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Changing perspective on central bank
digital currencies in Kenya

The Central Bank of Kenya (CBK) recently published

a discussion paper on the feasibility of a central bank
digital currency (CBDC). The CBDC is intended to be

a sovereign electronic currency that serves as legal
tender and is exchangeable on a one-to-one basis with
physical currency.

SOUTH AFRICA

Earn-out to earn big: Understanding
earn-out mechanisms

What is an earn-out mechanism?

An “earn-out”or "agterskot”is a contractual mechanism
frequently used in acquisitions where the purchaser
and seller agree that a fixed portion of the purchase
consideration is payable on the closing of a transaction
and a further portion (i.e. the "earn-out” amount) is only
payable in the future when certain agreed conditions or
financial performance thresholds are met.

A board'’s discretion to call meetings of
shareholders

Under section 61 of the Companies Act 71 of 2008
(Companies Act), only the board of a company, or any
other person specified in the company’s Memorandum
of Incorporation (MOI) or rules, has the power to call a
shareholders’ meeting.
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Changing
perspective on
central bank digital
currencies in Kenya

The Central Bank of Kenya (CBK)
recently published a discussion
paper on the feasibility of a central
bank digital currency (CBDC). The
CBDC is intended to be a sovereign
electronic currency that serves as
legal tender and is exchangeable
on a one-to-one basis with physical
currency. It would essentially be

a universally available payment
method that appears on the CBK's
balance sheet and is an asset to a
user who holds it.

The publication of this discussion
paper signifies a notable shift in the
CBK's approach towards fintech.
Only four years ago, in 2018, the CBK
cautioned against the use of virtual
currency as legal tender and issued

a notice to this effect, reasoning

that transactions involving virtual
currencies were largely untraceable,
had highly speculative values, and
lacked proper regulation — all of
which exposed users to potential risks
that the CBK could not prevent.

The effect of this cautionary notice
led commercial banks to dissuade
customers from buying, trading, and
holding virtual currency and, in some
instances, led to threats of account
closures for customers who created
accounts to trade in virtual currency.

A WELCOME SHIFT

The current discussion about a
potential CBDC therefore represents
a welcome shift in the CBK's
perspective and is seen as a positive
step towards exploring and addressing
the financial needs of an increasingly
digital economy. According to the
CBK MSME Access to Bank Credit
Report (2021), financial inclusion in
Kenya was at 83% in 2021, whereas
the mobile penetration rate was

at 129,1% in 2020, according to

the CBK Bank Supervision Annual
Report (2020). Additionally, during
the COVID-19 pandemic, digital
payments in Kenya increased from
55,7% to 79,6% of the share of all
financial transactions, and accounted
for 81,5% of the value of all financial

transactions. As stated in the
discussion paper, “digital platforms
have emerged as important financial
inclusion tools in Kenya. Considering
a CBDC is therefore critical, given that
policy choices among central banks
should reflect the specific jurisdiction
requirements and circumstances at
that point in time."

Notably, these recent discussions
position the CBK alongside the 86%
of global central banks that are
actively researching the potential
for centralised digital currencies.
Jurisdictions such as Sweden,
Singapore, England, Canada and the
Bahamas are currently considering
the opportunities and approaches
to take in implementing a digital
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currency. In Nigeria, the central bank
successfully launched a CBDC called
eNaira in October 2021. Importantly,
Nigeria took four years to implement
its currency to ensure that the correct
infrastructure and regulation were in
place across the entire country prior
to the adoption of the CBDC. In its
discussion paper, the CBK highlighted
the cost of infrastructure and the need
for a legal and regulatory framework
as some of the challenges involved in
implementing a Kenyan CBDC. Given
that an effective CBDC will need to be
universally accessible, easy to use, and
highly inclusive, the CBK is aware that
it will need to resolve these challenges
to ensure equal access across Kenya.
It is arguable and foreseeable that
significant investment in Kenya's
infrastructure will be required before
the CBK can effectively implement

a CBDC. Nevertheless, a CBDC
provides many opportunities for
Kenya in terms of financial stability,
payments resilience, enhanced
cross-border payments and greater
financial inclusion.

The publication of the discussion
paper indicates that the CBK is aware
of the need to keep up with evolving
global digital transformation. Physical
currency is becoming less viable and
less desirable in a COVID-19 world. In
particular, the rise of mobile money
payments demonstrates that the
“technology and innovation wave has
brought about a paradigm shift in the
way money is handled”. Moreover, the
uptake of virtual currencies in Kenya,
despite the CBK cautionary notice,
indicates that there is an interest in
the use of virtual currencies, which
the CBK can leverage and cultivate
by providing a more accessible

and inclusive virtual currency in
Kenya. The CBK has invited public
discussion on the applicability of a
CBDC in Kenya's payments landscape,
and provided a list of 12 guidance
questions to aid this discussion.

