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Corporations Legislation Amendment 
(Remuneration Disclosures and Other Measures) 
Bill 2012 exposure draft – Proposed amendments to 
section 254T of the Corporation Act 

This is the submission of the Corporations Committee of the Business Law Section of the 
Law Council of Australia (“Committee”) in response to the proposed amendments to 
section 254T of the Corporation Act 2001 (Cth) (“Proposed Amendments”) that are set 
out in the Corporations Legislation Amendment (Remuneration Disclosures and Other 
Measures) Bill 2012 exposure draft which has been released by Treasury. 

The Committee welcomes the opportunity to comment on the Proposed Amendments. 

 

Executive summary 

We continue to support the replacement of the current section 254T with a simple 
solvency test.  To that end, we have drafted possible alterations to the Proposed 
Amendments that would achieve that objective. 

We do not consider that the Proposed Amendments will adequately address the 
problems that have been identified in relation to the current section 254T.  Importantly, 
the Proposed Amendments may still inhibit the ability of otherwise financially strong 
companies to pay dividends except out of profits.  The Proposed Amendments continue 
to overlay a balance sheet test over a profits test, creating a more restrictive regime 
instead of the original objective of creating greater flexibility. 

If a simple solvency test is not adopted our preference would be to return to a test similar 
to the previous drafting of section 254T.   
 

1 A simple solvency test is the only appropriate test 

We support reform of the current section 254T of the Corporations Act 2001 (Cth) 
(“Corporations Act”).  The Revised Explanatory Memorandum to the 
Corporations Amendment (Corporate Reporting Reform) Bill 2010 (Cth) noted 
that under the Australian International Financial Reporting Standards (“AIFRS”) 
profitability of Australian companies has become increasingly volatile with a large 
number of non-cash expenses being included in the net result.  Consequently a 
company may have sufficient cash to pay a dividend to shareholders while being 
unable to do so because the accounting profits of the company have been 
eliminated by non-cash expenses. The current section 254T has failed to 
address this issue. 

In December 2002, a discussion paper of the Legislation Review Board of the 
Australian Accounting Research Foundation (“AARF Paper”) was released that 
supported the adoption of a solvency test for payments of dividends.  We support 
the reasoning provided in that paper for the adoption of a solvency test, which 
was as follows: 

“It is consistent with Australia’s past corporate law simplification in terms 
of share buy-backs, and capital reductions and no par value shares, is 
consistent with recent trends in overseas jurisdictions and would also 
reinforce directors’ responsibilities in terms of a company’s solvency.” 

Further, we agree with the benefits outlined in Treasury’s Discussion Paper – 
Proposed Amendments to the Corporations Act released in November 2011 
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(“Discussion Paper”) as to why a solvency test should be adopted, which 
included: 

 it provides certainty, reliability and objectivity in determining whether a 
company’s assets exceed its liabilities; and 

 it provides a high level of comfort to directors in complying with their 
obligation under section 588G of the Corporations Act to prevent 
insolvent trading by the company. 

We disagree however with the disadvantage raised in the Discussion Paper, that 
is, the provision would be somehow deficient without an express link to 
accounting standards.  We do not agree that without a link to the standards there 
would be a subsequent loss in objectivity or consistency in determining a 
company’s ability to pay a dividend.  Moreover, while a solvency test will provide 
directors with the flexibility to decide degree of financial comfort exists for the 
purpose of determining a company’s ability to pay a dividend without reference to 
accounting standards, such flexibility is not unfettered since the directors remain 
subject to their general duties in exercising such discretion. 

We also note that adopting a solvency test will bring companies into line with the 
current arrangements applicable to managed investment schemes as managed 
investment schemes are: 

 able to make distributions to members subject to their constitution; and  

 not subject to section 254T. 

2 History and reasons for previous changes to the 
dividend test 

Since the early days of the development of company law until June 2010 the 
general principle that applied was that dividends may only be paid from profits 
(“Profits Test”).  The last such provision, section 254T of the Corporations Act, 
provided as follows: 

“A dividend may only be paid out of the profits of the company.” 

To understand how the Profits Test operated, reference can be made to 
commentaries such as following: 

“The provision that dividends should be payable only out of “profits” 
derives from the view that capital ought not be reduced whilst the 
company is a going concern by returning any portion of it to the 
shareholders ….  This in turn derives from the view that creditors should 
be protected – a view which manifests itself in several other ways in the 
Act e.g. [prohibition on self-acquisition].”

