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INtrODuCtION

It is perception as much as anything else that influences world
economies. 

the uS economy is doing well – thanks to decisions taken and
implemented during the Obama era. South Africa slipped into a
recession after the traditional indication of two consecutive quar-
ters of negative growth. the Zuma era of state capture, which led
to billions of rand unaccounted for and lack of growth, left every-
one in little doubt that the economy was in a bad way. President
ramaphosa inherited a veritable Pandora’s box but his decision
to support land expropriation without compensation has resulted
in foreign investors concluding that this was just one risk too
many and they have turned to more stable hunting grounds
where they are less likely to incur shareholder wrath. And borrow-
ing costs have gone up, to counter the risk of providing the South
African government with access to capital. 

the rest of Africa presents a more stable space. Kenya’s politi-
cal and economic reforms have seen positive growth and the pro-
jected growth for 2019 is 5.8%. Nigeria’s economy is said to be
growing despite political uncertainty and growth is expected to be
2.7% in 2019. Ghana has a strong economy and, although some-
what slower growth is anticipated in 2019, it is still expected to be
6.2%. By comparison South Africa’s expected 1.8% growth is dis-
mal and does not help the country’s risk profile.

Emerging markets have been viewed with scepticism recently,
although some finance houses consider there are assets to be
had. China is said to be active in every country on the African con-
tinent. the $17 billion agreement signed by President Xi Jinping
and President ramaphosa should see the stress factors diminish.
While this is a considerable amount, President ramaphosa’s aim
is to raise $100 billion – there is a long way to go and the country
dare not fall into a debt trap from which it cannot extricate itself. 

technology and the use of mobile phones has seen the ex-
pansion of digital financial services. According to the World Bank
Findex survey, financial inclusion in Sub-Saharan Africa increased
to 43% in 2017 from 23% in 2011. Mobile money is one of
Africa’s great success stories. And there are calls for more fund-
ing for innovation and technology and for green projects. there
are also calls for greater collaboration. According to a McKinsey
report, in the five years to 2017 the number of “banked” Africans
almost doubled to 300 million people, and this figure is expected
to reach 450 million people over the next five years.

Although some would disagree, there is strong indication that
investing in Africa comes with greater risk and cost, deals are
more complex to execute and syndicated deals are becoming
more common. 

Africa faces many challenges: increased urbanisation, growing
population and the demands this will place on infrastructure,
technology and education, and the concerns about the conse-
quences for the environment. 

It is crucial that long term answers are found and that there is
political and regulatory certainty and, equally, that strong monetary
policies are put in place if Africa is to thrive.•
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GHANA: A PrE-rEquISItE FOr FILING 
AN APPEAL
C E L I A  B E C K E R

On 13 July the Commercial Division of the high court in Ghana ruled that in
the case of a disputed notice of assessment, an appeal will not be enter-
tained by the court unless the appellant has paid at least 25% of the tax due
in the first quarter of the year of assessment.

In the case of Beiersdorf Ghana Limited (BGL) v The Commissioner Gen-
eral of the Ghana Revenue Authority (GrA) (CM/tAX/0001/2018), BGL chal-
lenged an additional tax assessment of GHS1,085,392 raised after the GrA
conducted an audit on its activities for the 2014 to 2016
financial years.

According to BGL’s notice of appeal, it disagreed with
the following aspects of the assessment: 
(1) royalty payments under a distribution licence agree-

ment being disallowed as deduction; 
(2) reimbursements for work done by third party ven-

dors being reclassified as sales commission subject
to 10% withholding tax; and 

(3) treating trade discounts being reclassified as com-
mission payments subject to 10% withholding tax.

In respect of the first ground of appeal, the GrA con-
tended that a distribution licence agreement entered
into between BGL and its German parent company,
which includes royalty payments for the use of the Nivea
trademark in Ghana, is a “technology transfer agree-
ment” as defined by the Ghana Investment Promotion Centre (GIPC) Act,
2013 and accordingly, should be registered as such with the GIPC. As BGL
failed to effect the required registration, the royalty payments were not recog-
nised as deductible expenses in the hands of BGL.

BGL argued that the agreement was not a technology transfer agreement
as defined. In addition, a royalty payment for the use of the Nivea trade mark
should be allowed as a deduction on the basis that it is an expense “wholly,
exclusively and necessarily” incurred in the production of taxable income of
the company, whose business consists entirely of the importation and sale of
Nivea branded cosmetic products. Without the Nivea brand, BGL has no busi-
ness. 

Section 43 of the GIPC Act defines a technology transfer agreement as an
agreement of at least 18 months duration involving inter alia the assignment
and licensing of industrial property and the provision of technical expertise.
the court dismissed the first ground of appeal on the basis that the terms of
the agreement, and in particular the granting of an “exclusive licence to mark
the product and their packaging with the registered trademarks” and the un-
dertaking by the German parent company to “transfer marketing and man-
agement know-how” to BGL do, in fact, constitute the transfer of technology

within the meaning of the GIPC Act. Hence, the agreement should have been
registered with the GIPC, and the GrA was correct in disallowing the royalty
payments as deduction.

In respect of the second ground of appeal, BGL held that two different
types of payments were made to distributors dispensing Nivea products in
branded stands and display cases at retail outlets. Firstly, a service fee is
paid to the distributor and, secondly, out-of-pocket expenses incurred by the

distributor, including payments to tradesmen who manufacture display
cases, and acquire branding materials, are reimbursed. Although BGL admit-
ted that the service fee paid should be subject to withholding tax, it argued
that the reimbursement of distributor costs should not attract withholding
tax. However, the court held that the reimbursements should attract with-
holding tax on the basis that, if BGL were to make payments directly to the
relevant tradesmen, they would be subject to withholding tax and routing the
payment through the distributors does not remove that obligation.

In respect of the third ground of appeal, BGL explained that to boost
sales, it offers a trade discount to distributors who participate in initiatives to
provide customers with free products if a certain minimum number of prod-
ucts are purchased. Once distributors have shown proof of the distribution of
the free products, they are granted a trade discount by BGL. the court held
that only trade discounts reflected on a VAt invoice are recognised as man-
dated by s41 of the Value Added tax (VAt) Act, 2013. As the trade discounts
granted in this instance were not reflected on the VAt invoices issued to cus-
tomers, it was difficult to assess the integrity of any claim that a discount was
offered to a customer. the taxpayer failed to discharge its onus of proof and,
accordingly, this ground of appeal was also dismissed as without merit.

Although BGL admitted
that the service fee paid
should be subject to
withholding tax, it argued
that the reimbursement
of distributor costs
should not attract 
withholding tax. 

Becker
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In conclusion, the court ruled that, in terms of High Court Order 54 rule 1
and 2, in order for the court to hear an appeal against a tax assessment, the
appellant is required to pay at least a quarter of the assessment payable in
the first quarter of the year of assessment and file proof of the payment with
its Notice of Appeal. Because no evidence of such a payment was produced
in the Ghana Beiersdorf case, the appeal was not properly filed by the appel-

lant and the court was precluded from hearing the appeal. BGL’s appeal was
dismissed and costs in the sum of GHS10,000 awarded to the GrA. •

Becker is an executive in ENSafrica’s

Africa Regulatory and Business 

Intelligence Department. 

GrOWtH OPPOrtuNItIES IN tHE BANKING
AND FINANCE SECtOr IN EASt AFrICA
I  M U N G A I  K A M A U  A N D  J A C Q U E L I N E  W A N G U I

the East African region has experienced a consistent surge in the develop-
ment of its finance sector, with various changes that have necessitated and
even sparked innovation in an ever-evolving environment. this article reviews
key statutory and regulatory reforms in Kenya’s banking sector, juxtaposed
against regional and continental trends.

Uncharted territory 
While not necessarily popular, interest rate-capping has been implemented in
76 countries globally, 25 of these in Sub-Saharan Africa. 

According to the World Bank Group, countries that cap interest on loans
may apply two different criteria: an absolute cap (fixed nominal rate) or a rela-
tive cap (calculated against a benchmark rate). In practice, most countries
adopt hybrid models with different ceilings on the amount of credit to be ex-
tended, the credit type, the duration of the credit, or combinations. Chile has
nine categories of ceilings based on size, currency and term, while Zambia has
separate ceilings for banks, microfinance institutions (MFIs) and non–banking
financial institutions. In contrast, few countries use unique rate-caps, those

that do include Kyrgyz republic, on microloans; Poland, on consumer loans.
Kenya, as the frontier East African economy, introduced rate caps through

the Banking (Amendment) Act, 2016 this thrust its banking industry into un-
charted territory. the amendment limits interest on bank loans at no more
than 4% above the Central Bank rate (CBr), and interest on deposits at no
less than 4% below CBr. recently, the Finance Act, 2018 removed the cap
on deposit interest but retained it on loans.  

Kenya employs the relative interest rate ceiling at a percentage of the
CBr. the Central Bank of Kenya (CBK) maintains that there is risk if the CBr
is directly linked to borrowing rates as this will inevitably impair its monetary
policy decisions. this has placed CBK in a precarious position; to either
tweak the CBr to facilitate control of money supply in the economy or exacer-
bate the availability of credit due to interest rates being tied to the CBr.

the result has been a credit squeeze; banks have adopted a risk-averse at-
titude to unsecured borrowers and redirected their funds towards treasury bills
and bonds, which presently offer a more favourable risk-return. the private sec-
tor has in turn resorted to alternative sources of credit, with development fi-

the East African region has experienced
a consistent surge in the development
of its finance sector, with various
changes that have necessitated and
even sparked innovation in an ever-
evolving environment. 

Kamau Wangui
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nance institutions and private equity becoming an increasingly preferred
source of long-term debt financing. For short term loans, mobile money and
digital platforms are preferred despite their higher annualised interest rates;
they are readily available, faster and currently operate in a legal lacuna. 

Perhaps the most dominant impact of the interest cap in Kenya is the pro-
liferation of non-deposit taking micro-finance institutions (MFIs) and the de-
velopment of Kenya’s renowned fintech industry.

