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THENEW PapuaNew GuineaCompaniesAct, based closely ontheNew
Zealand Companies Act of 1993, contains significant changes to the
requirements of the 1966 Act that it supersedes. Many of these changes
dispose of anachronistic requirements and are to be welcomed with
acclaim. Neverthel ess, certain proposed changesarehighly controversial.

Onesuch change, relating totherequirementsgoverning corporate
financial distributions, will replacetheexisting capital maintenancerule
with a solvency test. The 1966 requirement certainly meritsreview. In
certain circumstances it can lead to, and even encourage, financial
irresponsibility.

Unfortunately the solvency test as stated in New Zealand's
legidation,onwhichPNG’ snew actisbased, may well leadtodistribution
decisionsbeing challengedinthecourt of law owingtoitsdependenceon
the elusive concept of value. Also, weaknesses inherent in the capital
mai ntenancerulearenot necessarily eliminatedintheir entirety under the
solvency test.

Thelimitations of the capital maintenancerule

THE capital maintenance rule can be said to have two fundamental
limitations. First, it is evident that it does not achieve its purpose of
protecting loanfinanciers and creditors’ financial interests.
Itisunnecessary to devel op thetheoretical argumentsto establish
that thecapital maintenanceruledoesnot providethedesired protection.
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Empirical observation that business liquidations often lead to only
partia, or nil, repayment of businessdebtsprovidesampledemonstration
that the rule providesinadequate security to creditors.

Indeed, therulecanincertaincircumstancesbeexploited, ineffect
toreturntheinitial investment to shareholders, and deny repaymentsto
loan financierson liquidation. Thefollowing illustration demonstrates
such apossibility.

Company A has traded profitably for some years, and has
produced thefollowing balance sheet to stateitscurrent financial
position, applying generally accepted accounting practices:

$

Share capital 100
Retained earnings 100
Liability finance 100

300
Fixed assets
(net of depreciation) 200
Cash 100

300

Owing to technical developments company A’s products
arenow obsolete. Thecompany’ sfixed assetsdesigned specifically
to produce these products therefore have no productive use, nor
any second-hand value. Sale value as scrap may be regarded as
negligible, essentially zero.

The directorstherefore resolve to liquidate the company.
Before doing so, they decide, in the best interest of the
shareholders, to distribute accumulated retained earnings as
dividends and leave the winding up to the creditors. In so doing
the directorsleave assets of no valuein the business, thusleaving
theliabilities undischarged on liquidation. The shareholders, on
the other hand, obtain apayment equal totheir initial investment,
though in principle such payment should have been subordinated
to the creditors’ claims.
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The second limitation relates to the fact that the rule can lead to
what is, from amacroeconomic perspective, aninefficient useof capital.
Organisationswith more share capital financeavail ablethanisrequired
to sustain the current scal e of operationsare prevented fromreleasing it
to shareholders for possible reinvestment in other companies seeking
finance needed toimplement busi nessexpansion, eventhoughthesecurity
of the creditors' position would not be affected.

Only therichest of countries, at best, can afford to operate with
procedures that inhibit the efficient movement of capital. In acountry,
such as PNG, with a low level of capital formation, and economic
opportunitiesthat require significant capital for effective development,
restriction on mobility of capital isintolerable.

Thenew CompaniesL egidationwill abolishthecapital maintenance
rulefor the determination of legally permissibledividend distributions,
replacingitwiththe' solvency test’. Thesolvency testisstated asfollows:

(1) Forthepurposesof thisAct, acompany satisfiesthesolvency test
if:
(8 Thecompany isableto pay itsdebtsasthey becomeduein
the normal course of business; and
(b) Thevalueof thecompany’ sassetsisgreater thanthevalue
of itsliabilities, including contingent liabilities.

