
 

Mr Imran Vanker 
Director: Standards - Independent Regulatory Board for Auditors 
standards@irba.co.za 
 
 
5 October 2016 
 
 
Dear Mr Vanker 
 
Subject: The Proposed Guide for Registered Auditors: Considerations for an Auditor or a Reviewer of a                
Company which is Factually Insolvent 
 
 
We appreciate the opportunity to comment on the Proposed Guide for Registered Auditors:             
Considerations for an Auditor or a Reviewer of a Company which is Factually Insolvent (the Proposed                
Guide). 
 
The Proposed Guide contains useful guidance for auditors and we acknowledge the efforts of, and               
time, invested by the Task Team and the Standards Department in drafting the Proposed Guide. We                
however do not agree with two important interpretations contained in the Proposed Guide, as              
explained in our responses to the specific questions posed to respondents. We have sought a legal                
opinion from a respected senior counsel, Advocate Chris Loxton SC on these issues and this opinion                
has largely informed our views on the interpretation of these important aspects in the Proposed Guide.                
On consideration of the potential impact on business in South Africa, we request the IRBA to keep the                  
dialogue on these matters open, and to give due regard to opinions that may differ from that which is                   
contained in the Proposed Guide. 
 
If you have questions or would like to discuss our response, please do not hesitate to contact Michiel                  
Engelbrecht (011 797 4421) or Annerie Pretorius (012 429 0299). 
 
 
 
 
Yours sincerely, 
 
 
 
 
Michiel Engelbrecht 
Director 

PricewaterhouseCoopers Inc., 2 Eglin Road, Sunninghill 2157, Private Bag X36, Sunninghill 2157, South Africa 

T: +27 (0) 11 797 4000, F: +27 (0) 11 209 5800, ​ www.pwc.co.za 
 
Chief Executive Officer: T D Shango 
Management Committee: S N Madikane, J S Masondo, P J Mothibe, C Richardson, F Tonelli, C Volschenk 
The Company's principal place of business is at 2 Eglin Road, Sunninghill where a list of directors' names is available for inspection. 
Reg. no. 1998/012055/21,  VAT reg.no. 4950174682 
 
 



 

 
 

 

Request for specific comments 
 
(i) With respect to paragraphs 48 to 50 of this proposed Guide, respondents are asked to                
consider the implications of the interpretation of “financially distressed” as defined in            
Section 128(1)(f) of the Companies Act, 2008. Respondents are asked to share the basis              
of their views. 
 
We do not agree with the interpretation of “financially distressed” in the proposed Guide and are                
particularly concerned about the potential impact that the Proposed Guide’s interpretation could have             
on businesses, entrepreneurship, enterprise efficacy, innovation and investment in South Africa. The            
Proposed Guide postulates a view that if a company is factually insolvent, it falls within the definition                 
of “financially distressed”, and the company is accordingly required to act in the manner as set out in                  
Section 129(7) of the Companies Act, 2008 (the Act). It is this contention that we disagree with for the                   
reasons set out below. 
 
We are of the view that “financially distressed” should be interpreted in a manner that will give effect                  
to the purposes of the Act and the purposes of business rescue in particular. We believe that the                  
interpretation postulated in the Proposed Guide will not achieve these objectives, and that it might               
even have the implication of ​causing​  companies that are not in need of being “rescued” to fail. 
 
Section 129(7) of the Act provides for the situation where the board has reasonable grounds to believe                 
that the company is “financially distressed”, but does not resolve to begin business rescue proceedings.               
In such a case, the prescribed notice must be given to all “affected persons”. The notice must record                  
that the company is “financially distressed”, identify the applicable financial distress criteria set out in               
section 128(1)(f) and must also give the board’s reasons for not commencing business rescue              
proceedings. Such a notice is likely to cause some concern among the recipients and is likely to harm                  
the company’s reputation.  
 
'Financially distressed' is defined in Section 128 (1)(f) in reference to a particular company at any                
particular time, to mean that: 
  
a) it appears to be reasonably unlikely that the company will be able to pay all of its debts as they                     
become due and payable within the immediately ensuing six months; or 
  
b) it appears to be reasonably likely that the company will become insolvent within the immediately                
ensuing six months. 
  
We obtained an opinion from Advocate Chris Loxton SC from the Johannesburg Bar on the preferred                
interpretation of “insolvent” as referred to in section 128(1)(f)(b). 
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The underlying premise of the SC opinion is that the Act must be interpreted and applied in a manner                   
that gives effect to the purposes set out in section 7 of the Act, and particularly, in a manner that gives                     
effect to the purposes of Chapter 6 of the Act. Those purposes include the provision for the efficient                  
rescue and recovery of companies in financial difficulty, in a manner that balances the rights and                
interests of all relevant stakeholders (section 7(k)). This provides context for the interpretation of              
Chapter 6 of the Act, namely “... ​to provide for efficient rescue of financially distressed companies​ ”. 
 
We have reproduced certain sections from the opinion in this comment letter, but we attach the full                 
opinion, with permission from Chris Loxton SC, to this comment letter. We are willing to discuss the                 
opinion with you at a mutually convenient time. 
 