To participate in this discussion

and review the questions, refer to
pages 21 and 22 on the link below:

https://www.centralbank.go.ke/
uploads/discussion_papers/
CentralBankDigitalCurrency.pdf
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Earn-out to earn
big: Understanding
earn-out
mechanisms

What is an earn-out mechanism?

An “earn-out” or "agterskot” is a
contractual mechanism frequently
used in acquisitions where the
purchaser and seller agree that

a fixed portion of the purchase
consideration is payable on the
closing of a transaction and a
further portion (i.e. the "earn-out”
amount) is only payable in the future
when certain agreed conditions or
financial performance thresholds
are met.

Earn-outs are commonly used in
private equity transactions, to retain
and incentivise the management
shareholder, and after the closing of a
transaction, to ensure that the target
continues to be profitable and meets
the agreed performance thresholds.
In return for meeting the thresholds,
the management shareholders are
incentivised and “earn” the payment of
the deferred consideration. Normally,
the parties agree that the better the
financial performance or the target,
the larger the deferred consideration
the seller will receive.

DURATION OF AN EARN-OUT
MECHANISM

Earn-outs are mostly dependent
on the future performance of

the target and the duration varies
from transaction to transaction.
There are many variables that are
considered, such as the complexity
of the transaction, the nature of the
target’s business, or the regulatory
environment in which it operates,
but ultimately the duration of an
earn-out mechanism is dependent
on the outcome of the purchaser’s
risk assessment of the target's

financial performance. Generally,

the duration of earn-outs range
between one and three years. From

a purchaser’s perspective, if there is
uncertainty regarding factors that may
negatively impact the future financial
performance of the target, the
purchaser would try and negotiate a
longer earn-out period and vice versa.

CALCULATION OF THE EARN-OUT

The calculation of the purchase
consideration by way of an earn-out
mechanism benefits the purchaser,
and in most cases, also the seller,

as it allows the parties to purchase
and sell the target for its true

worth. This prevents parties from
being overcharged or undercut by
one another.

The earn-out will usually be
calculated with reference to financial
metrics such as the profits, sales,

or net asset value of the target. It is
critical that these provisions be set
out in the sale agreement in sufficient
detail, to avoid disputes regarding
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the calculation of the earn-out. The
parties will typically agree to appoint
an auditor or accountant to calculate
the earn-out. If, for example, the
buyer’s auditor calculates and certifies
the earn-out, then the seller should
be given the opportunity to review

the calculation. Where parties fail

to agree on the calculation of the
deferred consideration, the sale
agreement should make provision
for such disputes to be referred to an
independent expert who will make a
fair determination.

ADVANTAGES V DISADVANTAGES OF EARN-OUT MECHANISMS

ADVANTAGES

DISADVANTAGES

The purchaser is effectively
transferring the risk of uncertainty
associated with the target's future
performance, and by doing so,

The seller is similarly avoiding an
undervaluation of the target.

hedging against the risk of overpaying.

It places a burden of risk on the seller
to meet performance targets, and a
failure to meet these targets can result
in the seller not obtaining its desired
purchase price.

The purchaser can protect itself
against any misrepresentations
made by the seller in respect of the
projected performance of the target.
similarly avoiding an undervaluation
of the target.

Earn-outs can be complex in nature
and if the parameters of the earn-
out are not properly defined in the
sale agreement, disputes may occur,
which can delay the transaction.

It facilitates and incentivises the
retention of the management
shareholder and allows the purchaser
and seller to partner with each

other to improve profitability and
performance targets.

It creates an obligation for a seller,
who wishes to exit the target, to
stay longer to receive the deferred
consideration.

DEEPESH DESAI AND TESSA BREWIS
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A board’s discretion
to call meetings of
shareholders

Under section 61 of the Companies
Act 71 of 2008 (Companies Act),
only the board of a company,

or any other person specified in
the company’'s Memorandum of
Incorporation (MOI) or rules, has
the power to call a shareholders’
meeting. In order to grant
shareholders and other stakeholders
some power to be able to dictate
when a meeting must be held,
there are certain circumstances,
listed in subsections (2) and (3),
under which the board is obligated
to hold a meeting. Yet, on closer
inspection, this power seems to be
somewhat diminished by the lack
of wording setting time periods

in section 61(3), which enables

a board to ignore the call for a
meeting from its shareholders. The
potential consequences of this
drafting loophole are discussed in
this article.