Sour ces of Controversy in the Solvency Test

PROPONENTS of theintroduction of the solvency test have argued that
the application of the test will prove non-controversial on two counts:
first, because the test is based on a provision of the Canada Business
Corporations Act of 1985 that has yet to be tested in law; and second,
becausetheneedtoreview‘fairvalue’ (netrealisableval ue) of assetswas
removed from the proposed New Zealand legidlation in the light of the
inherent difficultiesthat were seento exist in the determination of ‘fair
value' . OpinioninNew Zeal and at thetimeof enactment wasthat thetest
initsmodified formisreadily interpretable.

Unfortunately Canadian experience provides no guide for New
Zealand or Papua New Guinea. In Canada, dividend payments are il
subject to the old capital maintenancerulesaswell asthe solvency test,
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and directorsin Canadaare not required to certify compliance with the
test each time a distribution is made (a requirement of Section 52
subsection 2 of New Zealand’ sact and PNG'’ slegislation). Furthermore,
Canadianlegidlation doesnot includecontingent liabilitiesasafactor to
consider inthetest. In summary, thetest issimpler to apply in Canada,
and lesscrucial to the dividend decision.

The problem created by the introduction of contingent liabilities
into the New Zealand/PNG version of the test is demonstrated by the
followingillustrativeexample:

Company B has net assets with a value determined consistent
with the requirements of the solvency test of $200,000. The
company hasapolicy of paying an annual dividend of $50,000,
(asum that is less than the annual profit figure). The company
is now sued for damages for $160,000.

How should the company proceed, particularly if legal adviceis
noncommittal ? The directors may risk prosecution by paying the
dividend. Suspending the dividend will presumably anger the
shareholders, and possibly indicate that they feel the plaintiff
has a strong case when thisis not so. The accountant’ s principle
of prudence may not lead to decisionsin the best interests of the
company. Further, if cautious reactions to such a situation were
to become anorm, significant quantities of finance may become
unnecessarily immobilised in the corporate sector, slowing
macroeconomic development.

Theexampleassumesthat noambiguity isassociated withtheterm
‘value’ . Someexplanation of thedifficulty created by theterm*value' is
requiredas, depending onitsinterpretation, financially healthy firmsmay
beclassified asinsolvent under thetest. If *value' isinterpretedtomean
‘fair value', heavy investment in specialised assets may be deemed
valueless outside a particular form of business. The mining industry
offers adramatic example in Papua New Guinea.

Consider suchan operationwith significant creditor financing. On
establishing operations, the net realisable value for the fixed assets
investment will fall from purchase price to zero. The entity will fail to
meet the second part of the solvency test. Thiswill bemet only whenthe
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entity has built up sufficient inventories of minerals or cash balances
through sale of product to make good the deficiency. Thus significant
current assetswill have to be held in the company.

The restriction on distributions is unhealthy from a financial
management point of view, as capital istied up unproductively. It will
also act asadisincentiveto investment in thisareaof economic activity
as dividends cannot be expected until the organisation has retained
sufficient resourcesto meet the solvency test.

As this scenario serves to impede the mobility of capital
unnecessarily, onceagainthesolvency test can beseento createthesame
problem asexistsunder the capital maintenancerule. Unfortunately the
removal of theterm ‘fair value’ from the solvency test doesnot resolve
thevaluation problem.

If the test is to be applied in a form that can make sense in the
context of suchindustriesasPNG’ smining sector, it hasto allow for the
valuation of assetsintermsof the present value of projected future cash
flows. This simultaneously generates a more realistic, but also amore
subj ectiveassessment of theorgani sation’ ssolvency. Further, asthedraft
lawissilent ontheform of asset val uationto beused, theinferencedrawn
fromthemining examplethat present val ueistheappropriatedeterminant
of value may not apply to all assets.

Indeed thetwo elementsof thesol vency test suggest that twoforms
of valuation may berequired. Condition 1 states: ' The company isable
to pay its debts as they become due in the normal course of business.’
Dischargeof debtsinthenear futurewill usually involvetheliquidation
of assets. As current assets will be liquidated in the normal course of
businesstheir fair valueswill bethe pertinent valuesto apply. Condition
2 states: ‘ The value of the company’ s assetsis greater than the value of
itsliabilities,including contingent liabilities.’