Compliance with Basel III requirements
Basel III is a global set of precautionary measures imposed on banks to pro-
tect the economy from financial crisis by ensuring banks accept a level of re-
sponsibility for the financial economy they operate within. the deadline for
implementation of Basel III is 1st January, 2019.

the Bank of Ghana was one of the first African regulators to implement the
Basel III; Ghanaian banks have until December, 2018 to comply. South Africa, the
most developed African banking sector and Africa’s only G20 member, has set it-
self on the path to full adoption of Basel III by 2019, alongside its G20 peers.
Other African countries including Egypt and Nigeria, are slowly integrating.  

In East Africa, the Bank of uganda (the Bou), was the first in the region to
comprehensively adopt Basel III guidelines on capital conservation with ef-
fect from 2017. this is not surprising given that uganda had a history of bank
failures which underscored the need for a first line of defence for bank bal-
ance sheets. the Bou has therefore introduced new regulations on capital
conservation, including the increase of commercial banks’ minimum tier I
capital ratio from the current 8% to 10%.

In Kenya, the CBK Prudential Guideline on Capital Adequacy, published in
2013, requires that banks adhere to the prescribed capital adequacy pruden-
tial ratios. Banks have deployed various strategies to comply with the capital
adequacy requirements including cutting back on lending, withholding dividend
payments, aggressively increasing their interest income and other revenues.
this, combined with cost cutting measures, aims to increase net profits and im-
prove the capital base through retained earnings. to ensure compliance, some
listed banks have issued additional shares through rights issues.

CBK has also adopted a vigorous regulatory action, resulting in the place-
ment of three of Kenya’s forty-two licensed banks under receivership, and an
indefinite moratorium on the granting of new licenses. Consequently, poten-
tial entrants have resorted to mergers and acquisitions (M&A) to gain a
foothold in East Africa’s largest economy. tier II and tier III banks have been
the targets of buyouts by more established foreign banks. In 2017, SBM
Bank Kenya Limited, a subsidiary of State Bank of Mauritius (SBM) Group,
acquired Fidelity Commercial Bank Limited, becoming the first new entrant in
Kenya’s banking sector under the moratorium.

Increased M&A activity has also been catalysed by regulatory action to
revive and salvage recently distressed banks. CBK has recently overseen an-
other acquisition by SBM Bank Kenya Limited of 70% of the assets of Chase
Bank Kenya Limited (In receivership), following the latter’s collapse in 2015.
this was the first bank in Kenya’s history to resume operations after dis-
tress. A similar process is currently ongoing for Imperial Bank Limited (under
receivership), where, as of 3rd October, CBK received a binding offer from

KCB Bank Kenya Limited to acquire the distressed bank’s assets. 
this facilitative approach to bank recovery has offered significant opportunity

for inorganic growth of market share, as well as a rethink of regulatory action in
the country into a facilitative role over and above the pre-eminent disciplinary one. 

the rate caps have also sparked a liquidity squeeze amongst tier III banks
in Kenya, which has created ample conditions for consolidation in the bank-
ing sector, with a number of tier III banks being acquired. these include Giro
Commercial Bank Limited by I&M Bank Limited and Habib Bank Kenya Ltd by
Diamond trust Bank Kenya Limited, both were acquired in 2017.

New and proposed legislation
the rate cap is only one of several legislative changes that have either been
implemented or proposed to reform Kenya’s financial landscape. 

Financial institutions provide a conduit through which money flows,
making them the focal point of anti-money-laundering initiatives. Kenya re-
cently amended the Proceeds of Crime and Anti-Money Laundering Act,
2009 (POCAMLA) to create the Assets recovery Agency, which has since
been instrumental in assisting in the recovery of assets procured or fi-
nanced through the proceeds of crime. the amendment also empowered
the Financial reporting Centre and other regulators like CBK to impose ad-
ministrative penalties against banks and similar entities that violate the
POCAMLA.

Industry regulators have also recently bolstered their capacity by introduc-
ing or revising applicable regulations in line with international best practices
and emergent risks. Within the past year, CBK has enacted new guidelines
on cybersecurity for banks and payment service providers as well as an Anti-
Money Laundering/Combating the Financing of terrorism (AML-CFt) assess-
ment. For industry players listed on the Nairobi Securities Exchange, Kenya’s
Capital Markets Authority modernised their required corporate governance
measures through the Code of Corporate Governance Practices for Issuers of
Securities to the Public, 2015. 

Cumulatively, the Kenyan banking sector has adapted well to these changes,
evolving product offerings and internal operations in what could be considered a
fundamental improvement to the robustness and efficiency of their operations.
Some proposed changes have, however, received divided opinion from industry
stakeholders, leading to stagnation of Kenya’s legislative pipeline.

In early 2018, the National treasury invited public comments on a pro-
posed Financial Markets Conduct Bill, 2018 that sought to regulate loan con-
tracts and introduce a Financial Sector Ombudsman as an industry arbiter.
the draft contents of this Bill were decried as potentially usurping CBK’s reg-
ulatory role and increasing compliance costs. the Bill also contained propos-
als to rein in the operating conduct of mobile credit facilities that have made
exceptional inroads in Kenya recently. 

this was not the first show of intent of large-scale reform in the banking
sector, with a Financial Sector Authority Bill having proposed in May, 2016 to
coalesce multiple sector regulators into a single body. It proposed the merger
of the Capital Markets Authority, Insurance regulatory Authority, unclaimed
Financial Assets Authority and retirements Benefit Authority all into the Fi-
nancial Sector Authority. 
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Neither of the two Bills have been tabled in parliament; their individual fates
thus remain uncertain for now. Nonetheless, they have been indicative of poten-
tial wide-sweeping measures that may be introduced in Kenya’s financial sector.

In conclusion, Kenya’s banking and finance sector is illustrative of the op-
portunities that present themselves in the midst of a reform climate aimed at
attaining international best practice. Stakeholders remain highly optimistic of

the returns attainable in the sector. With consistent monitoring and adequate
exploration of this multifaceted operating environment, there is no limit to the
opportunities available in East Africa’s frontier economy. •

Kamau is a Partner and Head of Banking & Finance and Wangui is a Partner

and Deputy Head of Banking & Finance, MMC Africa Law (Kenya).

IS It tIME tO CHANGE SOutH AFrICA'S 
CFC ruLES?
C O R  K R A A M W I N K E L  A N D  W E S L E Y  G R I M M

South Africa's controlled foreign company (CFC) rules are anti-avoidance provi-
sions aimed at preventing South African residents from shifting taxable income
to outside the South African tax net into lower tax jurisdictions by investing in or
transacting through foreign companies. the CFC rules were introduced into South
African tax legislation in 2001 as part of South Africa's shifting of its tax system
from a "source plus" to a "residence minus" tax system to bring the South African
tax system more in line with international tax principles. Practically, this change
meant that South African tax residents would be taxed on their worldwide income
for years of assessment commencing on or after 1 January 2001.

the CFC rules, which have principally remained unaltered since introduction,
are mechanical in nature and represent what, at the time, National treasury re-
garded as a balance between the principles of anti-deferral, international com-

petitiveness and administrative efficiency. to contextualise the era, in 2001
Facebook, Instagram and uber did not exist, the JSE Limited's All Share index had
an average value approximately one-fifth of what it is today and it would be over a
decade before the Organisation for Economic Co-operation and Development
(OECD) published its action plan on base erosion and profit shifting (BEPS). 

By contrast, in 2018 evolutionary businesses which transcend international
boundaries are required to operate in a "post-BEPS" environment characterised
by transparency and transfer pricing systems. these systems place greater em-
phasis on where work is actually performed by personnel, as opposed to where
contractual risk is carried. In this regard, some South African multinationals
have become truly global players and operate internationally through (acquired)
businesses that pose very little risk of tax avoidance to the South African fiscus. 

Despite this, South Africa's mechanical CFC rules still state that returns of
CFC income must be calculated and routinely filed. In our experience, the prepa-
ration of such returns for a major multinational entity may consume hundreds of
hours, with relatively little tax benefit accruing to the South African fiscus. Whilst
the little tax revenue may speak of an effective CFC system, the disproportionate

amount of compliance time required indicates that more can and should be
done by National treasury to streamline the existing CFC system. 

Although South Africa's CFC rules have remained principally unaltered since
inception, over time they have become less flexible and more arduous to com-
ply with. this is particularly so in relation to meeting the so-called "foreign busi-

the CFC rules, which have principally
remained unaltered since introduction,
are mechanical in nature and represent
what, at the time, National treasury 
regarded as a balance between the
principles of anti-deferral, international
competitiveness and administrative 
efficiency. 

Kraamwinkel Grimm
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ness establishment" substance test. For example, historically, s9D(10)(a) and
(b) of the Income tax Act, 1962 allowed the Minister of Finance a discretion to
deem the foreign business establishment threshold to have been met in cer-
tain circumstances where there was little or no risk of erosion to the South
African tax base. this discretion has been abolished. the result is the applica-
tion of old mechanical substance rules – deemed appropriate to business
forms in 2001 – to contemporary business forms. Practical experience has
shown that the South African CFC rules are not only onerous for taxpayers to
comply with, but also for the South African revenue Service (SArS) to review. 

this experience is supported by the recent comments made by the Davis tax
Committee that South Africa's CFC rules are some of the most sophisticated
and complicated within the G20. Furthermore, whilst hard data from SArS on
total CFC collections is not made available to the public, the sense of many ex-
perienced tax professionals is that the tax revenue collected as a result of the
CFC rules is insignificant relative to the total amount of tax paid by taxpayers.

Currently, CFC rules are the subject of much international debate, most
notably by the OECD as part of the BEPS initiative. the OECD report on
BEPS Action Item 3: "Designing Effective Controlled Foreign Company Rules"
(Action 3 report), published in May 2015, addresses the recovery by juris-
dictions (in which a parent entity is resident) of taxes that are theoretically
foregone where profits are derived by foreign entities. Although the Action 3
report recommends the widespread adoption of CFC legislation globally, the
response has been subdued. It is worth noting that South Africa remains
the only country in Africa to have implemented CFC legislation and, when
measured against the recommendations in the Action 3 report, South
Africa's CFC rules can be described as robust and complex but unclear in
some respects.

