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	1 Earnings per share: background and introduction



	
	1.1 Background



	The topic of earnings per share is certainly not a popular research topic, nor is it regularly encountered in law journals or case-law judgments. It remains a largely unexplored yet intriguing research area, and is known as the most unexamined field in company law. Not surprisingly, therefore, it is sometimes difficult to explain what the concept of earnings per share is. Schedule 4 to the Companies Act of 19733 defines it as follows:

	… the earnings attributable to each equity share, based on the consolidated net income for the period, after tax, and after deducting outside shareholders' interest and preference dividends, divided by the weighted average number of that class of share in issue.

	The Companies Act of 2008,4 however, provides no definition or suitable explanation of earnings per share.

	In considering why a listed share has a very high or low price on the Johannesburg Stock Exchange (JSE Ltd), earnings per share constitute the economic basis for interpreting such a price. Although probably oversimplified, calculating "earnings per share" or the "earnings-per-share ratio" entails the activity of dividing the net profit of a company by the number of its issued shares.5 There have been many responses to this core explanation. The economic reality is that companies may use innovation and creativity to lawfully engineer a better earnings-per-share ratio in order to attract more shareholder investments.6 Having thus determined that the relevant share price pertains to the number of issued shares, "earnings per share" encapsulates the economic reality that the number of issued shares may decrease artificially through creative engineering. After all, the law does not prohibit statutory financial engineering.

	The purpose of this article is to consider section 75 in the South African Companies Act of 1973, or its equivalent (section 36(2)) in the new South African Companies Act of 2008), and the topic of statutory approval for an artificial decrease or increase in the number of issued shares. The economic-reality argument is based on section 85 of the Companies Act of 1973 or its equivalent in Act 2008 (sections 48 refers to section 46(1)c and section 46(1)c refers to section 4 of the Act), which illustrates that section 75 or its equivalent in the Act of 2008 (section 36(2)) is not subject to any liquidity or solvency requirements. In fact, section 75 or its equivalent in the Act of 2008 does not require a reason for limiting or preventing the artificial decrease or increase of the number of shares through financial engineering.

	
	1.2 Introduction



	Neither the Companies Act of 1973 nor that of 2008 makes any provision for the maximum or minimum amount of capital required to float a company, or the minimum number of shares that should be issued. This depends solely on the promoters' discretion of the number of shares that must equal the capital amount.7 It is therefore possible that the promoters may excessively exercise their discretion when deciding on the authorised share capital, and later tailor-make or financially engineer the share capital structure of the business to make it attractive to shareholders or future shareholders.8 For example, the earnings per share are calculated by dividing retained profits (net profit) by the number of shares issued.9 Similarly, a shareholder of a listed company could divide the market price per share of a listed company by the earnings per share in order to calculate the investment attractiveness of a listed share, which is known as the "price-to-earnings ratio".10

	This article considers possible methods of preventing or limiting artificial increases in earnings per share.11 The word "artificial" in this instance is not meant in the sense of an artificially inflated turnover, but rather to denote the artificial engineering of the number of issued shares to increase the earnings-per-share ratio, without an actual increase in the company's turnover or in the net profits through normal business operations. The word "artificial" should therefore be understood in the context of clever financial engineering of the number of shares issued to the shareholders of the company.12 First, however, it is important to consider the capital rule philosophy in South Africa pertaining to section 85 of the 1973 Companies Act as it was amended in Act 37 of 1999, and its significant contribution to the field of the maintenance of share capital in the 2008 Companies Act.

	
	2 The new and old capital rule philosophy in South Africa



	
	2.1 The new philosophy (1999)



	Indeed, company law philosophy pertaining to capital rules has expanded rapidly in recent decades, partly due to the growing statutory importance of the new Companies Act 2008, and its economic significance to shareholders. Thus, as the relevant literature that covers the period from 1887 to 1999 is too voluminous to consider exhaustively, this article only briefly focuses on the significant law-orientated contributions in the two separate timeframes of 1887 and 1999. For practical purposes the "new" capital rules introduced in 1999 by the amended section 85 of the 1973 Companies Act are discussed first.