Pertinent extracts from the opinion: 
 
“The use of the word “financially” in the long title of the Act and in section 7, to qualify the word                     
“distressed”, suggests that the Legislature had in mind the natural and ordinary grammatical meaning              
of the word “distressed” in relation to a company, namely one in severe financial trouble.” 
 
“Companies that are not in financial trouble would not need to consider the provisions of Chapter 6.”  
 
“The necessary inference is that a company in financial distress requires “rescuing”. This resonates              
with the ordinary meaning discussed above - a company in financial trouble. This interpretation is               
reinforced by section 7(k) where the purpose of the Act are said to include: 
 

“​to ….. provide for the efficient rescue and recovery of financially distressed companies, in a               
manner that balances the rights and interests of relevant stakeholders;” “ 

 
“An analysis of the words actually used, with reference to cases where these word have been addressed,                 
reveals that while the words used in (i) and (ii) both relate to the ability to pay, they address different                    
things: 
 

39.1 The introduction to the definition requires that the necessary analysis be undertaken            
at a particular time. 
 
39.2 The relevance of this lies in the distinction drawn in the authorities between “debts”              
on the one hand, which are due and payable at the particular time, and “contingent or                
prospective liabilities” which are not due at that particular time.” 

 
The SC opinion concludes as follows: 
 
“In our view, it is more likely that section 128(1)(f) addresses (a) form of commercial insolvency in                 
both sub-paragraphs (i) and (ii). The former addresses a situation w(h)ere commercial insolvency is              
realised having regard to the debts known at the “particular time” while the latter addresses               
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circumstances where the board considers it likely that a contingent or prospective liability may              
eventuate causing commercial insolvency within the immediate ensuing six months.” 
 
For these reasons, we disagree with the contention that the Proposed Guide does not invite alternative                
interpretations or a preferred interpretation of “insolvent” in section 128(1)(f)(ii) that promotes the             
purposes of the Act, and particularly, Chapter 6 and the principles of business rescue.  
 
 
(​ii) With respect to paragraph 56 of this proposed Guide, respondents are asked             
whether they agree with the interpretation of Regulation 29(1)(b). Respondents are           
asked to share the basis of their view. 
 
We don’t agree with the interpretation of Regulation 29(1)(b) and believe that Regulation 29(1)(b)(iii)              
should be interpreted in the same manner as Section 128(1)(f) as referring to forms of commercial                
insolvency. 
 
Regulation 29 is to be interpreted in such a manner that would lead to a commercially sensible result.  
 
The opinion from Advocate Chris Loxton SC indicates (with regard to Companies Regulation 29) that: 
 
“For all of the reasons set out above, it appears clear to us that the word “insolvent” when used in the                      

Companies Act involves an evaluation of commercial insolvency not factual insolvency. There is no              
reason to suggest that the word when used in the Regulations would bear a different meaning from the                  
Act.”  
 
The SC opinion concludes as follows: 
 
“Insofar as Regulation 29 is concerned, we are also firmly of the view that the “insolvent                
circumstances” contemplated in Regulation 29(1)(b)(iii) is a reference to commercial insolvency only -             
circumstances in which the company is unable to pay its debts as per section 345 of the 1973 Act - and                     
is not a reference to factual insolvency in absence of commercial insolvency. It would not, in our view,                  
be required of an independent reviewer to issue a report in terms of Regulation 29(6) or 29(8) to the                   
Commission where the reviewer finds commercial solvency but that the total liabilities of the company               
exceed the total assets. 
 
The reporting mechanism created by regulation 29 has been established in order to unearth and               
permit the investigation of unlawful conduct which is likely to cause material financial loss; fraudulent               
conduct, theft or circumstances where the directors of the company are incurring debts which they are                
unlikely to be able to repay. It was not created to require mandatory reporting of ordinary business                 
practices.” 
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(iii) Do respondents agree with the identifications, descriptions of and distinctions           
between the various types of common responses to factual insolvency dealt with in this              
proposed Guide, being the letters of support, letters of comfort, guarantees and            
subordinations? 
 
We agree with the identification of and distinctions between letters of support, letters of comfort,               
guarantees and subordinations.  
 
However, guarantees are not extensively dealt with in the Proposed Guide if compared to the other                
types of common responses. We propose that the following should be addressed regarding guarantees: 

● Effect on factual insolvency; 
● The auditor’s considerations regarding a letter of guarantee; and 
● Effect on commercial solvency and going concern. 

 
We furthermore recommend the following: 

● The sections in the Proposed Guide that deal with letters of support, letters of comfort and                
guarantees should address whether or not these measures should be accompanied by a             
subordination agreement for the measures to have value; and 

● The section on subordinations should address considerations of the auditor when the            
subordination agreement is received from a creditor that is not a South African resident. It               
may be useful to consider SAICA Circular 2/2002 ​Subordination Agreements for this             
purpose. 

 
 
(iv) This proposed Guide contains an illustrative subordination agreement in Appendix           
3. Respondents are asked to comment on whether or not an illustrative subordination             
agreement should be included in this proposed Guide. 
 
