3RD SECTOR LAW

THE COMPANIES ACT NO. 71 OF 2008
WHAT NON-PROFIT ORGANISATIONS NEED TO KNOW

In April 2009 the Companies Act No. 71 of 2008 wasmulgated and replaces the 35
year old Companies Act No. 61 of 1973. The pasefrtbis Act is the result of a lengthy
and rigorous legislative review process that inedlwidespread public participation. For
the purpose of this fact sheet we will refer to @@mpanies Act No. 71 of 2008 as “the
new Companies Act” and the Companies Act No. 619913 as the “old Companies Act.
The new Companies Act comes into force on a dabe tetermined by the Presidéent.

The purpose of this fact sheet is to provide infation for non-profit organisations
(NPOs) on how the new Companies Act affects thedhhanw it differs from the old
Companies Act. It is not intended to deal exhaestiwith the implications of the new
legislation, rather to make known the key implioas it will have for non-profit entities.

The fact sheets will provide answers to the follogvuestiond:
1. How does the new Companies Act affect the nameckssification of a

Section 21 Company?

2. How do you register a Non-profit Company in terrhghe new Companies
Act?

3. How does the new Companies Act impact on the osgéional structure of
the Non-Profit Company?

4. Who can serve as a director of an NPO and whateikxpected of them?

What are the liabilities of directors?

6. What about existing Section 21 Companies registeneier the old
Companies Act?
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Background

The process to change the laws that govern Soutbaffcompanies was started in 2004,
and aimed td"
Revise and reform outdated legislation.
Reform legislation that creates unnecessary crinaffi@nces and that contains
poor administrative omissions and commissions.
Make legislation more focused on shareholders (goen) and stakeholders (all
those that have an interest in a company suchresioters, employees,
communities affected by the company’s operatiotts)'e
Update legislation in light of global changes amel &dvent of democracy in
South Africa.
Adequately deal with corporate failures that undeentorporate governance.
Simplify the registration and maintenance of congsn

The result of this process is the new Companiesviith introduces significant changes
to the regulation of South African companies, arctv is also relevant to non-profit
organisations that are established under the &gisl Section 21 Companies formed and
incorporated under the old Companies Act will disaaffected by the new law.

The purpose of the new Companies Act is, amongstrsf to...provide for the

formation, operation and accountability of non-pt@ompanies in a manner designed to
promote, support and enhance the capacity of soatpanies to perform their
function...”

1. How does the new Companies Act affect the name and
classification of a Section 21 Company?

Under the old Companies Act, an NPO was incorpdratéerms of section 21. These
companies were commonly known as Section 21 Corapdriihe new Companies Act
introduces a revised legal entity and classificafm non-profit organisations.
The old Companies Act distinguished between:
a. Companies that have share capital (monies raised dffering shares), such as
private and public companies.
b. Companies that do not have a share capital (Se2fiddompanies).
c. External companies. These @empanies that was incorporated under foreign
law intending to establish and operate officesont8 Africa and had to register
under the old Companies Act in order to do so.

Although separately classified, the Section 21 Camypvas deemed to be a public
company. In this way the relevant provisions thggli@d to a public company also
applied to a Section 21 Company under the old CoiBepaAct.



Under the new Companies Act, however, companiea@#reclassified as follows:
a. Non-Profit Company
b. Profit Company, which includes:
State-Owned Companies
Private Companiés
Personal Liability Companig$
Public Companies

Unlike the Section 21 Company, then-Profit Company is not treated as a public
company. This means that the obligations on puldimpanies that automatically applied
to Section 21 Companies in the past do not nedBsapply to Non-Profit Companies
classified under the new Act. The Non-Profit Compaaw has a legal nature of its own,
distinct from both the public and the private compaand to a large extent is treated
uniquely under the new Companies Act.

2. How do you register a Non-Profit Company in terms bthe new
Companies Act?

The old Companies Act was characterised by comtplicand highly bureaucratic
registration requirements. These often resultedR@®s contracting external consultants
to assist with the technicalities of the registnatprocess. The new Companies Act
simplifies the registration process and this aimsitrease accessibility to form
enterprises and non-profit organisations. Whethisrgoal is achieved will only become
apparent once the Act’s regulations are in place.

Below are key issues to consider in terms of tigesteation of an NPO under the new
Companies Act.

2.1Comparing the founding documents

The old Companies Act referred to an organisatiémsmding documefitas the
Memorandum and Articles of Association. In termshaf new Companies Act, this is
now termed th&lemorandum of Incorporation.

The Memorandum of Incorporationust contain the organisation’s objective/s which
should reflect th@ublic benefit intention of the Non-Profit Company or that should
relate to either the communal or group interesthercultural or social activities which it
sets out to advance.”

