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PREFERENCE SHARE FUNDING STRUCTURES: 
AN OVERVIEW OF THE APPLICATION OF THE 
RELEVANT COMPANIES ACT AND INCOME TAX 
ACT PROVISIONS 
Preference share funding structures contemplate the subscription by a funder 
for preference shares in the share capital of a company with a pre-agreed 
dividend rate (often linked to a prevailing interest rate) and capital redemption 
profile. These types of funding structures are often preferred by banks and 
other financial institutions because dividends received by certain holders, 
including banks and other juristic persons, are exempt from income tax.

FILING YOUR ANNUAL FINANCIAL 
STATEMENTS THE XBRL WAY 
As of 1 July 2018, the Companies and Intellectual Property Commission 
(CIPC) sanctioned the submission of annual financial statements for 
companies through eXtensible Business Reporting Language (XBRL), in line 
with its legislative mandate contained in regulation 30 of the Regulations 
to the Companies Act, No 71 of 2008, as amended, 2011 (Regulations)
(Companies Act).

https://www.cliffedekkerhofmeyr.com/en/practice-areas/corporate.html


The types of preference 
shares available to 
companies wishing to 
establish a preference 
share funding structure 
can be categorised 
according to the 
different obligations, 
rights and entitlements 
attaching to them. 

Preference share funding structures contemplate the subscription by a funder for 
preference shares in the share capital of a company with a pre-agreed dividend 
rate (often linked to a prevailing interest rate) and capital redemption profile. 
These types of funding structures are often preferred by banks and other financial 
institutions because dividends received by certain holders, including banks and 
other juristic persons, are exempt from income tax. Interest on loans, on the other 
hand, is taxable in the hands of the recipient and often cannot be deducted from 
the income of the borrower.   

The provisions of the Companies Act and 

Income Tax Act need to be considered 

in the context of the outcome which 

the company wishes to achieve before a 

company settles the terms of a preference 

share funding structure. What follows is 

a brief overview of, and practical guide 

to, the application of the Companies Act 

and Income Tax Act provisions relevant to 

preference share funding structures.

1.	Share Capital 

1.1	 The existing share capital structure 

and memorandum of incorporation 

(MOI) of the company should 

be reviewed at the start of the 

preference share structuring process 

to determine whether it is necessary 

to increase the authorised share 

capital of the company in order to 

create the class of preference shares 

required for purposes of the funding 

venture and whether the MOI 

prescribes compliance with certain 

formalities prior to such increase 

being undertaken. 

1.2	 A share capital increase amounts to 

an amendment of the company’s 

MOI and needs to be authorised by 

the directors and shareholders of 

the company in accordance with 

s36(1)(d), read with s16(1)(c)(i), of the 

Companies Act. The amendment 

needs to be registered with the 

Companies and Intellectual Property 

Commission, which process can 

take between two to four weeks and 

in some instances, even longer. 

1.3	 It is recommended that this process 

be undertaken at the start of the 

structuring process to ensure 

that the shares are in existence 

by the time the preference share 

subscription agreement, preference 

share terms and related security 

documents have been negotiated 

and signed.  

1.4	 It is therefore best to create a 

class of unspecified shares, the 

preference, rights, limitations and 

other terms of which are to be 

specified by the board of directors, 

and approved by the shareholders 

if required by the company’s MOI, 

once the preference share terms 

have been agreed. 

2.	Type of Preference Shares

The types of preference shares available 

to companies wishing to establish a 

preference share funding structure can 

be categorised according to the different 

obligations, rights and entitlements 

attaching to them.  

The provisions of the Companies Act and Income 

Tax Act need to be considered in the context 

of the outcome which the company 

wishes to achieve before a 

company settles the terms 

of a preference share 

funding structure. 
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Section 8E(2) of the 
Income Tax Act provides 
that dividends received in 
respect of a preference 
share will be deemed 
to be income in the 
hands of the recipient 
if the preference share 
constitutes a “hybrid 
equity instrument”.

3 | CORPORATE & COMMERCIAL ALERT 20 March 2019

The nature of the obligations, rights and 

entitlements will depend on the type 

of funding structure that the company 

wishes to establish. Preference shares 

can therefore be categorised into the 

following main types:

2.1	 Participating vs Non-Participating: 

participating preference shares entitle 

the holder thereof to the surplus 

assets and profits of the company 

once all shareholders have been paid 

their dues while non-participating 

preference shares do not.   