For its part, the Davis tax Committee, which was tasked with assessing
South Africa's tax policy framework, published its findings recently. this fol-
lowed an analysis of South Africa's CFC rules compared with the Action 3 re-
port recommendations. It made certain remarks:

• the South African CFC system is largely in line with CFC systems used by
many developed countries in Europe, North America, East Asia and the
Pacific region; 

• Many European countries have softened their CFC systems since 2000. the
uK and the Netherlands, for example, have fairly light CFC systems. Given
South Africa’s limited status on the global stage, South Africa cannot afford
to be a leader in this field but should follow the practice set by others;

• Consideration could be given to adopting a CFC system similar to that of the
uK or the Netherlands in order to improve South Africa’s tax competitiveness
in the long term. this approach should, be taken with caution, however, as
simplifying the CFC rules after a long and protracted period of development
may open holes in the current system, which could compromise the fiscus;

• Care should also be taken to ensure that the rules assist rather than hinder
legitimate business establishments. this is particularly so with regard to serv-
ice income anti-diversionary rules for the foreign business exemption; and 

• Care should be taken to ensure that the CFC rules are not made so oner-
ous that they pose an excessive compliance burden on South African-
based companies. 

Where to from here?
the international business and tax environment in 2018 is very different from
that of 2001 when the CFC rules were introduced. the current South African CFC
rules are complex and unclear in certain respects and therefore hinder tax cer-
tainty. From a tax perspective there is much greater transparency and focus on
substance in anchoring tax profits in a particular jurisdiction outside of CFC rules. 

When one considers the targeted CFC income identified at the time of intro-
ducing CFC legislation in South Africa, a case can be made to "lighten" CFC leg-
islation in the short term without increasing the risk of eroding the South
African tax base. this may be in the form of limited amendments to the current
provisions of s9D of the Income tax Act to, for example, the foreign business
establishment exemption and/or the "high tax exemption". these amendments
could be aimed at specific areas, as opposed to the wholesale revision of CFC
rules to align with, for example, those of the uK or the Netherlands. •
Kraamwinkel is a Partner and Grimm 

an Associate in the Tax practice of 

Webber Wentzel.
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FINANCING AND FrONtING IN SOutH AFrICA
S I M O N  W A T S O N

Fronting in some parts of the world refers to the act of intentionally identifying
the wrong person as the main driver under a vehicle insurance policy. this is
what “fronting” is in the uK. the purpose of the crime, which is considered
fraud, is to lower premiums. In South Africa, it has different criminal connota-
tions. 

understanding fronting is of considerable importance to all participants
involved in empowerment transactions, including financiers. this is particu-
larly so when a financier takes up an equity stake in an empowered business.

What is fronting?
Following an insertion into the Broad Based Black Economic Empowerment
Act (53 of 2003) (BBBEE Act), effective October 2014, a “fronting practice”

(BBBEE Act, s1, definition of “fronting practice” inserted by Act 46 of 2013 
effective 24 October 2014) is defined to include:

• a transaction that directly or indirectly frustrates empowerment law 
objectives;

• the implementation of a B-BBEE initiative which results in one of a list of
outcomes, identified in the table below.

the bold words in the table emphasise that these are subjective terms re-
lating to the crime of fronting. All the following words or phrases are relative.

• “discouraged”

• “substantially participating”

• “core activities”

MAY BE CONSIDERED FRONTING PRACTICE IF:

(a) black persons who are appointed to an enterprise
are discouraged or inhibited from substantially
participating in the core activities of that enterprise

(b) the economic benefits received because of the
broad-based black economic empowerment status
of an enterprise do not flow to black people in the
ratio specified in the relevant legal documentation

(c) the conclusion of a legal relationship with a black
person for that enterprise to achieve a certain level
of BBBEE compliance without granting that black
person the economic benefits that would reason-
ably be expected to be associated with the status
or position held by that black person.

(d) the conclusion of an agreement with another 
enterprise to achieve or enhance BBBEE status 
in circumstances in which:

(i) there are significant limitations, whether 
implicit or explicit, on the identity of suppliers,
service providers, clients or customers;

(ii) the maintenance of business operations is 
reasonably considered to be improbable, 
having regard to the resources available; or

(iii) the terms and conditions were not negotiated at
arm’s length and on a fair and reasonable basis.

APPEARS TO RELATE TO: 

the extent to which black shareholders
and/or directors can participate in
decisions.

the extent to which perceived benefits
which flow to black people, based
on the face value of documentation,
correlates to the actual monetary
benefit received.

the extent to which perceived benefits
which flow to black people, based
on the face value of documentation,
correlates to the actual monetary
benefit received.

Ensuring that agreements with
black enterprises entered for the
purpose of improving an empower-
ment status reflect the expected
commercial terms which would
have existed in the absence of 
empowerment legislation.

*See Prasa v Swafambo below

POSSIBLE EXAMPLES?  

restrictions placed on new black directors in a memo-
randum of incorporation or shareholders agreement
which cannot be justified.

New directors might not be given proper notice of
meetings and/or notice of minority shareholder rights.1

A joint venture is entered into with a company with a
strong empowerment status necessary to secure work.
the black JV partners income does not correlate to its
stated interest in the JV.

Paying a senior black manager a lower salary than
what a senior manager in the circumstance would be
expected to earn.

Any conditions which cannot be justified with reference
to usual commercial practice under the circumstances.

If any unusual secrecy provisions are included or efforts
made to isolate the enterprise.

An agreement which serves no substantive purpose
other than empowerment. 

tokenism, unusual contract terms on duration, ordering
procedures, risks, cancellation rights and penalties.

FRONTING PRACTICES 

1   this could be in breach of the BBBEE Act as well as a breach of minority protection rights provided in the Companies Act 71 of 2008.
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• “reasonably be expected”

• “significant limitations”

• “reasonably considered”

• “fair and reasonable basis”

uncertainty arises because whether fronting is committed is a question of
degree under the circumstances of a given case.

For example, the word “discouraged” means to “dissuade or deprive of
confidence” and a “core activity” means a “business function which is critical”
(www.businessdictionary.com). Does this mean that fronting is committed if a
“black person appointed to an enterprise” is deprived of the confidence to
“participate in a critical function of the enterprise”? How is this tested?

PRASA v Swafambo
Enter Passenger Rail Agency of South Africa (PRASA) v Swafambo Rail
Agency (Pty) Ltd (Swafambo) 2017 (6) SA 223 (South Gauteng High Court). 

In 2013 Swafambo, a black owned company, was awarded a contract to
supply locomotives to PrASA. PrASA is an “organ of state” as contemplated
under the Preferential Procurement Policy Framework Act (5 of 2000) (PPPFA)
because it is identified as a National Government Business Enterprise in
Schedule 3, Part B of the Public Finance Management Act (1 of 1999). the
contract involved billions of rand. After a portion of the contract had been
implemented PrASA applied to court to cancel on several grounds, including
that Swafambo had engaged in fronting.

PrASA alleged that the contractual arrangement between Swafambo and
the actual supplier of the locomotives, a German company, undermined the
objectives of the BBBEA and it therefore constituted fronting. 

the high court found in favour of PrASA and set aside the award of the con-
tract. In its award the court held that the contractual arrangement between
Swafambo and the Supplier amounted to fronting. Importantly, it made it clear
that the test for fronting does not focus only on whether an empowerment partici-

pant (in this case Swafambo) is satisfied with an arrangement but it is rather di-
rected towards whether the broader objectives of the BBBEE Act are frustrated. 

the following important considerations were cited as relevant to the conclu-
sion that, in this case, the broader objectives of the BBBEE Act were frustrated:

• there were inherent limitations on the agreement between Swafambo
and the Supplier as contemplated in paragraph (d)(i) of the definition of
fronting – (see table). 

• the supplier was an international company which had avoided other
mechanisms for it to invest in South Africa to earn empowerment points
necessary to do business with organs of state.

• No skills were transferred to the empowerment partner.

• Swafambo was obliged to destroy confidential information of the Supplier
once the contract was completed.

Some of the factors cited as reasons why the high court concluded fronting
was committed may be of concern to people presently involved in comparable
relationships and those participating in empowerment transactions.

The BBBEE Commission
Empowerment ratings are increasingly important for obtaining government
contracts, licenses and permits as well as doing work for any other business
remotely reliant on government. this even extends to the ability to attract do-
nations. Charities have become increasingly affected as donors are compelled
to donate to charities with good BEE scores to improve their own compliance
status. (the writer recently advised public benefit organisations, which focus

on AIDS and HIV charity work and are struggling with BEE
legislation and its impact on their operations.)

Incentives for high empowerment scores, combined
with a great quantity of nuanced and difficult-to-interpret
scoring criteria, have created fertile ground for creative
company structures and contractual arrangements, the
legality of which can be open to interpretation. these in-
clude creative company founding documents, share-
holder agreements and joint ventures.

to address many challenges relating to the imple-
mentation of the empowerment campaign, the Commis-
sion was formed under the BBBEE Act ((53 of 2003),
s13B, inserted by s8 of Act 46 of 2013) and started op-
erating in April 2016. the Commission has a broad man-
date which includes processing and investigating
complaints and maintaining a registry of “major BBBEE
transactions” valued over a prescribed threshold
(BBBEE Act (53 of 2003)  s13F. the threshold is cur-

rently r25m but the circumstances when it applies are open to interpreta-
tion. See GG40898 of 9 June 2017).

In its first year of operation the Commission received approximately 180
complaints relating to non-compliance with the BBBEE Act. this represents
close to four complaints a week. 

In the Annual Performance Plan of the Commission 2017 to 2020
(https://bbbeecommission.co.za/), the Commission identifies fronting as the

understanding fronting is of
considerable importance to
all participants involved in
empowerment transactions,
including financiers. this 
is particularly so when a 
financier takes up an equity
stake in an empowered
business.

Watson
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subject matter of over 80% of the complaints received. this suggests that
there are close to three complaints a week. 

Parties involved in BEE transactions, including shareholders, directors and
financiers, should be alive to the possibility that company structures in which
they participate could be the subject of intense scrutiny by the Commission
following the compulsory filing of a major BBBEE transaction or the lodging of
a complaint.

It must be appreciated that fronting is a serious crime under the BBBEE
Act and, in terms of s13(O)(3), comes with a possible 10 years in prison
and/or a fine of up to 10% of annual turnover. Accordingly, it is important to
understand the concept, particularly when structuring affairs in the context of
an empowerment transaction.