1
 

However, issues were raised with the Profits Test, including that: 

 the Corporations Act did not provide guidance about, or a definition of, 
the term “profits”, and further, the legal precedents on the issue were 

                                                      
1
  Justice Wallace and John Young, Australian Company Law and Practice (The Law Book 

Company Limited, 1965) 252. 
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out-dated and complex and not in line with current accounting principles, 
so it was difficult for directors to understand the legal requirements;

2
 and 

 the nature of accounting principles for calculating profits has changed 
over time (particularly as a result of the adoption of the International 
Financial Reporting Standards (“IFRS”)), such that there have been 
significant movement in income statements that affect profit, but have no 
impact on the liquidity or ongoing operations of the company. 

In our view the second of these points provides the central justification for 
reforming the Profits Test. 

The accounting profession in particular expressed concerns with the Profits Test.  
The AARF Paper canvassed the background of the then current provisions 
relating to the payment of dividends, noting some difficulties presented by the 
provisions and comparing the approaches adopted in other jurisdictions.  The 
AARF Paper criticised the dividend law as out-dated, in light of changes to the 
law that generally gave greater emphasis to solvency requirements than to the 
concept of capital maintenance. 

Accordingly, section 254T was amended by the Corporations Amendment 
(Corporate Reporting Reform) Act 2010 (Cth) (“Reform Act”) to prohibit a 
company from paying a dividend unless: 

 its assets exceed its liabilities immediately before the dividend is 
declared and the excess is sufficient for the payment of the dividend; 

 it is fair and reasonable to the company’s shareholders as a whole; and 

 it does not materially prejudice the company’s ability to pay its creditors. 

The objective of the current test as to when a company may pay a dividend is 
stated to be to ensure that companies have the ability to distribute dividends if 
they can do so without causing detriment to ongoing operations.  It is stated that 
the first limb of the current test is similar to the balance sheet test currently in 
operation in New Zealand and Canada.  The second and third limbs align the 
current test with the requirements imposed on companies in relation to 
conducting share capital reductions and buy-backs under Part 2J of the 
Corporations Act. 

Notwithstanding the current test, it cannot be said that Australia has moved 
sufficiently away from the Profits Test so that the objective stated above can be 
achieved, for the reasons set out in section 4 below. 

3 Key problems with the existing legislation 

The current section 254T suffers from a number of ambiguities and practical 
problems.  In our view, those ambiguities and problems are unsatisfactory and 
support the adoption of a new approach.  We set out in our submission 
responding to the Discussion Paper (“Prior Submission”), a copy of which is 
attached as Annexure A to this submission, a catalogue of the more significant of 
those ambiguities and problems, some of which have been addressed in the 
Proposed Amendments. 

                                                      
2
  It is true that in some respects the dividend rules do not accord with modern accounting practice 

as reflected in the Australian Accounting Standards, but we consider that that seems more an 
argument for updating the dividend rules than for abandoning them. 
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4 Difficulties with the Proposed Amendments 

The Proposed Amendments contain a number of positive proposals that are 
welcomed.  However, we continue to have concerns with the proposed regime, 
particularly around the uncertainty created by the possible relevance of a Profits 
Test. 

The positive aspects of the Proposed Amendments are as follows: 

 clarification of how the test applies at declaration and payment.  That 
clarification provides much greater certainty for directors; and 

 removal of a fair and reasonable to shareholders test.  For the reasons 
set out in our Prior Submission, we believe such a test is unnecessary 
and adds to uncertainty. 

The Proposed Amendments go some way in responding to the problems 
identified in section 3 above.  In particular, the Proposed Amendments links the 
test more strongly with company solvency and provides concessionary relief for 
companies that are not required to prepare audited financial reports.  However, 
the problems set out below remain. 

4.1 Uncertainty as to whether a dividend can be paid otherwise than out 
of profits 

With the current section 254T there is considerable uncertainty as to whether, 
and if so in what circumstances, a dividend can be paid otherwise than out of 
profits.  An example of the uncertainty is set out in the Australian Taxation Office 
(“ATO”) Taxation Ruling 2012/5 which concerns the taxation of dividends paid in 
compliance with section 254T from 28 June 2010 (“Tax Ruling”)  The Tax Ruling 
provides as follows: 