We agree that an illustrative subordination agreement is useful and should be included in this Guide.                
We agree with the caveat that accompanies the illustrative subordination agreement. 
 
 
(v) Do respondents believe that this proposed Guide should include an illustrative letter             
of guarantee or letter of support, particularly taking into account the many variations             
thereof in practice? 
 
We agree with the approach taken in the proposed Guide of not including an illustrative letter of                 
guarantee or letter of support. It would however be useful if the Guide contained an indication of the                  
elements that a letter of guarantee or letter of support should contain for it to be a legally binding                   
contract.  
 
For example, the elements that would be required for a letter of guarantee to be legally binding:  
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● Formal assurance, in writing, that certain conditions will be fulfilled, typically, that the             

guarantor will guarantee the debts or obligations of the company as and when they fall due; 
● Acceptance by the company of such guarantee; 
● Legal capacity to enter into the guarantee (i.e is the guarantee on the guarantor’s letterhead, is                

it signed by someone with authority/ representing to be signed by someone with authority) 
 
 

Other comments 
 
Responses to factual insolvency and reportable irregularity reporting considerations 
 
The last sentence in paragraph 120:”... up to the date of issue of the financial statements, and the date                   
of the audit report.” may create the impression that the Proposed Guide provides the auditor or                
independent reviewer with an extension of reporting a reportable irregularity, i.e. that the auditor or               
independent reviewer’s reporting obligations only arise at the date of issue of the financial statements               
and the date of the audit report. To avoid possible confusion, we suggest that the following be added as                   
a new paragraph 121: 
 
“The responsibility to report a reportable irregularity arises when the auditor or independent reviewer              
is satisfied or has reason to believe that a reportable irregularity has taken place or is taking place, in                   
which case the auditor or independent reviewer must report ​without delay to the IRBA or the                
Commission, respectively. A reportable irregularity reporting obligation may thus arise at a date prior              
to the issuance of the financial statements or the date of the auditor’s report.”  
 
References to “IFRS” in the Proposed Guide 
 
The Proposed Guide refers to “IFRS” in a number of paragraphs in a manner that could be read as                   
being indicative that IFRS is the only acceptable financial reporting framework that could be applied               
by  South African companies in the preparation of their annual financial statements. For example: 
 
“101. An auditor considers whether the terms of the creditor’s subordination have been disclosed in the                
debtor company’s financial statements in accordance with IFRS.” 
 
The Proposed Guide has relevance to all companies as defined in the Act. The Act permits the                 
application of IFRS, IFRS for SMEs or financial reporting standards as determined by the company, as                
applicable in the circumstances of each particular company. The Proposed Guide should therefore             
refer to a company’s applied financial reporting framework in general terms, rather than only referring               
to “IFRS”.  
 
To illustrate our suggestion, we propose the following changes to paragraph 101: 
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“101. An auditor considers whether the terms of the creditor’s subordination have been disclosed in the                
debtor company’s financial statements in accordance with ​the company’s applicable financial reporting            
framework, for example IFRS. Similarly, the terms of the subordination agreement may have to be               
disclosed in the subordinating creditor’s financial statements, in accordance with ​the company’s            
applicable financial reporting framework ​IFRS​. The subordination may affect the measurement of the             
amount receivable in the creditor’s financial statements, measuring in accordance with ​the company’s             
applicable financial reporting framework​ ​ IFRS​.” 
 
Similar changes should be made throughout the Proposed Guide, as and where applicable. 
 
Reference to “prudent judgement” 
 
The Proposed Guide refers to the obligation on the auditor to exercise his or her “prudent judgement”                 
in a number of paragraphs.  
 
For example, paragraph 112 of the Proposed Guide states:”Ultimately, the auditor exercises his or her               
own prudent judgement to determine the effect and value of the letter of comfort, and what action                 
should be taken by the auditor.” 
 
We propose that, in all relevant instances, “prudent” should be replaced by “professional” to align the                
Proposed Guide with the language used in the ISAs. 
 
Inclusion of illustrative reportable irregularity letters in Appendix 2 of the Proposed            
Guide. 
 
The Guide for Registered Auditors: Reportable Irregularities in terms of the Auditing Profession Act              
(the RI Guide) already contains the illustrative letters in Appendix 2 to the Proposed Guide. To                
facilitate the maintenance of IRBA Guides we recommend that duplication in Guides should be              
avoided, and therefore recommend that the illustrative letters in Appendix 2 of the Proposed Guide be                
removed and replaced with a reference to the RI Guide. 
 
Drafting convention of the Proposed Guide 
 
We recommend that the Committee For Auditing Standards should standardise the drafting            
conventions used in its Guides. The Proposed Guide for example contains a number of “present tense”                
statements - a practice that was done away with in the Clarity ISAs as it could result in ambiguity and                    
inconsistent application. 
 
For example, paragraph 118 of the Proposed Guide states:” An auditor examines and considers any               
letter of support (and any other response to the factual insolvency) on its own merits and in the                  
particular circumstances - considering the practical effect of the actions taken on the company and its                
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creditors, and the enforceability of the actions taken.” It is not clear whether this sentence is a                 
statement of fact, or whether it is intended to convey an action that is required of the auditor. 
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