	In terms of these rules, the company may acquire its own shares (as a method to decrease the number of issued shares), if the financial ratios in section 85 have been adhered to.13 The ratios as disclosed by section 85 as amended in Act 37 of 1999 are those most widely used in the financial industry to determine the financial position of a company before the company is allowed to acquire its issued shares, particularly the liquidity (cash in hand) and solvency ratios (assets exceed liabilities). The purpose of the "new" capital rules was to benefit the shareholders of the company without any prejudice to the company's creditors should the company decide to acquire its own shares.14 However, it has become increasingly obvious that the acquisition of own shares has quite the opposite, positive effect by influencing the earnings per share directly. This has interesting implications in the light of section 85's requirement for creditor protection through the solvency and liquidity ratios. Before section 85 was amended in Act 37 of 1999, section 85 had no liquidity or solvency ratios as requirements to support or validate a buy-back of company shares.15

	Yet there are also certain drawbacks to these ratios as statutory requirements. As the balance statement of a company discloses the financial position of that company only on a specific date,16 an accountant can choose a date to "window-dress" the balance statement favourably so as to comply with the statutory ratios of section 85 as amended in 1999.17 On the other hand, the balance sheet presents only a snapshot of the company's financial affairs on a specific day, and remains relevant until the next financial year-end (a twelve-month period). To neutralise the latter circumstance, one can argue that an auditor should instead disclose the weighted average cost of capital in relation to the internal rate of return in the company's balance sheet. If the internal rate of return is less than the weighted average cost of capital, this would imply that the company is unable to pay its debts as they become due, and should consequently not be allowed to acquire any of its shares.18 Nevertheless, due to the difficulties associated with the correct calculation of an internal rate of return, the 2008 Companies Act has rectified this by introducing a time period of twelve months. In economic terms, the 2008 Act requires not only a solvency and liquidity ratio but also a twelve-month period to support or validate the buy-back of shares. Both the proposed Companies Bill of 200719 and the 2008 Act state as follows in section 4 (as referred to in sections 46 and 48) which is the equivalent of section 85 of the Act of 1999:20

	(1) For any purpose of this Act, a company satisfies the solvency and liquidity test at a particular time if, considering all reasonably foreseeable financial circumstances of the company at that time –

	(a) the company's total assets equal or exceed its total liabilities; and

	(b) it appears that the company will be able to pay its debts as they became due in the course of business for a period of –

	(i) 12 months after the date on which the test is considered.21

	The time period included in this section has implicitly introduced the relationship between the internal rate of return and the weighted average cost of capital. Even though it is not a requirement to disclose this relationship in any financial statement to determine whether the company will actually be able to comply with the twelve-month time period, it is at least a continuous requirement up to the next financial year-end. If the internal rate of return is less than the weighted average of the cost of capital, we can assume that the company will not be able to service its debts as they become due - thereby breaching the twelve-month time period.22 If it is able to pay its debts for a period longer than twelve months, this implies true company liquidity.23 On the other hand, the requirements in section 4 or 85 can be avoided by making use of section 75 or its equivalent (section 36(2)) in the 2008 Act. Section 75 or section 36(2) requires no liquidity or solvency ratios nor a twelve-month time period as requirements to support or validate the decrease or increase in the number of issued shares. Due to the latter, the following question is posed: is the decrease or increase of issued shares an intra vires act?

	
	2.2 The old philosophy (1887)



	One of the cornerstones of company law is the matter Trevor v Whitworth.24 The Trevor case laid down a very important principle in 1887, although perhaps similar in part to section 48 of the Act of 2008,25 when Lord Herschell stated the common-law principle that a company26 is not allowed to buy-back its own shares unless a buy-back is regulated in its constitution so as to allow for an intra vires act.27 This "old" rule as stated by Lord Herschell required no true liquidity/solvency to legitimise the buy-back of shares. It required only an intra vires act to support or validate any buy back of shares, or else the transaction would be ultra vires and void in the common law.28 Before it was amended in 1999, section 85 did not require an intra vires act to support or validate a buy-back of shares. On the other hand, section 75 required authorisation in the articles of association to decrease or increase the number of issued shares. If no authorisation was provided for in the articles of association, the decrease or increase constituted an ultra vires act. The same intra vires act is not per se a requirement in section 36(2) of the 2008 Act.29 However, neither section 85 before it was amended (and after its amendment) nor section 75 seems to have been adequate in protecting the creditors of a company, since an ultra vires act could be set aside by the company in terms of section 36 of the 1973 Act .30 In the 2008 Act, section 218 (2) simply states that any person who contravenes any provision of the 2008 Act is liable to any other person for any loss suffered, and section 218(1) continues that only a court has the power to declare an ultra vires act void or voidable. Consequently, the following paragraphs consider whether section 85 as was amended or its equivalent in section 4, in economic reality, indeed offers sufficient protection for creditors stemming from any buy-back of shares.31