Closing comments on fronting
the reason why, in the writer’s view, it is particularly important for financiers
to appreciate the risks of fronting when they take up an equity interest in a
business is that they will be more closely connected to the business and,
therefore, to the crime of fronting if it takes place. 

Even in the absence of an equity interest, it should be appreciated that fronting
is a form of fraud which must be reported to the police, as required under s34 of
the Prevention and Combating of Corrupt Activities Act (12 of 2004) (POCCA).

It follows that careful consideration must always be given to the obliga-
tions of all parties involved in an empowerment transaction with reference to
the objectives of the BBBEE Act. Who is responsible for training? What is the
consequence of the relationship ending? How should contractual arrange-
ments be structured? What record keeping processes are in place?

In the context of an empowerment transaction involving the transfer of business
ownership either through the sale of a business or of shares, it is important that the
content of memoranda of incorporation and shareholders’ agreements are care-
fully considered. terms which may require special attention include those relating
to quorums, voting procedures, resolutions, lock-in periods, call options, death pro-
visions, and any restrictive conditions in general which apply to an empowerment
shareholder’s shares, which do not apply to other shares. this opens questions
around creating classes of shares and compatibility with the BBBEE Act. •

Watson is a Partner of Cox Yeats.

AFrICAN MErGErS StILL FACE 
rEGuLAtOry HurDLES 
H E A T H E R  I R V I N E

One of the most significant hurdles for acquisitions in Africa remains regula-
tory clearances and, in particular, the need to gain approval from competi-
tion authorities. 

Africa is home to a number of established and well-resourced competi-
tion authorities with jurisdiction to review proposed mergers and acquisi-
tions, including in South Africa (where the Competition Commission has
been in operation since 1999); Zambia (where the Com-
petition and Consumer Protection Commission, previ-
ously the Zambia Competition Commission, was
established in 1997) and tanzania (where the Fair Com-
petition Commission of tanzania was established in
2003). Mergers are actively monitored and reviewed by
competition regulators in Kenya, Botswana, Namibia
and Mauritius. Competition authorities in Swaziland,
Zimbabwe, Madagascar, Malawi, Egypt, Morocco,
tunisia and Algeria are increasingly active. New authori-
ties are due to commence merger reviews in Angola and
Mozambique, and amended competition legislation is in
the pipeline in Botswana and Nigeria. 

regional bodies like the COMESA Competition Com-
mission (CCC) also conduct merger reviews. the CCC,
which commenced operation in January 2013, is consti-

tuted by a treaty between the Comesa states (Burundi, Comoros, the Demo-
cratic republic of Congo, Djibouti, Egypt, Eritrea, Ethiopia, Kenya, Libya,
Madagascar, Malawi, Mauritius, rwanda, Seychelles, Somalia, Sudan,
Swaziland, tunisia, uganda, Zambia and Zimbabwe). It has jurisdiction to re-
view mergers that affect two or more states in the Common Market and
which meet certain financial thresholds. this body was intended to create a

One of the most significant
hurdles for acquisitions in
Africa remains regulatory
clearances, and in particular,
the need to gain approval
from competition authorities. 

Irvine
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“one-stop-shop” – like the European Commission – for investigation and
clearance of mergers with a regional impact. However, some of its member
states, including Zambia, Swaziland, Zimbabwe, Kenya, Mauritius and Egypt,
already have their own established competition authorities in terms of
national legislation. they were slow to give effect
to the COMESA treaty in their local law, with the
result that some local regulators in-
sisted on separate merger filings (and
additional merger filing fees) in addi-
tion to a filing in COMESA. this is still
happening in Kenya, despite vociferous
objections from merging parties. It remains
a significant challenge from a timing and
cost perspective, especially since so many
COMESA merger transactions have a significant
Kenyan dimension. 

More regional competition law authorities have
been established, including in the East African Com-
munity (EAC) (which includes the republic of Burundi,
Kenya, rwanda, united republic of tanzania, and the republic
of uganda) and the Economic Community of West African states
(ECOWAS) (it has fifteen member countries, located in the Western
African region). there has been significant confusion about
whether these authorities have begun active enforcement, and
clear communication to the business community and their lawyers about
what the rules are, has been lacking. As they begin actively enforcing their
powers, the cost of compliance will only increase.  

Overlapping merger jurisdiction also creates challenges from a deal
timetable perspective. For example, merging parties are not required to wait
for a COMESA clearance before implementing their merger but the local
competition laws of several member states – including in Kenya and tanza-
nia – make it an offense punishable by a substantial fine to implement a
merger before it is cleared. 

On the other hand, there is no regional merger review body in the Southern
African region despite substantial amounts of regional trade and integration.
Consequently, it is not uncommon for merging parties to be forced to prepare
and lodge different merger filings, using different sets of merger forms, in
South Africa, Namibia, Swaziland and Botswana – even if the merger raises
no competition law concerns at all. there are no formal procedures for African
authorities to share confidential information or to standardise their analysis,
although this does happen to some extent on a bilateral basis. the South
African Commission has attempted to facilitate greater regional co-operation
through concluding memoranda of understanding with the Swaziland Compe-
tition Commission, the Competition Commission of Mauritius, the Competition
Authority of Kenya and the Namibian Competition Commission but it is un-
clear whether these MOus are contributing to more efficient merger reviews.  

Many countries in Africa require that merger transactions be assessed to
determine whether they impact on the “public interest”, as well as competi-
tion in relevant markets. Conditions addressing merger related impacts –

like job losses, a foreign acquisition of a national champion, an impact on
national security (or other matters of national interest like preserving an
iconic brand or preserving media plurality) – are now relatively common in
South Africa, Namibia and Kenya, and increasingly also feature in Zambia,
tanzania and COMESA. traditional economic analysis of whether a merger
will have horizontal or vertical effects is relatively predictable. However, pub-
lic interest objections to mergers may be hard to predict and scope ahead of
lodging a merger filing, and are sometimes raised by third parties, like gov-
ernment departments or trade unions, well after a merger has been filed.
trade unions in particular are quick to participate in merger investigations if
they think they can secure advantages like improved wages and working
conditions, even though these issues may not be merger specific, and some-
times ought rather be the subject of collective bargaining or dispute in the
labour courts, or enforcement by other government departments. 

For example, in the recent Sibanye-Stillwater/Lonmin Plc merger, the
Commission accepted that the merging parties had low market shares in the
relevant international markets and the merger did not give rise to any compe-
tition concerns. However, the Commission recommended a condition that
Sibanye embark on three short-term mining projects to avoid retrenchments
and implement an Agri-Industrial Community Development Programme in the
rustenburg area. the Commission also recommended that Sibanye continue
to honour the existing arrangements with the BEE Bapo ba Mogale Commu-
nity, give effect to contracts with Lonmin’s existing historically disadvantaged
suppliers, and procure from new historically disadvantaged suppliers. 
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Debate about public interest conditions with regulators and third parties –
including government departments – not only increases the cost of doing
the deal but can significantly hold up transactions. Long delays spook
shareholders and staff (a good example is the Vodacom/Neotel transac-
tion, which collapsed before clearances from the competition authorities
and the telecommunications regulator, ICASA, could be obtained). this has
led some merging parties to actively engage with government and regula-
tors at an early stage of planning their transactions, in order to agree on
public interest conditions – but even so, it took global brewing giant An-
heuser-Busch InBev nearly seven months to gain clearance from the com-
petition authorities in South Africa for its acquisition of iconic South African
brewer SAB. More recently, two separate bids to acquire the Chevron busi-
ness in South Africa by Sinopec and a B-BBEE consortium were recom-
mended for approval by the tribunal after the parties negotiated a
framework agreement with the Economic Development Department (EDD)
to address public interest concerns like preservation of jobs after the
merger; the continuation with CSA retirees’ medical aid subsidy; the estab-
lishment of a development fund focused on, amongst other things, the de-

velopment of small businesses and black-owned businesses; maintenance
of B-BBEE shareholding post-merger; and a commitment to a significant in-
vestment in refinery capacity. 

Many African leaders, including most recently, President ramaphosa,
have stepped up their efforts to attract investment in order to increase
growth and stimulate jobs and development. these efforts should be sup-
ported by the simplification and streamlining of the merger review process,
both at a national and a regional level. National and regional authorities
should simplify their procedures and strive for efficient and transparent
merger reviews. Wherever possible, transactions which raise no competition
law concerns should be fast-tracked for approval. Investigations of public in-
terest concerns should be limited to those which are merger-specific, and
should be dealt with in a predictable fashion that does not unduly delay
transactions. 

Swift and predictable merger clearance processes are essential if Africa
wants to be seen as a more attractive destination for investment. •

Irvine is a Partner with Falcon & Hume.
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GENErAL DAtA PrOtECtION rEGuLAtION
(GDPr) IN AFrICA: SO WHAt?
K A M O G E L O  M A I F A D I

In May, the European Commission's (Eu) General Data Protection regulation
(GDPr) came into effect. the GDPr is a new data privacy and protection frame-
work aimed at improving Europe's data privacy laws, which could be described
as a first cousin (replacing the Eu's Data Protection Directive (Eu Directive)) to
South Africa's POPIA, the Protection of Personal Information Act (4 of 2013).
POPIA, while currently only partially implemented, will apply to all businesses
and organisations in South Africa which, by virtue of their interactions with
South African consumers, collect and process their personal information. 

While POPIA's provisions only apply to the extent that businesses are regis-
tered and incorporated within the borders of South Africa, the GDPr is applica-
ble to every organisation on the African continent that
processes the personal data or monitors the online activi-
ties of Eu citizens. In practical terms, this means that a
South African online shopping site that sells its products to
Eu citizens will be expected to comply with the GDPr. 

this is also of particular importance for the financial
services industry, which processes and collects the per-
sonal data of clients around the globe (including the per-
sonal data of Eu citizens). Non-compliance by these
financial institutions could result in varying consequences
for the institution; including a written warning, periodic
data protection audits and fines of up to €10 million or 2%
of an organisation's annual worldwide turnover. the most
serious penalties will apply to organisations that suffer a
data breach as a consequence of non-compliance. 

For the purposes of South Africa's trade relationships,
POPIA will have to be read together with the provisions of
the GDPr. As POPIA was largely modelled on the Eu Di-
rective, POPIA and the GDPr are more similar than they are different. How-
ever, the GDPr imposes additional data protection requirements that were not
contained in the Eu Directive, and are not required under POPIA. A notable dif-
ference between the GDPr and POPIA is that while the GDPr only protects the
personal data of natural persons and does not extend its protection to juristic
persons, POPIA protects the data of both natural and juristic persons. 