“35. The ordinary meaning of 'dividend' is a share of profits allocated 
by a company to its shareholders. In Henry v. Great Northern Ry 
Co (1857) 27 LJ Ch 1 it was stated that a dividend is an 
appropriation of a share of a company's profits, being the right of 
a shareholder to receive his aliquot proportion of the profits of 
the enterprise.42 According to Lindley LJ in Verner v. General & 
Commercial Investment Trust [1894] 2 Ch 239 at 266: 'dividends 
presuppose profits of some sort'. In an Australian context it has 
been stated: 'A dividend is a share of profits, whether at a fixed 
rate or otherwise, allocated to the holders of shares in a 
company', per Beach J in Churchill International Inc v. BTR 
Nylex Ltd (1991) 4 ACSR 693 at 696.43  

36.  The better view appears to be that for the purposes of the 
Corporations Act and company accounting, dividends can only 
be paid from profits and not from 'amounts other than profits'. 
The new section 254T of the Corporations Act imposes three 
specified additional prohibitions on the circumstances in which a 
dividend can be paid, as inherently a dividend can only be paid 
out of profits, having regard to the ordinary and legal meaning of 
the word dividend.” 

The legal opinion obtained by the Commissioner of Taxation in connection with 
the preparation of draft Taxation Ruling TR 2011/D82 (“Legal Opinion”) 
expressed the view that despite the removal of the Profits Test from section 254T 
the continue reference to “dividend” has the result that the general case law on 
what is a permissible dividend has the result that a dividend can only be paid 
from profits. 
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These questions are important for company directors and executives, lawyers 
advising their client companies on whether proposed distributions can lawfully be 
made, and corporate financial strategists searching for the most efficient capital 
management programs.  Therefore, there is a pressing need to address explicitly 
whether, and if so in what circumstances, a dividend can be paid otherwise than 
out of current year profits and profit reserves, and where there are current year 
profits, whether a dividend can be paid if there are accumulated losses. 

The effect of maintaining the requirement that a dividend can only be paid out of 
current year profits and profit reserves is that whilst a company may have 
sufficient cash to pay a dividend to shareholders, it is unable to do so, as the 
accounting profits of the company have been eliminated by non-cash expenses.   

You have asked us for examples of situations where companies have had 
specific problems in paying dividends as a result of the imposition of a profits test 
following the adoption of AIFRS.  Our experience has been that the problem has 
not been as widespread as initially feared when support for this change was 
sought.  However, in our view there is clearly greater volatility in reported profits 
than before the AIFRS regime and it remains in the interest of the business 
community that this issue be properly dealt with. 

It is only by explicitly dealing with this issue in the legislation that it would be 
possible to reverse the old general law rules as to payment of dividend from 
profits. 

We continue to support such a change to the law and therefore support the 
explicit removal of the requirement that dividends be paid from profits. 

A further practical problem in corporate groups is the possibility that amounts 
otherwise available for distribution may be trapped in a corporate group and 
cannot be upstreamed to the group parent for distribution to external 
shareholders.  These problems can against be exacerbated by a profits 
requirement.  If a simple solvency test applied group distribution resolutions 
would also be relaxed. 

4.2 Accounting issues with the balance sheet test 

For the purpose of determining the “assets and liabilities” of the company, the 
Proposed Amendments have provided some clarity by indicating that they must 
be calculated in accordance with the accounting standards or the financial 
reports of the company, depending on whether the company is required to 
prepare a financial report.  

Nonetheless, we expect that issues will arise for companies with unrecognised 
value in their financial report such that they will be unable to pay dividends.  In 
New Zealand this issue has been resolved as the relevant legislation provides 
that in determining whether the value of a company’s assets is greater than the 
value of its liabilities, the directors: 

“may rely on valuations of assets or estimates of liabilities that are 
reasonable in the circumstances.”

3
 

Beyond these issues we believe that there are policy concerns with linking 
dividends to a balance sheet test.  In the same way that profits can be distorted 
by non-cash charges under IFRS, balance sheets are also susceptible to 
distortion through such charges.  At an extreme level non-cash charges recorded 
in statements of financial performance can create negative equity. 

                                                      
3
  Companies Act 1993 (NZ) s 4(2)(b). 
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Therefore for the same reasons that we support the removal of a profits test we 
also support the removal of a balance sheet test. 

4.3 The maintenance of capital principle should not impede 
distributions to shareholders 

Part 2J.1 Division 1 of the Corporations Act governs the circumstances in which 
a company is permitted to reduce its share capital.  Section 256B(1) provides 
that a company may reduce its share capital “in a way that is not otherwise 
authorised by law” if the reduction complies with the requirements of Part 2J.1 
Division I.  The section assumes that in the absence of compliance with Part 2J.1 
Division I or other authorisation, share capital cannot be reduced. 