	
	2.3 The new capital rules introduced in 2008 and the need for a reason as a requirement to legitimise a buy-back of shares



	As stated above, the legal aspects of section 85 were not adequate to conclude whether the creditor or the company would be prejudiced due to a buy-back of shares,32 as it was possible for management to "window-dress" the balance sheet.33 Irrespective of an intra vires act, the acquisition or buy-back depended on the balance sheet and whether the liquidity or solvency ratios had been met. Interestingly, the Trevor case34 considered a reason as an ancillary requirement to legitimise the acquisition or buy-back of shares. In that matter, Lord Herschell enquired as follows: "What was the reason which induced the company in the present case to purchase its shares?"35

	One such possible reason could be the prevention of a hostile takeover. Hostile takeovers have been covered in depth in law literature. The prevention of a hostile takeover relates more to the proper-purpose doctrine. For example, in the Hogg v Cramphorn case,36 the board of directors issued additional shares in an attempt to avoid a hostile takeover, since the allotment of shares was not subject to any liquidity or solvency ratios. Although the directors believed that the allotment was in the best interest of the company (the creditors of the company were not prejudiced), the court nevertheless held37 that the additional allotment of shares was for an improper purpose.

	This judgment concurs with that in the matter Mills v Mills,38 where Chief Justice Latham held that:

	… the question that arises is sometimes not a question of the interest of the company at all, but a question of what is fair between the different classes of shareholders …39 

	The reason for the latter statement is simply that, in economic reality, directors are also shareholders of a company, whose shares bear a direct relation to their own interests. Thus, if a director is advancing the interest of a company, he or she is also advancing his or her own interest in that company.40 Through additional allotment, the earnings per share will decrease, which makes for an easy argument against the additional allotment of shares. Besides the latter, section 85 or section 48 requires no valid reason for such a buy-back, and whether or not a buy-back contravenes the proper-purpose doctrine falls outside the scope of this article.41 However, it should be noted that any artificial increase in earnings per share to attract possible investors/shareholders should be interpreted as being improper.42 Section 52 of the 2007 Bill also does not prohibit any artificial increase in earnings per share. It states the following:

	Shares of a company that have been issued and subsequently re-acquired by that company, must be returned to the same status as shares of the same class that have been authorized but not issued.

	And the 2008 Act also does not prohibit any artificial increase in earnings per share. Section 35(5)(a) states:

	Shares of a company that have been issued and subsequently acquired by that company, as contemplated in section 48, must have the same status as shares that have been authorized but not issued.

	Similarly, section 48(3)(b) (which is equivalent to section 85) also contains the requirement of a plausible reason relating to the status of shares. A company in a relationship with a subsidiary may not purchase those shares if there would be no other shares than convertible or redeemable preference shares in the subsidiary. Section 48(5)(c) requires a genuine reason, and prohibits a buy-back if the end result of such an acquisition of shares would prevent the company from fulfilling its financial obligations - being unable to pay the creditors of the company timeously. It should be noted that section 48 does not explicitly refer to an intra vires act, but refers to the requirements of section 46 in the event of a buy-back. Section 46(1)(a) requires a legal obligation, which could imply the company's constitution.

	In the following paragraphs, the focus shifts to the financial position of a company as a reason not to allow for a buy-back of shares or a decrease in the number of issued shares in terms of section 36(2).