2.2	Cumulative vs Non-Cumulative: 

preference shares usually entitle 

the holder thereof to a preferential 

dividend payable on a specified 

dividend payment date. If the 

company does not declare a 

preferential dividend on the 

dividend payment date, a cumulative 

preference share will entitle the 

holder thereof to an accrued 

dividend which will be carried over to 

the next dividend payment date. The 

cumulative dividend must usually be 

settled before any further dividends, 

whether ordinary or preferential, are 

paid. The holder of a non-cumulative 

dividend will not be entitled to such 

an accrual and will lose the right to 

receive a dividend if the company 

does not declare a dividend on that 

dividend payment date.  

2.3	Convertible vs Non-Convertible: 

convertible preference shares entitle 

the holder thereof to the right to 

convert the preference shares to 

ordinary shares in the share capital 

of the company on predetermined 

terms while non-convertible 

preference shares do not. Upon 

conversion, the preference 

shareholder will lose its preferential 

rights and will have the same rights 

as the holders of the class of shares 

into which the preference shares 

have been converted. 

2.4	Redeemable vs Non-Redeemable: 

redeemable preference shares 

can be redeemed by the company 

either on a specified date or over a 

period of time. Upon redemption, 

the company will be required to pay 

all distributions which have accrued 

to the holder thereof and all other 

amounts owed to such holder. Such 

redemption will be undertaken 

in accordance with s46 of the 

Companies Act. 

3.	Purpose

3.1	 Section 8E(2) of the Income Tax Act 

provides that dividends received 

in respect of a preference share 

will be deemed to be income in 

the hands of the recipient, ie the 

holder of the preference share, if 

the preference share constitutes a 

“hybrid equity instrument”. 
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Section 8E(1) defines a 
“hybrid equity instrument” 
as, among other things, 
a preference share which 
is secured by a financial 
instrument or is subject 
to a financial instrument 
which cannot be disposed 
of, unless the preference 
share was issued for a 
“qualifying purpose”.  

4 | CORPORATE & COMMERCIAL ALERT 20 March 2019

3.2	Section 8E(1) defines a “hybrid 

equity instrument” as, among other 

things, a preference share which is 

secured by a financial instrument or 

is subject to a financial instrument 

which cannot be disposed of, unless 

the preference share was issued for 

a “qualifying purpose”. This means 

that the subscription proceeds 

which are received by or accrued to 

the issuer of the preference shares 

must be applied for one or more 

“qualifying purpose(s)”, as defined in 

s8EA of the Income Tax Act.

3.3	Section 8EA of the Income Tax Act 

provides that subscription proceeds 

received by or accrued to the issuer 

of the preference shares will be 

deemed to have been used for a 

“qualifying purpose” if it is used for:

3.3.1	 the direct or indirect 

acquisition of an equity share 

in a company which is an 

“operating company” at the 

time of receipt or accrual 

of the dividend, provided 

that it cannot be used to 

acquire shares in an operating 

company which, immediately 

prior to such acquisition, 

formed part of the same group 

of companies as the person 

acquiring the equity shares; 

3.3.2	 the direct or indirect 

acquisition or redemption 

of other preference shares 

(Original Preference Shares) if:

3.3.2.1	 the Original 

Preference Shares 

were originally issued 

for a “qualifying 

purpose”; and

3.3.2.2	 the amount received 

by or accrued to the 

issuer does not exceed 

the amount which 

remains outstanding in 

respect of the Original 

Preference Shares; 

3.3.3	 the payment of dividends 

in respect of the Original 

Preference Shares; and

3.3.4	 the partial or full settlement of 

debt incurred in respect of any 

one of the above. 