Hailed as the global standard for protecting the rights of any individual
whose personal information enters the digital world, the fundamental user
rights contained in the GDPr are seen as an instrument of best practice.
these fundamental rights are the standard with which businesses and organ-
isations on the African continent should aim to comply. 

The right to transparency and information 
Organisations must provide individuals with information regarding who has
accessed their personal information, what purpose it will be used for, who the

recipients of the information will be, and the period for which the information
will be kept. this information must be provided to individuals in a clear and
transparent manner, using intelligible and plain language. 

The right to be forgotten
Individuals are entitled to request that their personal information be erased
without undue delay, subject to specified grounds. these include the grounds
that the usage of the personal data is no longer relevant to the purpose for
which it was initially collected or processed, that the individual has withdrawn
consent for the processing of the information and such consent was a legal

requirement, and that the erasure of the information is a legal obligation on
the part of the organisation in terms of local or foreign law.

The right to restrict data processing 
Individuals have the right to request that organisations stop processing their
personal information, subject to specified grounds. this may be to contest the
accuracy of the information or because the processing of the information was
unlawful and the individual requests restriction of use as opposed to erasure. 

The right to data portability 
Individuals have the right to receive their personal information from a particu-
lar organisation and subsequently transfer such information to another or-
ganisation. this right will not be applicable where the processing of the
information is for the purpose of the public interest or is done in the exercise
of an official authority. 

Hailed as the global stan-
dard for protecting the
rights of any individual
whose personal information
enters the digital world, the
fundamental user rights
contained in the GDPr are
seen as an instrument of
best practice. 

Maifadi
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The right to object
Individuals have the right to object to the processing of their personal information if
it has been processed with the consent of the individual but they wish to withdraw
such consent, or where the information is processed for direct marketing purposes. 

Rights in respect of decisions involving automated processing
and profiling
the GDPr stipulates that individuals may not be subject to decisions based solely
on automated processing. this includes decisions that are based on profiling and
produce legal consequences concerning an individual based on such automation. 

The right to access 
Individuals have the right to be informed whenever an organisation

processes their information, to receive a copy of such information, to be in-
formed of the sources of this information and to be afforded the opportunity
to lodge a complaint against such collection and processing.

the GDPr has given African governments a yardstick by which to measure
their own privacy laws, and African organisations an international standard to
adopt and thereby maintain the trust of the international community. the en-
actment of GDPr could, therefore, signal the beginning of a digitally secure
future for Africa and all who live in it. •

Maifadi is a Candidate Attorney with 

Baker McKenzie. The article was 

overseen by Jen Stolp, a Partner in the

Banking & Finance practice.

AFrICA – It'S ALWAyS COMPLICAtED, 
But IN A GOOD WAy
W A R R E N  B E E C H  A N D  L A U R I E  H A M M O N D

the Mining and Natural resources Sector in South Africa, like all countries which
have vast natural resources, is a good barometer of South Africa's economy. the
well-being of this the sector impacts all aspects of the
economy. It is also a good indicator of how
South Africa is performing on broader so-
cial and socio-economic deliverables.
Several commentators have ex-
pressed the view that South
Africa's Mining and Natural re-
sources Sector prevented South
Africa from sliding into a recession
in the second quarter of 2018.

South Africa's Mining and Nat-
ural resources Sector is also critical to
transformation, growth and development in the
country. Despite this, this sector has been plagued
by policy and regulatory uncertainty which has im-
pacted, significantly, on investment in the sector,
including the life blood of future mining develop-
ment – exploration and prospecting.

the publication of the Broad-Based Socio
Economic Empowerment Charter for the Mining and
Minerals Industry 2018 (Mining Charter 2018) has
gone some way to addressing policy uncertainty
about key elements, such as ownership of South
Africa's mining assets. the fact that Black Eco-
nomic Empowerment is not required for prospecting

rights, in terms of Mining Charter 2018, has generally been welcomed as an
acknowledgement of the high cost and low return nature of prospecting, and
the importance of facilitating more prospecting so that mining operations can

be developed, ultimately for the benefit of all South Africans. the an-
nouncement of the withdrawal of the much–criticised

amendments to the Mineral and Petroleum resources
Development Act (28 of 2002) (MPrDA) has con-

tributed to some positive sentiment, and possible reg-
ulatory certainty. 

South Africa's Mining and Natural re-
sources Sector has been grappling with

roller-coaster commodity prices and cycli-
cal demand, and policy and regulatory un-

certainty, which has impacted on
investment. Many investors have therefore

been considering, more positively, invest-
ment in the rest of Africa with countries
such as Namibia, Ghana, DrC, Angola,
uganda, and Ethiopia in the spotlight.

Some of these countries have committed
to, and implemented investor-friendly envi-
ronments. Direct foreign investment in
Africa has increased, and published fig-
ures seem to suggest that South Africa’s
Mining and Natural resources Sector
may have lost out, to some extent, as an
investment priority jurisdiction.
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South Africa, like other resource-rich countries, is in a competition for in-
vestment. It is said that capital, like water, finds its way around obstacles. It is
also said that capital is extremely scared – it runs at the first sign of trouble.
Countries that are able to cut through the "red tape", and provide an invest-
ment-friendly environment, including policy and regulatory certainty and sta-
bility, are likely to attract better quality investment. 

to create an investment-friendly environment, however, extends beyond
policy and regulatory certainty. Not all exploration and development of Mining
and Natural resources can be carried out by the majors – to the contrary,
some of the biggest exploration spend is by single-project and asset compa-
nies that require access to cost effective capital to allow them to explore and
develop the assets up the value curve. 

It is not only the exploration and development companies that require 
access to capital – mining ventures go hand in hand with parallel industries
and sectors, such as infrastructure development (ports, rail, electricity and
roads), telecommunications and agriculture. 

Mining and Natural resources, and the related and satellite industries
and sectors, rely heavily on Small and Medium Enterprises (SMEs). SMEs are
critical for the growth of emerging economies and increasing employment,
but access to finances is one of the biggest obstacles for SMEs to grow. 

this SMEs funding gap is well documented. the World Bank Group has
conducted a number of studies, with estimates that the gap globally for for-
mal SMEs is as high as $1.2 trillion, with half of formal SMEs having no ac-
cess to formal credit.

Approximately 70% of all SMEs in emerging markets lack access to credit.
the gap is particulary wide in Sub-Saharan Africa. this has, however, pro-
vided opportunities for alternative non-bank lenders to both lend and have a
developmental impact across the continent. 

According to the World Bank, formal SMEs contribute up to 60% of total
employment, and up to 40% of Gross Domestic Product in emerging econo-
mies, and this is significantly higher when informal SMEs are included. With
more access to finance, SMEs can play an even bigger role in economic

growth and development of the region. the need and opportunity for power
and infrastructure development in Africa is enormous. In Sub-Saharan Africa,
only approximately a third of its people have access to electricity. the need
for power across Africa has opened up specific opportunities for SMEs in, for
example, the energy sector and for alternative lenders to fund across the
value chain from power producers, commodity traders and producers, to
other energy infrastructure and logistical services. Alternative and innovative
funding mechanisms seem to be necessary, with borderless crypto - capital
and metal streaming arrangements also under serious consideration.

In addition to creating country-specific investment friendly environments,
the formation of the African Continental Free trade Area may provide further
opportunities for growth and development that have, until now, been lacking.
On 21 March, 44 senior government officials from across Africa met in Kigali,
rwanda, to sign the Agreement Establishing the African Continental Free
trade Area. this agreement has the potential to change the way trade is con-
ducted in Africa. Once ratified by the twenty-two signatories, the agreement
will establish the African Continental Free trade Area (ACFtA). the ACFtA
aims to create a continent-wide common market for goods and services. the
ultimate aim is to create an Africa-wide customs union. 

the two-phased approach to implementation contemplates that in phase
one, 90% of tariffs on intra-African trade will be eliminated, and in phase two,
various protocols will be implemented on investment, competition, and property. 

An increase in intra-African trade through the establishment of the ACFtA
can only assist in creating an investor-friendly continent. 

With the publication of the Mining Charter, the withdrawal of the amend-
ments to the MPrDA, the announcement by President ramaphosa of the
stimulus package, and continent-wide initiatives such as the ACFtA, Africa
looks in good shape to attract quality investment. •

Beech is a Partner and Head of Mining and Hammond 

a Partner in the Banking and Finance practice at 

Hogan Lovells.

Approximately 70% of all SMEs in emerging
markets lack access to credit. the gap is
particulary wide in Sub-Saharan Africa.
this has, however, provided opportunities
for alternative non-bank lenders to both
lend and have a developmental impact
across the continent. 

HammondBeech 
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HyDrOPOWEr: NEW rISKS AND MItIGAtION
INStruMENtS IN tHE CLIMAtE CHANGE ErA
A L E X A N D R E  V A I L L A N T

Considered an inexpensive and mature technology, hydropower, with around
11 000 power plants installed in 150 countries, represents around 20% of
the world’s total energy mix. In 2015, hydropower represented 78% of renew-
able generation. In Africa, only 7% of the economically feasible hydro poten-
tial has been developed.

Whilst hydro projects have been developed for years, the risks remain
complex and new risks have arisen as a result of climate change. the devel-
opment of hydropower projects require new approaches and mitigation in-
struments. 

the main risks encountered in the hydropower production space are:

• Technological risk: when the technology used is old or underperforming. It
can become a major issue as losses of turbine yield can represent a con-
siderable income over the life of a project. 

• Geological risk: mostly depends on the construction site of the project
and needs to be thoroughly assessed as it may lead to an increase in es-
timated costs. the size and weight of the water in the reservoir can cre-
ate a seismic risk in itself, as was the case with the Hoover dam in the
united States.

• Construction risk: Depending on the jurisdiction
where the project is to be constructed, problems may
appear. Project management, workers, standard of
work and capacity may lead to construction sub-per-
formance, quality issues, additional costs and de-
lays. the exposure level of the construction company
to EPC style agreements must to be confirmed at the
due diligence stage, as must the quality of local pro-
curement processes. Further risks may arise if equip-
ment has to be to be imported; this may involve,
among others, complex procedures, difficult ship-
ment, and slow assembly in often remote areas.