	
	3 Financial obligations



	The equity or shareholders' fund is calculated by deducting liabilities from assets as disclosed in the balance sheet of the company. The book value of a share is determined by dividing the equity by the number of issued shares. This method is used for both par and no-par value shares in order to determine the book value of a company's shares,43 and can be illustrated as follows:

	 



		
				Number of shares


				Equity


				Book value


		

		
				100


				R100


				R1 per share

*(100/100 = 1)


		

	


	In the Rabinowitz case,44 the court used the book value and not the market price of the shares to determine their value. Although this may be correct, it should be noted here that the market price of a share is not a confirmation of the value of the company as a going concern,45 but is merely used to calculate the current value of a listed share-capital company. This approach to calculating value is known as the market capitalisation of a listed company.46 The following serves to illustrate this:

	
		
				Number of shares


				Market price per share


				Market capitalisation (value of listed shares)


		

		
				100


				R0,50


				R50

*(100 x .5 = 50)


		

	


	However, the book value of a going concern is important, as it illustrates the relationship between the market price of a listed share and the book value per share, in other words, whether the market price of the share is overvalued or undervalued compared to the book value per share, as follows:

	 



		
				Number of shares


				Equity


				Book value


				Market cap


		

		
				100


				R10 000


				R100 per share

*(10 000/100 = 100)


				R50 per

share


		

	


	If the shares are undervalued upon comparing the book value to the market cap,47 this indicates grounds for a possible takeover bid, for example to acquire the company for R50 when the book value of its shares is R100 (see the table above). Similarly, if the book value is less than the market cap, it indicates that the price listed for the shares is overvalued. In order to increase the book value of the shares the board of directors will largely focus on reducing the company's debt or liabilities. As the debt decreases, the equity of the company will increase, since the amount of the liabilities deducted in the income statement will be less. Therefore, equity in the balance statement will increase. To illustrate this, the debt-to-equity ratio - which is also important to obtain a holistic view of the book value of shares - is used to spot artificial increases in earnings per share or book value per share.48

	Instead of altering the debt-to-equity ratio, for example by paying off the debt, the board of directors can use section 48 to alter the capital structure of the issued shares, and consequently artificially raise the issued shares' book value. Although capital or cash is required to fund the acquisition, this can easily be avoided by using section 36(2) of the 2008 Companies Act, which also alters the capital structure of shares without any cash in return for shares.49 Thus, section 36(2) is the focus of the following paragraph.

	
	4 Altering the book value of shares without a buy-back



	Section 75 of the 1973 Companies Act provides for altering the composition of the number of issued shares in relation to the share capital of the company.50 Section 75(1) states as follows:

	Subject to the provisions of sections 56 and 102 a company having a share capital, if so authorized by its articles, may by special resolution–

	(c) consolidate and divide all or any part of its share capital into shares of larger amount than its existing shares or consolidate and reduce the number of the issued no par value shares;

	(i) convert any of its shares, whether issued or not, into shares of another class.

	Section 36(2) of the 2008 Companies Act states as follows:

	The authorisation and classification of shares, number of authorised shares of each class and the preferences, rights, limitations and other terms associated with each class of shares, as set out in the company's memorandum of Incorporation, may be changed only by-

	an amendment of the memorandum of incorporation by special resolution of the shareholders or the board of the company, in the manner contemplated in subsection 3 except to the extent that the memorandum of incorporation provides otherwise. 

	If the company has made use of section 36(2), the number of issued shares will be altered legally to "shares of larger amount", for instance 500 at R1 each converted into 250 at R2 each. To a potential investor, the result will indicate higher earnings per share (net profit divided by fewer shares),51 producing a promising book value per share in the balance sheet.52 The following table serves to illustrate this:

	 

	 

	
		
				Number of shares


				Equity


				Book value


		

		
				R1 x 500


				R1 000


				R2 per share

*(1 000/500 = 2)


		

		
				R2 X 250 

*(s 75(1)(c))


				R1 000


				R4 per share

*(1 000/250 = 4)


		

	


	 

	 

	 

	 

	 

	 

	 

	The above also applies to earnings per share. Equity increases through company profitability, as was discussed earlier and was illustrated by the debt-to-equity ratio. For example, if net profit is R1 000, earnings per share would be R4 per share (1 000/250). Compare this to 500 issued shares, which would work out to earnings per share of R2 per share (1 000/500). If a company is listed on the stock exchange and the listed price per share is R8, R8/R4 per share equals 2, compared to R8/R2 per share, which equals 4. In economic reality, the former simply is more investment-attractive.