3.4	An “operating company” is defined in 

s8EA of the Income Tax Act as:

3.4.1	 a company that carries on 

business continuously and, in 

the course of operating such 

business, provides goods and/

or services for consideration 

or carries on exploration of 

natural resources; 

3.4.2	 a company that is a controlling 

group company in relation to 

the aforementioned operating 

company; and 

3.4.3	 any company that is a 

listed company. 
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The preference share 
terms may however 
provide that the issuer 
has the right, at any time, 
to voluntarily redeem 
the preference shares 
before such date without 
the resultant adverse 
consequences of s8E.  
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4.	Redemption Profile

4.1	 Section 8E(1) of the Income Tax 

Act also defines a “hybrid equity 

instrument” as, among other things, a 

preference share in respect of which: 

4.1.1	 the issuer thereof is obliged 

to redeem the preference 

share in whole or in part 

within a period of three years 

from the date of issue of that 

preference share; 

4.1.2	 the holder thereof has 

the option to redeem the 

preference share in whole or 

in part within a period of three 

years from the date of issue of 

that preference share; or

4.1.3	 the existence of the company 

issuing such preference 

share will be, or is likely to be, 

terminated within a period of 

three years from the date of 

issue of that preference share. 

4.2	It follows that the preference 

share terms should always set the 

scheduled redemption date for 

any preference share on a date 

which is at least three years and 

one day after the issue date of such 

preference share. 

4.3	The preference share terms may 

however provide that the issuer has 

the right, at any time, to voluntarily 

redeem the preference shares before 

such date without the resultant 

adverse consequences of s8E.  

5.	Security 

5.1	 Since preference share funding 

amounts to an obligation on the 

issuer to pay certain amounts to the 

holder thereof at a future date(s), 

holders often require that the 

obligations of the issuer be secured. 

5.2	This can be achieved through a 

number of security arrangements 

using the assets of the issuer. It can 

also be achieved by using the assets 

of a third party. However, s8EA(2) 

of the Income Tax Act provides that 

dividends received in respect of a 

preference share will be deemed 

to be income in the hands of the 

holder of the preference share if 

the preference share constitutes a 

“third-party backed share”.

5.3	Section 8EA of the Income Tax 

Act defines a “third-party backed 

share” as a preference share in 

respect of which an enforcement 

right is exercisable by the holder 

of that preference share or an 

enforcement obligation becomes 

enforceable as a result of any 

specified dividend or return of 

capital attributable to that share 

not being received by or accruing 

to the person entitled thereto. 

5.4	Section 8EA(3) of the Income Tax 

Act does, however, provide that a 

preference share which is secured 

by the assets of a third party will 

not constitute a “third-party backed 

share” if the obligations of the issuer 

of that preference share is secured 

by one of the following persons:
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Section 8E and 8EA of the 
Income Tax Act and the 
resultant tax consequence 
of the application of these 
provisions often requires 
a delicate interpretation 
on a case by case basis. 
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5.4.1	 the operating company 

in respect of which the 

preference share funds will 

be applied, provided the 

funds were applied for a 

qualifying purpose; 

5.4.2	 the issuer of the preference 

shares, provided it was issued 

for a qualifying purpose; 

5.4.3	 any person that directly or 

indirectly holds at least 20% 

of the equity shares in the 

relevant operating company 

or issuer; 

5.4.4	 any company that forms 

part of the same group of 

companies as the relevant 

operating company, issuer or 

20% equity holder; 

5.4.5	 any natural person;  
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5.4.6	 any non-profit company, trust 

or association of persons, 

provided that none of the 

activities of that organisation 

are directed at promoting 

the economic self-interest, 

other than the payment of 

reasonable remuneration, of 

any employee or fiduciary of 

that organisation; and

5.4.7	 any person who holds equity 

shares in the issuer of the 

preference shares, provided 

that the enforcement right or 

obligation exercisable against 

that person is limited to any 

rights in and claims against 

that issuer that are held by 

that person. 

Section 8E and 8EA of the Income Tax 

Act and the resultant tax consequence of 

the application of these provisions often 

requires a delicate interpretation on a case 

by case basis. It is therefore advisable to 

always obtain tax and structuring advice in 

respect of each preference share funding 

transaction which a company wishes to 

undertake, since each transaction will 

often have its own peculiarities. 

Dominique van der Westhuizen  
and Chante du Plessis overseen by 
Roelf Horn
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The automated 
nature of XBRL now 
allows companies to 
submit AFSs with the 
confidence that their 
AFSs will be analysed 
thoroughly by a digitally 
programmed system.

As of 1 July 2018, the Companies and Intellectual Property Commission (CIPC) 
sanctioned the submission of annual financial statements for companies through 
eXtensible Business Reporting Language (XBRL), in line with its legislative mandate 
contained in regulation 30 of the Regulations to the Companies Act, No 71 of 2008, 
as amended, 2011 (Regulations)(Companies Act).