The contents of the Memorandum of Incorporationtraamply with the following:
a. All the Non-Profit Company’s property and incoméether obtained by

donations or profit by means of income generattgyities, must be used to
further its objectives.



b. No part of the Non-Profit Company’s income may bélgo an incorporatdr,
member, or director. This is only permissible when
The payment is reasonable remuneration for gooligeded and services
rendered.
The payment is reasonable reimbursements for egpens _
The payment is an amount due and payable undemafloe agreemefit
between the Non-Profit Company and the incorpoyat@mber, or director.
The payment is a fulfilment of any right arisingrm the advancement of the
objective(s) of the Non-Profit Company. .
The Non-Profit Company is obliged by law to do so.

Unlike its predecessor, the new Companies Act reguhat a minimum of three persons
(termed the incorporators), complete and sign teentandum of Incorporatict.

These persons do not have to be the members obthpany, but may be directors or
solely incorporators.

2.2 Differences in name

Under the old Companies Act the phrase Associatioorporated under section 21 was
subjoined to the NPO’s name. However under the @empanies Act the name of the
Non-Profit Company, irrespective of its form or ¢gaage must end with the abbreviation
“NPC.” This name must be reserved before the eittitggistered. This process requires
that the name first be lodged with the Companieslatellectual Properties Commission
for approval, before the registration applicatissubmitted.

2.3The application process

After the name is reservedNmtice of Incorporation and the Memorandum of
Incorporation should be filed with the Companied &ntellectual Properties
Commission. A prescribed fee must be paid, the atafuwhich will be determined in
the regulations. The old Companies Act requiredl tiia founding document be certified
by a public notary however this is no longer regdiunder the new Act.

3. How does the new Companies Act impact on the orgasational
structure of a Non-Profit Company?

One of the distinctive features of the new Compa#iet is that it provides for greater
clarity on the structuring of a Non-Profit CompaBgcause the old Companies Act
treated Section 21 Companies as public compatmesg were obliged to follow the
organisational framework designed for public conmganThis means that the manner in
which NPOs were to be structured was subject tedugavy regulation, perhaps
inappropriate to the nature of the non-profit secto



The main area that has been given greater clayitiidonew Companies Act is that of
NPO membership and board of directors.

3.1Membership

A Non-Profit Company is not required to have merslwe terms of the new Companies
Act. This means that a Non-Profit Company has teeggative to choose whether it will
have membership and a board of directors, or, sifogt a board of directors.

However where a Non-Profit Company does elect t@membership its Memorandum
of Incorporation must contain a provision that skipes this.

3.2The Board of Directors

Under the old Companies Act a Section 21 Comparg/nequired to have at least two
directors. The new Companies Act requires that\ibie-Profit Company have at least
three directors. Should an organisation wantrieciire their governance in such a way
that there will be more directors, the Memoranddrmoorporation should set this out.
The Companies Act stipulates that if a Non-Probtpany fails to have the required
minimum number of directors this would not limit@ancel out the board’s authority or
accountability.

4. Who can serve as a director of an NPO and what wilbe expected
of them?

In order for a person to serve as a director oba-Rrofit Company the new Companies
Act requires that two criteria are met:
Such a person has to be directly appointed, eleuted officio
the Memorandum of Incorporation.
The person has to deliver to the Non-Profit Compariften consent to serve as
its director.
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determined by

The new Companies Act not only sets out groundfisafualification but also grounds
of ineligibility for directors, as well as standarthat appointed directors must adhere to.
This is explained below.

4.1 The directors standards in board service

Prior to the new Companies Act, a director’s figugiresponsibilities were dealt with
through the common law. For the first time in cegilative history these responsibilities
have now been incorporated into legislation. The @@mpanies Act states that all the
powers and functions arising from the capacity diractor must be exercised as follows:

In good faith

For a proper purpose

In the company’s best interest



With a reasonable degree of care, skill and dilkgegxpected of a person in the
position of the director. In other words, it wikIsomeone carrying out the same
function, having the same knowledge, skill and eigpee as the director focused
on.

The new Companies Act also provides that direattag only use their position, or any
information which they become privy to whilst haidithat position, to the advantage of
the Non-Profit Company. They are therefore prokibifrom advancing any personal
gain, or that of someone else. Also, they are pitdd from knowingly causing harm to
the Non-Profit Company.

Individuals who are appointed as directors shoelduily aware of the duties and
responsibilities as specified in the legislatiortteesy may find themselves being brought
to answer delictually in a court. Section 77 in the new Companies Avkiy detailed
as to the circumstances under which directors wbaldalled to account. This will be
briefly discussed below.

4.2 Persons disqualified and ineligible to serve agdiors

Over and above the minimum criteria above the Nmfff-Company may set out
additional criteria for eligible and qualified doters in its Memorandum of
Incorporation. The criteria for disqualified ameligible directors are:

a.A person placed under probation by order of a conder the Act, unless the
probation order permits them, subject to conditiasishe court determine, to
serve as a director.

b.A person declared a delinquent in terms of sectih of the new Companies
Act. A director can be declared a delinquent imtepf section 162 if he/she:
Agreed to serve, or, was continuing to serve asegtor while being ineligible or
disqualified from being a director;

Contravened a court order of probation, while swiag as a director;

While being a director grossly abused his positiook personal advantage of
information in contravention of section 76 (2) (afentionally or by gross
negligence inflicted harm upon the company, operforming his/her functions
and duties to the company acted in a manner ammgutdigross negligence,
wilful misconduct and breach of trust.

