the test is considered; or

(ii) in the case of a distribution contemplated in paragraph (&) of the definition
of “distribution” in section 1, 12 months following that distribution.
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(2) For the purposes contemplated in subsection (1)—

(a) any financial information to be considered concerning the company must be based
on—

(i) accounting records that satisfy the requirements of section 28; and
(ii) financial statements that satisfy the requirements of section 29;

(b) subject to paragraph (c), the board or any other person applying the solvency and
liquidity test to a company—

(i) must consider a fair valuation of the company’s assets and liabilities,
including any reasonably foreseeable contingent assets and liabilities,
irrespective of whether or not arising as a result of the proposed
distribution, or otherwise; and

(i) may consider any other valuation of the company’s assets and
liabilities that is reasonable in the circumstances; and

(c) unless the Memorandum of Incorporation of the company provides otherwise, when
applying the test in respect of a distribution contemplated in paragraph (a) of the
definition of “distribution” in section 1, a person is not to include as a liability any
amount that would be required, if the company were to be liquidated at the time
of the distribution, to satisfy the preferential rights upon liquidation of
shareholders whose preferential rights upon liquidation are superior to the
preferential rights upon liquidation of those receiving the distribution.

[Para. (c) substituted by s. 2 (b) of Act No. 3 of 2011.]

It should be noted that the solvency test is at a point in time, in fact just after the distribution is
made, and the liquidity test must be completed for a period of 12 months following the
distribution which is a prediction of the company’s cash flows over the ensuing 12-month
period. The 12-month period in Section 4(1)(b) is also new. It gives Directors more certainty
when applying the solvency and the liquidity test. It is also designed to protect creditors and
make sure that the company survives after the distribution. The Directors must make a
prediction of the company’s cash flow for the period of twelve months into the future. This
predication can be based on trading conditions in previous years. As we know this is quite a
complicated exercise and should be conducted properly with all the necessary accountant’s
skill. Accfin has a software program called Cash Flow Forecaster which will help with this

exercise. https://www.accfinsoftware.com/cash-flow-forecaster.html

Section 4 (1) requires an arithmetical calculation. Section 4 (2) contains some vital rules as

to the method of making this calculation. All financial information concerning the company
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must be considered and must be based on the Accounting Records and Financial
Statements. In making this determination the Board must consider a fair valuation of the
company’s assets and liabilities including any reasonable foreseeable contingent assets and
liabilities irrespective of whether or not arising as a result of the proposed distribution or
otherwise and may consider any other valuation of the company’s assets and liabilities that is
reasonable in the circumstances. This gives the Board some degree of flexibility into

determining the value of assets or liabilities.

This in fact creates a severe difficulty in that none of the financial records are forward looking
but are based on the historical records of the company. In order to do this properly it’s just not
good enough to look at the historical books. The directors must look at the future budgets and
cash flows and funding plans that reflect the future forecasts of the business. The directors
must view very carefully their capital expenditure budgets required. If this is not done then how

can the liquidity test be carried out properly?

At this stage there are no standards to govern how these tests should be done, therefor the
board would need to apply a high degree of skill in carrying out these tests and in the situation
of private companies the directors will be leaning on their accounting firm’s skill if they even
realise what the risks are. Surely this is an opportunity for the accounting firm but could also

be a huge risk.

In order to safeguard the creditors of the company before the company can make any
distribution as defined, the board of directors must apply the solvency and the liquidity test
and acknowledge by way of Directors Resolution that it has reasonably concluded that
the company will satisfy the solvency and liquidity test immediately after the distribution is
made. These two aspects of the solvency and liquidity tests and the acknowledgement must