In terms of s33 of the Companies Act, 

every company is required to file an annual 

return within 30 days after the anniversary 

of its date of incorporation and, where a 

company is required to audit its annual 

financial statements (AFSs) in terms of the 

Companies Act, it must file a copy of its 

latest approved AFSs on the date it files its 

annual returns.

Regulation 30(5)(a) of the Regulations 

specifically prescribes for the CIPC to 

establish a system to review AFSs with the 

objective of monitoring compliance with 

the financial record keeping and financial 

reporting provisions of the Companies Act. 

Previously, companies were required to 

submit AFSs in PDF format, which meant 

that AFSs were to be analysed, processed 

and calculated one-by-one; by walking, 

talking and breathing analysts. 

As of 1 July 2018, the submission of AFSs 

for companies are to be done through 

XBRL, a form of digital financial reporting 

which aims to define and exchange 

financial information in a structured, less 

administratively burdensome manner. 

The automated nature of XBRL now 

allows companies to submit AFSs with the 

confidence that their AFSs will be analysed 

thoroughly by a digitally programmed system.

What is XBRL?

For the successful deployment of XBRL, 

the CIPC created a taxonomy based on 

the applicable requirements contemplated 

in the Companies Act and international 

financial reporting standards (commonly 

known as a dictionary of “financial facts”) 

which applies to all companies and which 

is consistent from one financial statement 

to another (Taxonomy). 

In order to produce AFSs in XBRL format, 

all companies will require software that will 

be able to “tag”, validate and/or interpret 

the required data elements based on the 

Taxonomy. Accordingly, each individual 

element of data will be “tagged”. These tags 

contain information about the element of 

data as it appears on the AFSs. For example, 

“accounts receivable”, being an individual 

element of data, has its own unique tag 

which is understandable to computers and 

includes specific information about the 

element of data such as its value, currency 

and whether the relevant amount is a debit 

Where a company is required to audit its annual 

financial statements (AFSs) in terms of the 

Companies Act, it must file a copy 

of its latest approved AFSs on 

the date it files its annual 

returns.

FILING YOUR ANNUAL FINANCIAL STATEMENTS 
THE XBRL WAY
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Since the roll-out of the 
new XBRL format, the 
big question being asked 
on repeat is: “does our 
company need to file the 
XBRL way?” 
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or credit. Tagging requirements may differ 

from one company to another depending 

on whether such company is a Small or 

Medium Enterprise. However, the minimum 

tagging requirements apply to all entities 

and can be accessed on the CIPC website. 

Pursuant to the new XBRL roll-out, the CIPC 

created a web portal specifically for the 

submission of AFSs in XBRL format, which 

can be accessed via the CIPC website. 

The CIPC’s current e-Services functionality 

(Portal) will allow companies to upload AFSs 

in XBRL format: 

∞∞ When users log in, the Portal will 

authenticate such user who will 

subsequently be permitted to 

upload AFSs. The Portal will either 

validate or reject the upload of the 

AFSs once automatically compared 

to the Taxonomy. 

∞∞ The user will then receive an e-mail 

notification informing him/her of 

whether the upload of the AFSs has 

been validated or rejected. When an 

upload of AFSs has been rejected, 

companies will be required to rectify 

their data, through their own software, 

before re-submitting the AFSs to 

the CIPC. For assistance with the 

rectification of data, users may contact 

the CIPC by transmitting an e-mail to 

XBRL@cipc.co.za. 

∞∞ After the successful upload of 

AFSs, the CIPC will perform an 

analysis on a sample of an AFS, 

including functions which cannot be 

automated through a digital financial 

system such as XBRL. 

Does our company need to file the 
XBRL way?

Since the roll-out of the new XBRL 

format, the big question being asked on 

repeat is: “does our company need to file 

the XBRL way?” 

In terms of regulation 28 of the 

Regulations, the following specific 

categories of companies are required to 

submit AFSs, on the same day that they 

file their annual returns, through the new 

XBRL system:

∞∞ all public companies and state-owned 

companies;

∞∞ companies with a public interest score 

(PIS) of more than 350, or if the PIS of 

a company is at least 100 and its AFSs 

for a particular year were internally 

compiled; 

∞∞ companies with a memorandum of 

incorporation which prescribes that the 

company undergo an audit; 

 

 

FILING YOUR ANNUAL FINANCIAL STATEMENTS 
THE XBRL WAY

2018 1ST BY M&A DEAL FLOW FOR THE 10TH YEAR IN A ROW.