	Not only does section 36(2) influence the earnings-per-share ratio, but it affects other financial ratios as well. Section 36(2) can be utilised to alter the composition of the share capital of a company by converting certain shares into redeemable preference shares. Although the earnings-per-share ratio will be unchanged by the alteration, the return-on-equity ratio will be affected.53 Redeemable preference shares are excluded54 from the shareholders fund; therefore, without increasing the net profits of a company, the return on equity will indicate a greater return, as follows:55

	
		
				Net profit


				Equity


				Return on equity


		

		
				R100


				R1 000


				10%

*(100/1 000 = 10)


		

		
				R100


				R500 (without redeemable pref. shares)


				20%

*(100/500=20)


		

	


	This artificial method of altering the status of "shares" can convert any share-capital company into a company that is attractive to investors, by means of skilful financial engineering as permitted by section 36(2). Also, the 2008 Companies Act provides for the conversion of shares into other classes of shares in terms of section 41(3). Moreover, the 2008 Act and the 2007 Bill, in sections 36(3)(a) and 34(2)(a), also make provision for increasing or decreasing the number of shares. In essence, sections 36(3)(a) or 34(2)(a) allow for an artificial increase in earnings per share without complying with section 4 of the 2008 Act, as was discussed earlier.

	The following represent some guidelines as to which companies should ideally be allowed to buy back shares, and which not. The same rationale should be applied to the use of section 36(2).

	
	5 Economic categories of companies



	
	5.1 A company experiencing fewer net profits than in previous financial years 



	A company that experiences fewer retained profits along with increased liabilities will command less financial leverage to conduct business continuously,56 and poses a greater risk of future liquidation or financial collapse.57 Under such circumstances, a company should not be allowed to acquire its own shares.58 See the following table as an illustration:

	
		
				1998 financial year


				1999 financial year


		

		
				R10 net profit


				R5 net profit


		

		
				10 issued shares


				10 issued shares, or buy back 5


		

		
				Earnings per share are R1

*(10/10 = 1)


				Earnings per share are R0,5

*(5/10 = .5)

Earnings per share are R1

*(5/5 = 1)

R1 is more investment-attractive than R0,5. The R1 is called "artificial investment attractiveness". 


		

	


	5.2       A company with a marginal or high growth rate

	An increase or growth in the top line (the turnover) will increase the company's additional current assets (for example cash) with which to conduct business continuously.59 It is therefore very important to understand in what way the company financed the increase (the growth) in turnover.60 If the company did so by means of increased liabilities, its profitability may be negatively influenced if the anticipated increase in the top line is not achieved, resulting in a decrease in net profit. This would constitute a poor financial position like that in paragraph 5.1 above. On the other hand, marginal or high growth achieved through current assets will lead to net profits that are linear to the increase in the top line.

	An increase in liabilities and a decrease in profitability will be an indication that the growth and profits are not in equilibrium and, consequently, the earnings per share will decrease. The board of directors must therefore adjust the growth rate of the company to yield favourable profitability results, as evidenced by the earnings-per-share ratio. Unless these circumstances are achieved, this type of company should also not be allowed to acquire its own shares as a method of artificially increasing the value of its shares.

	The following section serves to explain the concept of artificial increases in more detail, before it is illustrated with reference to a case law example. 

	
	6 Linearity between assets, profits and growth as a requirement to allow a buy-back of shares



	
	6.1 The concept



	Establishing whether assets, growth and net profit are in equilibrium, or linear to each other, requires a simple financial calculation or mere common sense.61 For example, if the current assets (cash) are being used adequately to produce an increase or growth in the top line, the direct result should be an increase in net profits or equity reflected in a promising earnings-per-share ratio.

	On the other hand, if a company increases its liabilities to finance a buy-back of its own shares, this will affect the profitability of the company negatively.62 Under such circumstances there will be greater pressure on the current assets to increase not only the top line63 but to ensure that the additional liabilities deducted in the income statement will disclose favourable net profits. In an economic reality, the possibility arises that the current assets will not be sufficient to maintain previous profitability results owing to the additional burden of financing.