Under section 61(2), a company must
hold a shareholders’ meeting at any
time that the board is required (i) by
the Companies Act or the MOl to
refer a matter to shareholders for
decision, (ii) in terms of section 70(3)
to fill a vacancy on the board, and

(i) otherwise, in terms of subsection
(3) or (7), or by the company’s MOI.
Subsection (7) speaks to public
companies and when the board must
convene an annual general meeting
of its shareholders, and is irrelevant
for this discussion.

Under section 61(3), the board of a
company ‘must” call a shareholders’
meeting if one or more written and
signed demands for such a meeting
are delivered to the company. In order
to be in the prescribed form, the
demand must describe the specific
purpose for which the meeting is
proposed and in aggregate, demands
for substantially the same purpose
must be made and signed by the
holders of at least 10% of the voting
rights entitled to be exercised in
relation to the proposed matter to

be discussed at the meeting. The
exceptions for when a board is

not obligated to call a meeting are
contained in subsection (5) and (6).
These are (i) when the company or
any shareholder applies to a court
for an order setting aside a demand
on certain grounds or (ii) when a
shareholder(s) withdraws a demand.

NO TIME FRAME

The missing piece in section 61(3)

is that the subsection does not
prescribe a time period by which a
board, which has received a notice
in the prescribed form, must call the
meeting. In essence, this enables
the board, at least for a time, to
simply ignore the call for a meeting,
and it might be anticipated that the
circumstances in which shareholders
are requisitioning the board to call

a meeting are time-sensitive. In
addition, there has been no case law
dictating a time by which a board
must hold a shareholders’ meeting
after receiving a requisition notice in
the prescribed form.

However, subsection (12) does provide
recourse to shareholders by enabling
them to approach a court to order
the board to call the meeting, which
is the only form of relief available to
the shareholders if a board does not
respond. Unfortunately for anxious
shareholders in such circumstances,
recent case law and the general
common law trend indicates that
shareholders will not easily receive
any relief from the courts, as courts
are loath to interfere in the running of
a company. The case of CDH Invest
NV v Petrotank South Africa (Pty) Ltd
and Another [2018] 1 All SA 450 (GJ)
(confirmed on appeal in the Supreme
Court of Appeal — 2019 ZASCA 53
(SCA)), highlights the courts’ most
recent views on this subject. Judge
van der Linde opined that the power,
conferred on the courts in terms

of section 61(12), to direct that a
board calls a meeting, is company
law contra-intuitive, as the courts
generally decline to interfere in the
management of company affairs.
The judge went further to state that it
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could hardly have been the intention
of the legislature for the court to

act as a mere “rubber stamp” and
direct a meeting in circumstances
where the shareholder has only

met the basic requirements for the
statutory demand for the meeting.
Rather, the intention must thus have
been to invoke the oversight role of
the court. The judge stated that a
court would generally, unless special
circumstances required otherwise,
have to be satisfied that calling a
members’ meeting was bona fide
intended, with a legitimate purpose,
and in the best interests of the
company and an applicant for relief
would have to put facts before the
court that would justify the inference
that such thresholds have been met.

A HIGH BAR FOR SHAREHOLDERS

It is obviously problematic for
shareholders to go to the effort and
cost of engaging in litigation against
the board to call a shareholders’
meeting. The case law also leaves
the board with counterarguments

that the shareholders have not
exercised their power to requisition

a meeting reasonably, in a bona fide
manner or in the best interests of the
company. While this makes sense in
circumstances where shareholders
are invoking the requisitioning
power improperly to harass the
company, it does create a high bar
for shareholders to meet, just to hold
a meeting.

Perhaps what we can take from
section 61 is that the legislature is
actually trying to provide maximum
flexibility to the board in order for

it to run the company in the way
and manner it deems fit. After all, in
accordance with section 66(1), the
business and affairs of a company
must be managed by or under the
direction of its board, which has the
authority to exercise all of the powers
and perform any of the functions of
the company, except to the extent
that the Companies Act or the MO
provides otherwise. The directors
are also subject to strict fiduciary

duties to conduct themselves in the
best interests of the company. In this
context, the board is left with broad
discretion regarding the timing of the
calling of a shareholders’ meeting

and unless the board is acting
obviously irrationally, in bad faith or
contrary to the best interests of the
company in failing to call the meeting,
shareholders will be unlikely to receive
any support or intervention from

the courts.

DAVID PINNOCK AND
NICOLA STIPINOVICH
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