2017
2nd	 by M&A Deal Value.
1st	 by General Corporate Finance Deal Flow 	
	 for the 6th time in 7 years.
1st	 by General Corporate Finance Deal Value.
2nd	 by M&A Deal Flow and Deal Value (Africa, 	
	 excluding South Africa).
2nd	 by BEE Deal Flow and Deal Value.

2016
1st	 by M&A Deal Flow.
1st	 by General Corporate Finance Deal Flow. 
2nd	 by M&A Deal Value. 
3rd	 by General Corporate Finance Deal Value.

2015
1st	 by M&A Deal Flow.
1st	 by General Corporate Finance Deal Flow.

2014
1st	 by M&A Deal Flow. 
1st	 by M&A Deal Value. 
1st	 by General Corporate Finance Deal Flow.

2013
1st	 by M&A Deal Flow. 
1st	 by M&A Deal Value. 
1st	 by Unlisted Deals - Deal Flow.

2018	
1st�	 by M&A Deal Flow.
1st 	by M&A Deal Value.
2nd 	by General Corporate Finance 	
	 Deal Flow. 
1st 	by BEE M&A Deal Value.  
2nd 	by BEE M&A Deal Flow.
Lead legal advisers on the Private 	
Equity Deal of the Year.
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Regulation 26(2) of the 
Regulations provides that 
companies are required 
to calculate their public 
interest score at the end of 
each financial year.
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∞∞ any non-profit company if such 

company was incorporated: 

∞∞ directly or indirectly by the state, 

an organ of state, a state-owned 

company, an international entity, 

a foreign state entity or a foreign 

company; or

∞∞ primarily to perform a statutory or 

regulatory function in terms of any 

legislation, or to carry out a public 

function, or for a purpose connected 

to any such function; and/or

∞∞ any profit or non-profit company, if 

in the ordinary course of its primary 

activities, the company holds assets 

in a fiduciary capacity for unrelated 

persons and the aggregate value 

of such assets held at any time 

during the financial year exceeds 

R5 million.

How to determine the PIS of a company?

This notion of quantifying the public 

interest score (PIS) of a company 

has at the heart of its inception the 

ideal of social and ethical corporate 

responsibility. Regulation 26(2) of the 

Regulations provides that companies 

are required to calculate their PIS at 

the end of each financial year. The PIS 

calculation comprises the sum of the 

following elements:

∞∞ a number of points equal to the 

average number of employees of the 

company during the financial year;

∞∞ one point for every R1 million (or 

portion thereof) in third party liability 

of the company at the financial 

year end;

∞∞ one point for every R1 million (or a 

portion thereof) in turnover during the 

financial year; and

∞∞ one point for every individual who, at 

the end of the financial year, is known 

by the company: 

∞∞ in the case of the profit company, 

to directly or indirectly have a 

beneficial interest in any of the 

company’s issued securities; or

∞∞ in the case of a non-profit 

company, to be a member of the 

company, or a member of an 

association that is a member of 

the company. 

Regulation 30(3) of the Regulations 

provides that if a company is not required, 

in terms of either the Companies Act, 

Regulations, and/or its memorandum of 

incorporation, to have its AFSs audited, 

such company may file a copy of its 

audited or reviewed statements together 

with its annual return. Additionally, if a 

company is not required to file AFSs or 

does not elect to file a copy of its AFSs, 

such company is required to file a financial 

accountability supplement to its annual 

return in the required CoR 30.2 form as 

contemplated in regulation 30(4) of the 

Regulations, and not in the XBRL format. 

In the event that the company has a zero 

turnover or is dormant, a CoR 30.2 form 

must still be completed and returned to 

the CIPC.

By mandating the use of XBRL, the CIPC 

has enabled companies to submit AFSs in 

accordance with a streamlined approach 

which is effective, efficient and allows 

for rapid and focused responses to 

companies submitting AFSs, all in line with 

international best practices.

Farren Eckleton, Andrea Trueman  
and Tessmerica Moodley 

FILING YOUR ANNUAL FINANCIAL STATEMENTS 
THE XBRL WAY
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