Itisherethat it would seem the present value of future cash flows
must be applied. Thefollowing questionsarise:

(@ In determining values under condition 2, should al assets be
calculated at their present value, or fixed assets only, other assetsbeing
valued at thefair value? Aspresent values can only usually be assessed
for assetscollectively, prudencedictatesthat valuationsfor condition 2
should bemadeonthebasisof present valuesonly. Thisalsoobviatesthe
need todi stingui sh between fixed and non-fixed assets, adistinction that
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is occasionally arbitrary. While this two-fold valuation may enable a
theoretically meaningful assessment of solvency, fundamental practical
problems remain. The subjectivity of present value calculations has
aready beenreferredto.

(b) Isitpossiblethat fair valuesrequiredto determinethe standing of
afirmunder condition 1 may provetransitory? Thismay well bethecase
for commodities for which the world price fluctuates from day to day.
Suchfluctuationscanfromtimetotimebesignificant. Theproblemwill
of course be exacerbated by the current instability of the international
value of thekina. A businessinvolved in trading in commodities could
quitereasonably passthesolvency test onthedateadistributiondecision
isdetermined, but fail it on the date the distribution isto be made! Such
uncertainties again open up the possibility of making distributions to
shareholders when solvency test conditions allow large distributions,
thereby denuding the company of real resourcesimmediately prior toa
liquidation,inasimilar fashionto Company A’ sdistributionmanoeuvre.
Where there is a potential for abuse there will be afear of abuse. The
valuation system underlying the solvency test offers such a potential.
Therefore we may not expect the valuations underlying a financia
distribution to go unchallenged.

In an attempt to anticipate which problems might arise in the
application of the solvency test, a questionnaire posing ten different
scenarios was constructed, eight of which required a judgment as to
whether a proposed dividend could be declared having regard to the
solvency test. Respondentswererequiredtogiveasimpleyes/noresponse
in each case. These scenarios are based on problems already under
consideration in New Zealand, although not yet the subject of any legal
challenge. Scenarios 1 and 6 did not require a judgment, the correct
decisionbeing, intheresearcher’ sview, self evident. Theirinclusionwas
intended to identify spuriousresponses, or responsesfromill-informed
persons. The questionnaires were sent to a random sample of equal
numbersof personsin four professional groupings. Company Director,
Company Executive, Professional Accountant and Professional Lawyer.

Company directorsunder theproposed|egidationwill becollectively
responsiblefor makingadividend proposal, andwill berequiredtoaffirm
that the company meets the solvency test after having allowed for the
dividend distribution. Company executives, Accountants and Lawyers
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might all reasonably be called upon to give professional advice on this
matter. Their judgments, too, areobviously pertinent. Respondentswere
askedtoindicateinwhich capacity they had answeredthequestionnaire.
Any questionnairereturnedthat indicated that thereply had beenmadein
some other capacity was discarded inthe analysis.

Theresponseratetothequestionnaireproved to bedisappointing.
Given the small numbers of professionally qualified Accountants and
Lawyersin PapuaNew Guinea, ahigh responserate was sought to give
areliableindicator of collective professional opinion on the questions
posed. Onerespondent answered ‘no’ to question 1, where the answer
‘yes wastaken to beself evident. (Thisrespondent also answered ‘no’
totheother ninequestions). Thisresponsehasnot been analysed further.
Of theremaining responses, over half therespondentsanswered ‘yes' to
guestion 6, wheretheresearcher took theanswer ‘ no’ to be self evident.
Thissingleguestionwasthen put to another group, who wereal so asked
to provide a brief explanation for their response. All five accountants
approached answered‘ no’ tothequestion. Thisinitself raisesconcerns
regarding the understanding of the solvency test. The responses that
includeda'yes answer to question 6 havebeenretainedinthefollowing
analysis. Useabl eresponses constituted 27% of the deliverable sample.
Theresponses obtai ned are summarised asfollows:

Question No. Number of responses

Yes No

% %
2 8 92
3 85 15
4 69 31
5 77 23
6 54 46
7 92 8
8 62 38
9 92 8
10 54 46
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Analysis

AS JUDGMENT wasrequired by respondentsinansweringthesequestions,
it wasintended to assessresponses by use of the‘t’ test. Thisprocedure
has been applied, but given the low response rate caution must be
exercised regarding the significance placed on the conclusionsdrawn.
Thenull hypothesisformul ated wasthat responseswould be 100% ‘ yes
or‘no’. Formally:

Ho = 1.00.

The alternative hypothesis was stated as, responses would be less than
100% ‘yes or ‘no’. Formally:

Ha < 1.00.

The null hypothesis holds at the 10% level of significance for
questions 2, 3, 5, 7 and 9. As true unanimity was not anticipated, the
largest margin traditionally regarded as acceptable (10%) in testing
hypothesesisconsidered appropriate. Clearly theresultscannot support
theview that thereisgeneral agreement asto how thesolvency test should
beinterpretedinall situations.

Ambiguity within the draft legidation

POINTSto be considered in respect to ambiguity within the legislation
relateto: (i) an apparent contradi ction between sections4(i)b) and 4.4(a)
inthe draft legislation with regard to contingencies; (ii) the bases upon
which assets should be valued; and (iii) whether, in applying the test,
referenceis being made to current assets, or assetsin totality.

Thedifficulty relating to thetreatment of contingenciesinthetest
hasalready been notedintheNew Zealand literature on thisissue. Such
difficultiesmay bereflectedintheresponsesreceivedtoquestion8. If,in
applying the solvency test, cognisance hasto betaken of liabilitiesthat
aremerely possible, why not alsoalow for futureeventsthat arevirtually
certain?
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Thedifficulty relating to appropriateasset val uationinquestion 10
might also belaid at thedoor of thedraft |egislation. The company must
meet the solvency test onthedatethat thedistributionisdetermined and
continueto do so uptothetimethedistributionismade. Threerespondents
felt strongly enoughtovolunteer concernswiththedraftlegisation. Their
concernsarein linewith theissuesraised here. A critical review of the
sectionsof thedraft Act pertaining to the solvency test would seemtobe
called for. One source of difficulty, the incorporation of contingent
liabilitiesinthetest, may beresolved by deleting referenceto them. The
Canadian model of the solvency test makes no mention of contingent
liabilities. If apparent ambiguitiescannot be practically eliminated, two
possibilities would seem to suggest themselves. Oneisto revert to the
capital maintenancerul easthelegal determinant of dividenddistributions.
Despitethisrule’ sacknowledged limitations, it may still proveamore
satisfactory alternative to the solvency test approach. The aternative
would be to establish an interpretation of the solvency test that would
proveacceptableincommonlaw, by way of professional pronouncement.
(This task could perhaps be undertaken by the Accounting Standards
Review Board to be established by the legislation. As ASRB’s
pronouncementsareto havetheforceof law, it would seemto bethemost
appropriate body.)

Respondents under standing

RESPONSES to the questionnaire also suggest a less than perfect
understanding of the application of the solvency test on the part of
respondents. Lack of consensus on the responseto question 4 cannot be
traced to any apparent ambiguity in the draft legislation.

Further, responsesdid not appear to conformto the application of
a consistent valuation rule. The researcher cannot claim a perfect
understanding of thesolvency test asformul ated by thedraft legislation,
nor of the problems posed. However, one of the following patterns of
responses might have been expected to emerge in each response.