• Socio-cultural risk: highlights differences between the
needs of the promoters of the project, local authori-
ties, local communities and workers. Complaints,
grievances, and issues around relocation of communi-
ties may lead to large increases in costs, delays, repu-
tational damage, loss of revenue, consumer boycotts and even to project
abandonment. In Africa, there is further concern that large hydro projects
have been done at the expense of local communities. Hydro projects tend
to reinforce centralised power grids that benefit industries and high income
groups, and widen disparities between the elite and the less fortunate.

• Political and legal risks: During the design and construction phase,
changes in legislation, particularly those favouring certain types of gener-
ation over hydropower, can affect the viability of a project. Likewise, the

decision to build other hydro projects upstream may reduce the flow and
change the economic viability of a project. Consultation to promote joint
management and ensure ongoing development is essential. the Mekong
Commission in Asia and the Zambezi Watercourse Commission helped
address these issues with all riparian states in the Mekong and Zambezi
river basins. During the operational phase of the project, legal risks may
materialise if conditions for renewal of regulatory licenses and feed-in tar-
iffs change.

• Financial & Economic risk: During the construction period, inflation rates
may affect the purchase of equipment. Further, if the price of electricity
varies, this may lead to poor project economic performance. revenue
must be adequate to cover both operational and capital expenses. 

Environmental risk elements have always been present in hydropower
projects. the impact of climate change and the 2015 Paris Climate Agree-
ment have, however, put even greater emphasis on these issues.

Studies have recorded greenhouse gas (GHG) emissions at hydropower

plants and have put in question the renewable energy element of big dams.
GHG emissions are due to bacteria degrading submerged vegetation in reser-
voirs, especially in tropical areas. GHG emissions will lead to a total release of
1bn ton Co2 year and 70M tons of Methane for all reservoirs, and make big
dams more pollutant than gas or coal fired plants. the environmental impact
of large projects has led multilateral agencies to avoid big projects since the
1990s in favour of small scale projects, which have bigger benefits for a
smaller environmental footprint.

Whilst hydro projects have
been developed for years,
the risks remain complex
and new risks have arisen
as a result of climate
change. the development
of hydropower projects 
require new approaches
and mitigation instruments. 

Vaillant
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Hydropower energy production depends on incoming river flow. reliance
on such a highly variable factor can be financially disruptive. While reservoir
storage provides some buffer, persistent low stream flow periods translate to
less electricity generation and lower revenues. 

Shifting rain patterns and chronic droughts have shrunk river flows world-
wide. In 2015 California suffered a 50% decrease in generation due to
drought. Over the period 2011 to 2014, the reduced hydropower production in
California alone cost $1.4 billion and led to an 8% increase in Co2 emissions. 

Africa, according to the uN inter-governmental panel on climate change, is
the most vulnerable to impacts of climate change. In Southern Africa, the
Zambezi river basin, Africa’s fourth largest, is one of the most volatile water
systems on the planet. It routinely experiences wild swings in flow (it varies
ten times more than European rivers). It will face the worst potential effects
of climate change among 11 major sub-Saharan river basins; droughts and
floods will be extreme. 

Detailed studies are needed to evaluate the possible changes in hydro-
logic and metrological conditions in a river basin to predict water availability,
the possibility of flooding, increased sedimentation in reservoirs and, hence,
the amount of energy produced.

Multilateral financial institutions have devised schemes aimed at reducing
“classical” risks and reduce the power production cost. For instance, in the
Bujagali project in uganda, partial risk guarantees (PrG) enabled commercial
banks to lend at maturities and interest rates comparable to development
lenders: the PrG covered debt repayment to private lenders in case the off
taker or the government were unable and/or unwilling to honour their pay-
ment obligations to the project SPV under the power purchase agreements or

the implementation agreement. Furthermore, if the PrG payments are trig-
gered, any amount paid to commercial banks needs to be reimbursed by the
ugandan government.

However, these schemes do not address climate change risks. the vulner-
ability of river basins and future hydrologic uncertainty means producers
need new tools to manage financial risks. this has led to the development of
various insurance products. In one example, contract pay-out is based on a
composite inflow calculated on the natural gas price index, as natural gas
peaking power plants often act as an alternative option in the event hy-
dropower is unavailable. under this scheme, hydropower plants earn less in
overly “wet years” to provide protection against “dry years”.

Green bonds are also gaining popularity. these are fixed income loans cre-
ated specifically to finance projects that help address and reduce environmental
and/or climate risks. In 2016 $80 billion were issued, twice as much as in 2015.
they will, however, need to reach $1 trillion by 2020 to meet the Paris Agreement
objectives. Although hydropower is covered in the objectives, plants in tropical
zones that are greater than 20MW are excluded due to GHG concerns. 

Although climate risk mitigation instruments are few at the moment, mar-
kets seem to embrace the Paris Climate Agreement in their investment
choices. the likelihood of seeing more insurance schemes and climate miti-
gation instruments is, therefore, high. However, if these instruments do not
develop, some major hydropower projects, with big social and economic im-
pacts, may not see the light of day.•

Vaillant is a Senior Associate with 

Fasken (South Africa).

tHE ADVANtAGES OF “FINtECHS” IN tHE
BANKING ECO-SyStEM
S H E R I Z A D  S A C K S

the term financial technology (Fintech) can be defined as cutting-edge tech-
nology used to support or enable banking and financial services. It can apply
to any technological innovation that radically transforms how people bank,
and can include anything from Artificial Intelligence to the invention of digital
money to Blockchain. 

Fintech innovations have affected the traditional methods of banking.
there has been a move away from the realm of branches, salesmen and
desktops towards mobile banking, real-time risk decisions and cryptocur-
rency. 

Fintech innovations provide many advantages and consideration should
be given to leveraging off fintechs in expediting the current digital revolution.
Fintech innovation has the ability to target a huge market that has largely
been ignored by traditional banks – the unbanked, under-served, disadvan-
taged or low income customers. to put the vastness of this market into perspec-

tive, it has been established that over two billion people worldwide are cur-
rently unbanked. Fintech innovation has the ability to offer conceptual solu-
tions to provide faster, simplified, effective and transparent ways for
customers to manage their finances, through accessible and easy-to use
functionality. Fintechs have the ability to be agile, creative and quick-to-mar-
ket with their solutions. the threat of cybercrime may also be a consideration
to partner with fintechs. the interlocking relationship between fintechs and
blockchain technology, and the advantages with regard to cyber security
through the use of virtually un-hackable algorithms, will assist in minimising
risks and counteract the proliferation of cybercrime. Fintechs have also al-
tered traditional affordability assessments to solve the challenges of cus-
tomers who lack a credit record, thereby creating accessibility. Hand-in-hand
with this, partnerships with fintechs also present the opportunity to minimise
costs. 
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Currently, fintech innovation is a largely unregulated
sector. In order to address this, the South African re-
serve Bank (SArB) established a fintech unit in 2017 to
research and recommend policy frameworks for the fin-
tech sector which will include determining systemic risk,
the impact on financial stability and “sandboxes”. Its pri-
mary responsibilities are expected to include facilitating
the development of appropriate policy frameworks for
the SArB across the fintech domain. this will be done by
robustly analysing both the pros and the cons of emerg-
ing fintech innovations and the appropriate regulatory re-
sponses to these developments.

During 2018, the SArB launched a report called
“Project Khokha”, which is a concept designed to simu-
late a “real-world” trial (in a virtual space) of a distrib-

uted ledger technology based on a wholesale payment sys-
tem. the results indicated that the typical daily volume of the
South African payments system could be processed in less
than two hours with full confidentiality of transactions and
settlement finality. transactions were processed within two
seconds, across a network of geographically distributed
nodes whilst providing the requisite resilience. the SArB
was able to view the detail of all the transactions to allow for
regulatory oversight.

With the advent of increasingly tech-savvy customers who wish to be more
involved and transparent in their banking relationships, banks need to con-
sider leveraging off fintech innovations more speedily by merging them into
the existing banking eco-system. In the words of thomas Friedman, “We can-
not use old tools in a new world”.  •

Sacks is Senior Legal Counsel with Absa.

Fintech innovations have
affected the traditional 
methods of banking. there
has been a move away from
the realm of branches, 
salesmen and desktops 
towards mobile banking, 
real-time risk decisions 
and cryptocurrency. 

Sacks 
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OPEN BANKING IN AFrICA – 
HArNESSING tHE POWEr OF yOur DAtA
S H A A I S T A  T H A B I T

Banks continue to collect and control customer information. In the past
decade much has been done by legislators in Africa and around the world to
protect the privacy of individual customers and their data. 

Without reversing or prejudicing the privacy rights of individual customers,
Open Banking exploits the use of the data owned by customers but held and
controlled by banks to create value for customers. Open Banking allows au-
thorised third party developers to access the customer data held by a bank in
a secure manner, typically via application programming
interfaces (APIs) rather than screen scraping. It can facili-
tate more useful data analysis and presentation for indi-
vidual customers (in relation to their own data) and for
financial services providers (in relation to groups of cus-
tomers). 

How did Open Banking start?
the concept of Open Banking was developed in the
united Kingdom in response to the 2013 investigation of
the uK Competition and Markets Authority (CMA) into the
lack of competition in their retail banking market. Ac-
knowledging the advantage created by access to large
volumes of customer data, the CMA directed, among
other things, the country's nine largest current account
providers to implement controlled access to customer
data by authorised third parties (the CMA Order). this
was followed, in January 2018, by the implementation of the European
union's Second Payment Services Directive (PSD2), which enables regulated
third party providers to access a customer’s payment account information
and/or request payments. PSD2 applies to all online payment accounts and
all payment service providers and has broader reach than the CMA Order. At
the heart of the CMA Order and PSD2 is customer consent.

What it means for Africa
In Africa, where a large part of the population remains unbanked or under-
banked, Open Banking has the potential to facilitate financial inclusion; espe-
cially in as far as it addresses access and affordability. Emerging fintech and
mobile banking players have already improved financial inclusion in Africa by
developing mobile payment and transfer solutions. By fully harnessing the po-
tential of Open Banking, banks, telecommunication companies and other fin-
tech players can further strengthen and broaden African financial markets.