Has repeatedly been subject to a compliance notisemilar enforcement
mechanism in terms of any legislation.

Has been convicted twice of an offence in termanyf legislation;

Has been convicted of an offence in terms of agiglation while being
responsible for the management of a juristic peegdhe time of the offence,
within a period of five years, if such offence woglatisfy the court that a
declaration of delinquency is justified.

c.Any person disqualified in terms of section 47w Close Corporations Att,
which includes:

A person under legal disability
An unrehabilitated insolvent



Any person removed from an office of trust on aetamf misconduct involving
dishonesty without an order of court
Any person who has at any time been convictedeft,tfraud, forgery or uttering
a forged document, perjury or any offence involvitighonesty or in connection
with the formation or management of a company coraoration, and has been
sentenced therefore to imprisonment for at leastrginths without the option of
afine
d.A juristic persoft”
e.An unemancipatét’ minor, or a person under a similar legal disapilit
f. A person that does not satisfy any qualificationcgg in the company’s
Memorandum of Incorporation.
g.A person who is prohibited in terms of any pub&gulation to be a director of
the company;
h.A person declared to be ineligible by order of arto

5. What are the liabilities of directors?

This section will focus on the delictual liabilgiend not the criminal liabilities that are
associated with directorships.

According to the new Companies Act directors mapéld liable for any loss, damages
or costs sustained by the company as a consequéang breach of any provisions of
the Companies Act, any provision of the companyandrandum of Incorporation, and,
any of the duties discussed in 4.1 above.

What is important for directors of Non-Profit Conmges to know is the provisions of
section 77(3), whereby a director will be liabbe &ny loss, damage or costs sustained
by the company if he/she:

Was acting in the name of the company knowing lile&he lacked the authority
to do so

Agreed to carry on the company’s business knowhagjit is being conducted in
a manner prohibited by section 22{1;

Is a party to an act or omission by the companypitee&nowing that the act or
omission was calculated to defraud a creditor, eyg# or member of the
company, or, had another fraudulent purpose;

Signed, consented to, or authorized the publicaifany financial statements
that were false or misleading in a material respect

Where more than one director was party to any @fthove, all such persons will be held
liable provided it is for the same contravention.

Provided there was no wilful misconduct, or, a wilireach of trust, a court may on any
terms relieve a director from these liabilitiesd/she:

Acted honest and reasonably; or
It would be fair to excuse the director given tirewumstances.
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6. What about existing Section 21 Companies registeratchder the
old Companies Act?

According to Schedule 5 of the new Companies Actamnpanies that existed at the
time of its coming into operation shall continuestast as if they have been incorporated
in term of the new Act. This means that even ibmpany is registered under the old
Companies Act the provisions of the new Companietswll now apply.

Prepared by:
Peter SA Hendricks with inputs from Melanie Judgd Ricardo Wyngaard.
September 2009

At this point the regulations for the new Comparieswill be promulgatedThis will be the date that the President will prdgate
the regulations — which outline the practical marinavhich the new Companies Act will be implemehéand the related forms and
procedures.

This fact sheet is not to be construed as legatadReaders are encouraged to seek professioviabdzefore taking any action.
As presented by the Department of Trade and Ingustithe select committee on economic and foraftgirs available at
www.pmg.org.za/files/docs/08101 5@t
The old Companies Act was more focused on protg¢tia creditors of companies. The new CompaniessAtiore focused on
protecting the shareholders and stakeholders.
Section 7 (h) of the Companies Act 71 of 2008.
More correctly referred to as an incorporated a@atioo not for- gain, but, in some cases it is @atbed a company limited by
guarantee.
Companies prohibited from offering securities te fublic and restricted from transferring secusitie
A company in which the founding document statesithia a personal liability company and meetsdhteria of a private
company. For example professional associationttafreey and auditors.
A founding document is the document in terms ofchtany organisation is established. It is the osgdion’s constitution.

An incorporator is someone who incorporated theprarfit company by completing, signing and filirgetMemorandum of
Incorporation and the Notice of Incorporation.
An agreement that has been concluded in good faith.
A Section 21 Company under the old Companies Agired at least 7 members to sign the MemoranduhPaticles of
Association.
The Memorandum of Incorporation provides that apemwho occupies a particular office, title or desition will be a director of
the company on the basis of that position.
Being sued for damages suffered by any person tréd)on-Profit Company as a consequence of amynacin breach of their
duties under the new Companies Act.
Act N0.69 of 1984.
A juristic person is a person that only exists apgr that is able to acquire rights and dutiessrotvn name.
A minor that has been deemed to have the age afityalpy virtue of a court order.
Section 22(1) prohibits a company from carryingterbusiness recklessly, with gross negligenceh imitent to defraud any
person or for any fraudulent purpose, or, undeshiresnt circumstances.