56 Journal of Pacific Sudies, Vol.19, 1996

Basis of asset valuation applied

Question Book value N.R.V. P.V. Hybrid*
2 yes no no no
3 yes no yes yes
4 yes yes yes yes
5 yes no yes yes
6 yes yes yes yes
7 yes yes yes yes
8 yes yes yes yes
9 yes no yes yes
10 yes yes yes yes

*The hybrid valuation involves valuing assets held for liquidation
(i.e. current assets, and the property referred to in question 3) at net
realisable value for the purposes of part (@) of the test, and assets
collectively by their present value for part (b) of thetest, asset out in
section 4 of the draft legislation.

Fifteen per cent of al the responses analysed conformed to the
configuration of responses given for the use valuation and hybrid
valuations. No respondents matched answerswith those given for book
valuesor net realisablevalues. Together withthe54% ' yes' responsesto
question 6 this suggests that understanding of the means by which the
solvency test isto be applied is not good.
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Appendix The questionnaire used to sample professional opinion on
applications of the solvency tests.

QUESTIONNAIRE INFORMATION

The following shows a balance sheet, in summarised form, drawn up recently
for a corporate entity.

K

Current Assets 3,000,000
Less Current Liabilities (before dividend provision) 2,000,000
NET WORKING CAPITAL: 1,000,000
Fixed Assets 3,600,000

K 4,600,000
Financed by:
Paid in Capital 2,500,000
Accumulated Profits Brought

Forward from previous years 300,000

For Year just ended 800,000 1,100,000
TOTAL SHAREHOLDERS EQUITY: 3,600,000
Term Liability 1,000,000

K 4,600,000

The company would like to declare an annual dividend amounting to
K 700,000, which is the same amount as the dividend paid last year.

Theselatest financial statements both comply with applicablefinancia
reporting standards and give a true and fair view. There are no other
circumstanceswhich affect or may affect the value of the company’ sassetsand
liabilities. Further, the valuation of assets and estimates of liabilities are
reasonablein the circumstances. Expectationsarethat the businesswill beable
to maintain annual profits at the current levels for some years into the future.
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QUESTIONS

Consider each of the following Ten questions independently.

In your view, can the company make the proposed dividend payments, and
meet the solvency test requirements in each of the cases detailed below:-

1 Information pertinent to the dividend decision is precisely as stated
above.

2. A contingent liability is noted in the financial statements that a claim
has been served in the High Court against the company alleging breach of
contract and claiming K5,000,00 but that it is not possible to estimate the
financial effects of this claim on the company.

3. Fixed Assets include a property which has been on the market for two
yearswithout offer. An offer hasbeenreceived recently but for asum K500,000
less than the written down amount at which the property is recorded in the
balance sheet.

4,  The company is a holding company and has no accumulated profits.
The balance sheet summarised above is the consolidated balance sheet. All
accumulated profits are held within two wholly owned subsidiary companies.

5. Thefixed assets consist entirely of mine sites, and specialised mining
equipment. In the event of any liquidation fixed assets will have no resale
value.

6.  Thetermliability, although listed asanon current liability, will mature
in one month’s time.

7.  Alargepart of thecompany’ scurrent assetsis comprised of inventories
and consequently it has become customary to take extended credit terms from
creditors, sometimes up to 90 days. While the company has not sought the
approval of creditors for this extended credit, it has received very few
complaints from creditors.

8. Recently, the directors made the decision in principle to rationalise the
major business unit over a 3 year period. No specific details have yet been
finalised but it is expected that an announcement to shareholders and
employees will soon be made that the implementation costs to be incurred in
the next three months will amount to approximately K1,000,000. These costs
will include both redundancy payments and the writing off of plant and
machinery. The profit forecasts, oncetherationalisation is completed, arevery
favourable.

9.  The company’s fixed assets include goodwill paid for the purchase of
brand names and other companies in the past of K1,200,000, which are now
incorporated in the major business unit.

10.  Current assets include inventories of raw commodities which are held
for export. Sales prices are set in terms of overseas monetary units. These are
valued in the balance sheet at K1,500,000. However, given fluctuations in
commodity values, and theinternational value of the kinathese may ultimately
realise no more than K1,000,000.

Please use the attached sheed to indicate your responses.