Open Banking, if implemented correctly, improves the ability of financial
services providers to meet the needs of customers. Provided security and pri-
vacy is not compromised, this should also increase trust in financial service
providers.   

Developments in Africa
Although no African country has implemented a clear regime or legislative
framework for Open Banking, there are promising developments in a number
of countries. Leading the way, the National Bank of rwanda (BNr) has ac-
knowledged that fintech, and more particularly increasing the availability of
digital customer data, can revolutionise financial markets. the growing fin-
tech market in rwanda already supports the availability of digital customer

data that can be mined and analysed to gain a better understanding of cus-
tomer needs, but the BNr has now also published a regulation to formalise
the approach and the publication of standards is imminent.

rwanda modelled its approach on the European union’s PSD2. the legisla-
tion makes provisions for new types of payments providers (such as “pay-
ments initiation service providers”), and the creation of a regulatory “sandbox”
where controlled testing of new finance products or services takes place. 

the Open Banking regulation in rwanda covers individual consumers and
small businesses, and addresses data sharing and data portability with a view
to encouraging innovation, efficiency, new products development and new
players. As in the uK and Europe, informed customer consent is required. 

Because 90-95 percent of rwanda's population already accesses finan-
cial services via telecommunications providers rather than banks, it is critical
that rwandan legislation and policy should apply to, and require participation
by, telecommunications companies and mobile banking providers in addition
to traditional banks.

Although Kenya has embraced new technologies in banking and payment
systems (including mobile money transfers), the CEO of technology company
quoxient Ltd, Mugambi Munuyua, notes concerns in this African market

Without reversing or 
prejudicing the privacy
rights of individual 
customers, Open Bank-
ing exploits the use of the
data owned by customers
but held and controlled
by banks to create value
for customers. 

Thabit
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around the security risks of accessing a customer's transactional information.
Nevertheless, with the number of Kenyan bank accounts (traditional as well
as Mshwari and KCB M-pesa accounts) estimated by the Central Bank of
Kenya as 49 556 363 at the end of 2017, Kenya is extremely well placed to
use available data on consumer spending, borrowing and savings behaviour
within age, gender, demographic and business segment groupings to improve
product targeting and pricing.

With no formal legal framework or policy in place, fintech companies like
quoxient Ltd are partnering in the private sector with platform providers to de-
velop financial services applications that operate on Open Banking principles.

Kenya might look to the uK's legislative model on Open Banking for guid-
ance but, given how varied and developed available fintech solutions are in
Kenya, it is equally well placed to develop a less prescriptive regime that
might better facilitate innovation around Open Banking.

Developments in South Africa
By contrast, South Africa's banking and financial markets are highly regu-
lated, and financial institutions have to comply with an array of financial, con-
sumer protection and data legislation. South Africa is more likely to take a
regulated and mandatory approach to Open Banking. that said, fintech com-
panies in South Africa are already implementing Open Banking concepts with
corporates that allow controlled access to their clients' data through APIs and
will continue to do so absent clear policy guidance and regulation.

the challenges in South Africa and elsewhere will be to ensure that
Open Banking is implemented in a way that (i) improves financial inclusion
and (ii) does not cause banks to be in violation of their statutory duties in
relation to consumer protection, treating customers fairly and privacy and
data protection. 

towards the end of 2016, the Intergovernmental Fintech Working Group
(IFWG) was formed by South Africa's National treasury, the South African re-
serve Bank, the then Financial Services Board and Financial Intelligence Cen-
tre. the IFWG provides a platform for future regular engagements with
industry on focus areas like crowdfunding, Open Banking and their regula-
tion. Whether the legislator in South Africa eventually chooses to introduce a
mandatory or enabling Open Banking regime, it is not likely to be prioritised
over other proposed reforms aimed at improving financial inclusion.

The way forward for Africa
On a broader level, FSD Africa is a financial sector development programme
that aims to build efficient and robust financial markets in countries where
its member organisations are located, including rwanda, Nigeria, Kenya,
Mozambique, tanzania, uganda, Zambia and Southern Africa. It supports
technological interventions like Open Banking and regional convergence and
collaboration. While acknowledging the uK and European union approaches
as a meaningful point of reference, it recognises that African markets are di-
verse, and the needs of African consumers differ widely, making a single ap-
proach to Open Banking across the continent improbable.

Although the European union's PSD2 legislation and the uK Open Bank-
ing Standard can be used as a starting point, legislators in African countries
must create frameworks that address the needs of their specific markets.
this may take time and may stifle innovation in the short term, but the long-
term benefits of Open Banking justify a careful, thoughtful
and thorough approach. •

Thabit is an Associate at Hogan Lovells (South Africa). The

supervising Partner was Anina Boshoff.

HOW GuArANtEED IS A VBS GuArANtEE?

M A R G E A U X  M A L H E R B E

On 11 March, the Governor of the South African reserve Bank (the SArB),
announced that the SArB, in consultation with the Minister of Finance, had
placed VBS Mutual Bank (VBS) under curatorship.

the announcement followed the SArB noticing a large increase in deposits
made to VBS from various municipalities for investment purposes. the Munici-
pal Finance Management Act (56 of 2003) prohibits municipalities from in-
vesting taxpayers’ money in mutual banks such as VBS and these deposits
were, therefore, irregular. Mutual banks are not regulated as strictly as ordi-
nary banks, consequently investments with mutual banks carry greater risk.

the National treasury instructed the municipalities to withdraw the deposits
made to VBS, resulting in more than r1 billion worth of deposits being with-
drawn in a short period of time. this pushed VBS into a liquidity crisis and, ulti-
mately, led to the Bank being placed under curatorship.

Companies and individuals that hold bank guarantees with the financially
compromised VBS may have concerns whether these guarantees remain en-
forceable, should they wish to cash-in. However, from what the legislation
tells us, that door is not completely closed. 

What is curatorship?
VBS was placed under curatorship by the Governor and Minister in terms of
s69 of the Banks Act (94 of 1990) which empowers them to do so on suspi-
cion that a bank may be unable to honour its obligation to pay out deposits. 

Curatorship may be equated to a business rescue process in that the aim of
curatorship is to try and salvage an ailing business. this is in contrast with liqui-
dation, where the aim is to essentially close down the institution. A recent no-
table example of curatorship in the banking space was that of African Bank. A
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portion of African Bank was ultimately salvaged, and is now out of curatorship.
the effect of curatorship over VBS is that the current board and manage-

ment have been relieved of their powers. these now vest in the curator, sub-
ject to the supervision by the SArB. the curator will perform a management
function to best promote the interests of the creditors of the Bank. In doing
so, the curator will recover and take possession of all of the Bank’s assets.
However, the curator is not permitted to dispose of any of the Bank's assets
unless this is in the ordinary course of the Bank's business or if he has ob-
tained consent from the Minister or registrar.

the curator will ultimately assess if the Bank is still salvageable and the
options it will have going forward. the curator may have to restructure the
Bank’s entire business model and make decisions that affect interested par-
ties, such as those who hold guarantees with VBS.
Powers of the curator to cancel bank guarantees
On 4 July, the Governor of SArB announced that retail deposits amounting to
r100 000 per depositor were guaranteed, and that clients should not panic
as the curator would ensure that all loans due to creditors were paid out. He
further stated that the Bank would continue to operate as normal in all re-
spects. However, this only relates to retail deposits, so what about bank guar-
antees?

Section 69(3) of the Banks Act states that the Minister may empower the
curator of a bank to cancel any bank guarantee that was issued prior to it
having been placed under curatorship. the only exemption to this is that the
curator may not cancel a bank guarantee that was due for redemption within
30 days of the bank being placed under curatorship. therefore, all guaran-
tees that were due for redemption from VBS up to and including 11 April may
not be cancelled.  

VBS guarantees due for redemption outside of this 30-day period or which
are yet to fall due for redemption, are still vulnerable to cancellation by the
curator, should it be deemed necessary and in the best interests of the Bank.
If the Bank is sufficiently restructured to pay off its debts there may be no
need to cancel the bank guarantees. 

the only way to determine whether a bank guarantee is
still enforceable or whether it has already been cancelled
is by enquiring from auditing firm, SizweNtsalubaGobodo
Advisory Services, the curator of VBS. 

Legal action against VBS Bank
Should an unfortunate creditor have had their bank guaran-
tee with VBS cancelled by the curator, there is still an alter-
native available. In terms of s69(6) of the Banks Act, those
creditors will retain the right to claim damages from VBS for
any losses suffered because of the cancellation. there are,
however, two caveats to this option. Firstly, once a bank has
been placed under curatorship, a moratorium of 12 months
is placed on all pending legal actions and no new legal pro-
ceedings may be instituted within this period. Accordingly,
any claim for damages may only be instituted against VBS
one year from the date of the cancellation of the guarantee. 

Secondly, the right to claim damages may not be exercised while VBS is
still under curatorship. In the event of the curatorship failing and the Bank
being placed into liquidation, the holder of such a bank guarantee will be-
come a creditor in the bank's insolvent estate. Holders of bank guarantees
will stand in line with other concurrent creditors, and it is doubtful whether
they will receive the full value of their bank guarantees.

In the event of VBS being removed from curatorship, creditors will be able
to institute legal proceedings against VBS for the recovery of the full value of
their bank guarantees after 11 March 2019. 

It is not certain when, or if, VBS will be removed from curatorship. On the
probability of VBS being salvaged and removed from curatorship, Deputy re-
serve Bank Governor Kuben Naidoo stated that “the level of confidence we
have that the Bank can be saved and is salvageable is lower than the day it
started the curatorship. I am not saying zero, I’m not saying there’s no
chance, we’ll continue to work in that direction”.

the success of curatorship depends on the severity of the liquidity crisis
and the availability of additional funding to rescue the business. Following an
application for liquidation in the Johannesburg High Court by the curator of
VBS due to the misappropriation of approximately r1.5 billion from VBS de-
positors by its largest shareholder, Vele Investments, it was ordered on 31 July
that Vele Investments be liquidated immediately. It is hoped that this will begin
the process of recovery of as much as half of the misappropriated funds.

the Acting Deputy Judge President of the Johannesburg High Court
stated: “It’s a great milestone for the curatorship, it’s a step in the right direc-
tion to potentially recover assets that rightfully belong to the VBS depositors". 