	
	6.2 Case law example of non-linear assets, growth and profit



	In the Rosslare case,64 the assets, growth and profit of the company must be assumed not to have been in balance, owing to the fact that the company had redeemed a liability through allotting additional shares. The asset concerned was a block of flats in which a member/shareholder could occupy a flat without paying rent. The plaintiff argued that the occupation of a flat was in fact a reduction of the capital of the company. The court held that this was not so.

	It must be respectfully stated that the case seems to have been decided incorrectly. To illustrate why, the following liability example is again used. A liability places pressure on the top line/turnover of a company to produce sufficient net profits. If a liability is reduced, it follows that there will be increased net profits, evidenced by an increased earnings-per-share ratio.65

	
		
				Net profit before reducing the liability/loan


				Net profit after reducing the liability/loan


		

		
				R10


				R11


		

		
				Equity before loan is reduced


				Equity after loan is reduced


		

		
				R100


				R150


		

	


	 



		
				Return on equity before reducing the liability


				Return on equity after reducing the liability


		

		
				10%

*(10/100 = 10)


				7%

*(11/150 = 7)


		

	


	The increase in net profits stemming from the reduced liability will increase the earnings-per-share ratio.66

	Applying this logic to the case cited above, the occupation of a flat requires rent (growth) to be paid, and will consequently increase the top line linearly to net profits, which implies an increase in earnings per share. If rent is not paid, the asset or flat is not linear to the top line and, consequently, there is no increase in earnings per share. It is well understood that if rent is not paid, it dilutes the value of the lease agreement, and thus also the value of the shares of the company as a going concern.

	
		
				Top line or turnover


				Issued shares


				Earnings per share


				Net profit


		

		
				R500 (rent not paid)


				50


				1

*(50/50 = 1)


				R50


		

		
				R620 (rent paid)


				50


				3.4

*(170/50 = 3.4)


				R170


		

	


	From the table above, it is clear that the extra growth experienced in the top line as a direct result of the rental income indicates linearity between the rental income, growth and profitability through the earnings-per-share ratio. When rent is not paid, the number of issued shares (50) can be reduced to 15 to equal earnings per share similar to those if rent were paid - 50/15 equals 3.3 (3.4 in the above table) - by making use of section 36(2). For this reason, it is submitted that clever financial engineering should also be subject to section 4 or at least the giving of a reason as to why the company requires a decrease in the number of issued shares so as to avoid an artificial increase in earnings per share.67

	
	7 More case law: earnings per share and specific performance



	In the Haynes case,68 Judge De Villiers dealt with the matter of the court's discretion to grant an order for specific performance. There are certain principles affecting the court's discretion not to order specific performance if the same result could be achieved by ordering the payment of damages. A favourable economic reality may be achieved by ordering damages instead of specific performance.

	In the Benson case,69 however, the Appellate Division rejected the latter principle. In terms of the general principles of breach of contract, the innocent party has a right to elect either specific performance or damages.70 The plaintiff in the Benson case purchased 171 500 shares, but received delivery of only 107 900. The plaintiff claimed specific performance of 63 600. The court granted the order on the basis of equity and in accordance with public policy.71 If the court had applied the English-law principle as found in the Haynes case, the company that had failed to deliver the additional 63 600 shares would have increased its earnings per share, as these 
63 600 would not have been taken into account when calculating earnings per share.72

	
	8 Conclusion



	The Companies Act of 1973 did not make any provision for a maximum or minimum amount of capital required to float a company, or for a minimum number of shares to be issued.73 It is therefore possible for the promoters to excessively exercise their discretion when deciding on the authorised share capital, and later tailor-make (by buying back shares) or financially engineer the share capital structure in accordance with the business potential of the company, in order to generate an attractive earnings per share, especially in respect of listed companies.

	This has not been altered by the Companies Act of 2008. Besides the latter statutory regulation, as was discussed earlier, it is consequently proposed that trafficking in shares (such as the buy-back of shares) must be prohibited if the purpose of a buy-back is to artificially increase the company's investment attractiveness.74 In addition, the buy-back of shares could easily be avoided by making use of section 36(2), which requires no solvency/liquidity ratios or any authorisation required in the memorandum of incorporation to amend the number of issued shares.75 All that is required is a special resolution to amend the number of shares.
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