In light of this recent development, there may be a higher probability that
VBS will come out of curatorship and creditors, especially those who hold
guarantees with VBS, have reason to be more optimistic
than before. •

Malherbe is a candidate attorney at Hogan Lovells (South

Africa). The supervising Partner was Veronica Vurgarellis.
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FOrEIGN LENDErS; 
SOutH AFrICAN BOrrOWErS
L I S C H A  G E R S T L E

Given South Africa’s strict foreign exchange controls, it is not surprising that
foreign lenders often ask if one or other regulation could prevent them from
taking their money “out of South Africa”. the answer is: all should be well if
the i’s are dotted and the t’s crossed at the outset.

When a foreign lender advances a loan to a South African borrower, three key
sets of laws or regulations must be considered: the South African Exchange Con-
trol regulations, the National Credit Act and the financial assistance sections of
the Companies Act, 2008.  All three are pivotal to the suc-
cess of lending transactions that involve a South African cor-
porate borrower.

Borrowers must have prior approval
the Exchange Control regulations apply to any cross-bor-
der lending transaction involving a South African bor-
rower, and to the taking security for such a transaction.
No South African corporate may borrow any foreign cur-
rency from any person who is not an authorised dealer.
the only exception is if the borrower has prior approval
from the Financial Surveillance Department of the South
African reserve Bank. 

the onus of obtaining exchange control approval rests
on the South African borrower, not the foreign lender. Even
so, a foreign lender would be wise to confirm that the bor-
rower has obtained approval properly and in good time to
avoid the transaction being tainted. For this reason, the appropriate represen-
tations and warranties should be included in the transaction documentation.  

Generally, once the Financial Surveillance Department has approved a
loan, the interest payable and loan repayments are freely transferable from
South Africa – unless the loan was made without exchange control approval.
the foreign lender’s claim against the South African borrower may then be at
risk as the Financial Surveillance Department has the authority to prevent re-
payment or enforcement and could declare the loan invalid.  

the most recent case law confirms that although a lack of exchange con-
trol approval does not render an agreement void, it could be declared invalid
for contravening the regulations. Also, while the Financial Surveillance De-
partment may grant exchange control approval retrospectively, it can impose
certain penalties on the South African borrower.  

Another critical factor for loans from a foreign lender to a South African
borrower is adherence to South African’s credit law and regulations.

Foreign lenders bound by local credit law
the National Credit Act regulates the provision of credit in South Africa and
applies to all credit agreements made in or having an effect within South

Africa. Where the borrower is South African, it applies even if the credit
provider is foreign and has its principal place of business outside South
Africa. Lenders whose credit agreements fall under the NCA must register as
“credit providers” with the National Credit regulator.  

Note that these registration requirements are triggered where credit is
made available to a corporate borrower in South Africa with a net asset value
or annual turnover of less than ZAr 1 million.

the National Credit regulator takes various factors into account in decid-
ing whether a credit or loan agreement has an effect within South Africa.
these include whether or not the proceeds of a loan will be remitted to South
Africa; whether or not the credit facility will be used in South Africa, and
whether or not any security for the loan or credit is situated in South Africa.  

there are certain exemptions to the application of the NCA. If not ex-
empted, a foreign credit provider must have the approval of the National
Credit regulator as a credit provider to lawfully extend or market loans or
credit in South Africa. When a lender should be, but is not, registered with the
National Credit regulator, it will not be able to enforce a credit agreement
against a South African borrower as the agreement will be void in terms of
the NCA.  

In addition to exchange control and credit regulations, loan transactions
must also meet the financial assistance requirements of the Companies Act.     

Lending equates to financial assistance
Financial assistance includes lending money and guaranteeing a loan or
other obligation, as well as the security of any debt or obligation.

In terms of s45 of the Companies Act, a company may not provide direct

Given South Africa’s strict 
foreign exchange controls, it
is not surprising that foreign
lenders often ask if one or
other regulation could pre-
vent them from taking their
money “out of South Africa”.
the answer is: all should be
well if the i’s are dotted and
the t’s crossed at the outset. Gerstle



2018 BANKING & FINANCE IN AFRICA FEAturE 23

or indirect financial assistance
to a related or inter-related
company or corporation
unless certain condi-
tions are met.

One condition is
that the financial as-
sistance must relate
to an employee share
scheme or a special
shareholders’ resolu-
tion adopted within
the previous two years.
the other is that the
board of the company pro-
viding the financial assis-
tance (typically in the form of security
in favour of the lender) should be satisfied on two counts. First, immediately
after providing the financial assistance, the company must be able to satisfy
the solvency and liquidity test stipulated by the Companies Act. Second, the
terms proposed or the financial assistance should be fair and reasonable to
the company.  

under certain circumstances, a South African company providing security
may not be able to pass the solvency and liquidity test. this could happen
when the financial assistance sought from the South African security provider
is intended to support the entire indebtedness arising under a (multi-jurisdic-
tional) loan, but the balance sheet of the South African security provider is
less than the aggregate indebtedness.   

For the success of the funding transaction, it is
vital that the auditors of the company providing the fi-

nancial assistance adequately advise its directors,
who must satisfy themselves that the financial
assistance sought is adequate to cover the in-
debtedness arising under the loan.  

Any financial assistance provided in con-
travention of s45 is void and can attract per-
sonal liability for a director who votes for or
fails to vote against a financial assistance reso-
lution, knowing that this is inconsistent with
this section.    

Fair and reasonable financial
assistance

the Companies Act provides no guidance on what constitutes
fair and reasonable terms to the company granting the financial assistance. Simi-
larly, South African case law is silent on this as the Act is still relatively new. It
seems, though, that the financial wellbeing of the South African company provid-
ing the financial assistance should be the most important factor for the directors.
Conversely, they should not place paramount importance on the financial health
of the group to which the company belongs, to the detriment of the company itself.  

Also not to be overlooked is whether the company satisfies the solvency
and liquidity test immediately after providing the financial assistance, to the
board’s satisfaction.  this introduces subjectivity in the directors’ analysis
and is something the board should carefully consider. •

Gerstle is a Partner in the Finance practice area at Bowmans.

rELIEF tO COMPANIES By WAy OF DEBt
StANDStILL AGrEEMENtS
P R E S H A N  S I N G H - D H U L A M

Given South Africa's current economic situation, it is very likely that a number
of companies that are on the verge of becoming financially distressed will
have to undergo a corporate restructure, failing which they will go into busi-
ness rescue or liquidation. there are various red flags, such as a missed re-
payment on a loan facility or a ratio breach, which can signal that a company
is on the verge of financial distress. One of the reasons to assist a company
to remain in business, and to remain profitable, is to prevent job losses, par-
ticularly as our unemployment rates are already high.

An option available to such a company is to request its lender to standstill
in enforcing a scheduled repayment to give it time to develop and finalise its
financial restructuring plan. If the lender agrees, a formal debt standstill
agreement will be concluded between the lender and the company.

A debt standstill can be implemented for various reasons, including to pre-
vent the company from becoming insolvent in a situation where the company
cannot meet its repayment obligations under a loan facility, thereby improving
the lender's chances of getting the loan repaid. this is as opposed to a liquida-
tion process where a lender may receive no repayment and might have to
write-off the loan if no security exists or if the security is unenforceable.

A debt standstill agreement will usually regulate the following aspects:
1. A standstill period will be agreed to. the standstill period is dependent on

the circumstances and can range anywhere between two to six months;
2. the lender will agree, for the duration of the standstill period, not to, inter alia:

2.1 take any enforcement action;
2.2 accelerate or demand repayment;
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2.3 reduce, amend or cancel any available commitment under the facility;
2.4 take any action to appoint a business rescue practitioner, liquidator,

receiver or administrator etc.
3. A standstill on the repayment of all capital, interest and any other

amounts due and owing to the lender will be agreed to;
4. the lender will waive all existing or potential events of default for the du-

ration of the standstill period;
5. the lender will reserve all rights in respect of other claims and rights,

such as charging default interest;

6. the company will be obliged to comply with certain undertakings. these
undertakings will again depend on the circumstances and will be tailored
to fit each factual situation but usually include: 
6.1 the provision of information such as financial statements or man-

agement accounts;
6.2 implementation of various operational changes, such as caps on

day-to-day operational expenses, sale of redundant assets etc; and
6.3 prohibition on making any distributions to its shareholders, includ-

ing the repayment of any shareholder loans.

During the standstill period, the lender and the company will work to-
gether to ensure that the final financial restructuring plan is mutually benefi-
cial to them. Such a plan will regulate how the company intends to improve
its financial position in a way that allows the company to remain in business
and to repay the facility outstandings on terms acceptable to the lender. 

the lender and the company will thereafter conclude addendums to the
necessary finance documents. these will usually make provision for capital
and/or interest grace periods, additional information undertakings, new ratio
covenants and a new repayment schedule and, together with the initial finance

documents, will regulate the relationship between the
lender and the company in respect of the loan facility.

It is important to bear in mind that a debt standstill
agreement only binds those entities which are parties to
it and nothing prevents a third party creditor from insti-
tuting business rescue or liquidation proceedings
against the company.

Accordingly, a debt standstill agreement should also
contain termination provisions which will usually include:
(i) termination by effluxion of time on expiry of the stand-
still period; (ii) upon the company remaining in breach of
any undertaking, representation or warranty contained in
the debt standstill agreement, after receiving a request
to remedy such a breach within the time period provided
for in the debt standstill agreement; or (iii) upon a third
party creditor instituting business rescue or liquidation
proceedings against the company.

In the event that a company has more than one lender, getting all lenders
to agree to a debt standstill will be a bit more challenging as they might have
conflicting interests. this scenario will have to be managed in such a way that
all lenders are comfortable with the terms of the debt standstill and all their
interests are taken into account in developing and finalising the financial re-
structuring plan. •

Singh-Dhulam is a Director, Finance and Banking

practice with Cliffe Dekker Hofmeyr.

It is important to bear in
mind that a debt standstill
agreement only binds those
entities which are parties to
it and nothing prevents a
third party creditor from
instituting business rescue
or liquidation proceedings
against the company.

Singh-Dhulam 

http://www.inceconnect.co.za/publication/DealMakers
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