There is substantial doubt as to whether the current section 254T permits an 
authorised reduction of share capital without satisfying the requirements of Part 
2J.1 Division 1 of the Corporations Act.  

Specifically, unless section 254T constitutes legal authority to reduce the 
company's share capital by paying a dividend, a dividend cannot be paid if the 
effect of doing so is to reduce the company's share capital, without shareholders 
approving the payment of the dividend under Part 2J.1 Division I.  On its face, the 
current section 254T does not purport to authorise anything.  It is cast in the 
negative, prohibiting the payment of dividends unless stated conditions are 
satisfied.  It does not say that if the conditions that it prescribes are satisfied, the 
payment of the dividend is authorised. 

There are divergent views on this issue.  For example, in the Legal Opinion it is 
argued that a reduction of capital must still comply with the statutory procedure 
and protections. 

The policy basis expressed in the consultation documents has been less than 
clear on this relationship.  In the Discussion Paper it was stated that Treasury 
“considers that the test for paying a dividend in section 254T of the Act is a 
circumstance where a reduction in capital is ‘otherwise authorised’ by the law”.  
In the draft Explanatory Memorandum it is stated as follows: 

“The new dividends test does not displace the existing requirements in 
relation to conducting share capital reductions and share buy-backs 
under Part 2J of the Corporations Act.  These provisions will continue to 
apply under the new dividends test.” 

Companies and their advisers should not be put in the position of having to take 
a view on this important issue (with potentially serious consequences if they are 
wrong) when it can be easily clarified by inserting a note into the section 
clarifying the inter-relationship between the operation of the dividends test and 
the capital maintenance provisions.  Accordingly, we have built notes in to the 
proposed re-draft of the section, outlined in section 6 below. 

The maintenance of capital principle, which permits a reduction of share capital 
by following a strict procedure designed to protect the interests of creditors and 
shareholders, has been simplified in recent times by reforms to company law.  
These include: 

 amendments to corporations law to include allowing companies to 
undertake share buy-backs without seeking court approval (First 
Corporate Law Simplification Act 1995 (Cth)); and 

 the abolition of the par value of shares and the liberalisation of the 
reduction of company capital (Company Law Review Act 1998 (Cth)); 
and 
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As noted in the AARF Paper, the thrust of the amendments were to simplify 
requirements while maintaining protection for creditors and shareholders, with 
many amendments containing a solvency requirement.  The adoption of a simple 
solvency test would be consistent with these amendments.  Given the 
amendments cited above, we do consider that the maintenance of capital 
principle should impede distributions. 

4.4 Other second order comments 

One second order comment we have on the Proposed Amendments is the use of 
the word “immediately” in the drafting seems to imply that where a dividend is 
paid but not declared, the evidence demonstrating that the balance sheet and 
solvency tests are satisfied will have to be refreshed just before payment, but just 
how they will need to be refreshed is not explained.  More generally, the word 
"immediately" raises a question about just how current the financial report has to 
be when the directors make their decision (and when payment time arrives).  We 
suggest that the drafting would be improved by deleting the words “immediately 
before” and substituting the words “at the time”. 

Second, the Proposed Amendments include a transition period (proposed section 
1538E).  This section suggests that if a company declares a dividend 
(presumably, as opposed to resolving to pay a dividend without declaration), and 
then the new section 254T commences before the dividend is paid, the current 
test applies to the payment of the dividend.  The position where the company 
simply resolves to pay a dividend without declaration is not addressed in section 
1538E.  Therefore if a company resolves to pay a dividend without declaration, 
and the new law commences before payment is made, the dividend must comply 
with the new law.  We suggest that the new version of the test should apply in 
both situations. 

5 Tax treatment should be separately considered 

For income tax purposes, a dividend is defined to mean, broadly, any distribution 
made by a company to its shareholders, other than an amount that is debited 
against the company’s share capital account.  There is no direct linkage between 
the definition of dividend under the Corporations Act and under the income tax 
law. 

The Taxation Committee of the Business Law Section of the Law Council of 
Australia will separately provide a submission to Treasury in the near future.   

6 Suggested replacement provision 

For the reasons set out above, we continue to support the replacement of the 
current section 254T with a simple solvency test.  The Committee has drafted the 
following proposed provision that would achieve that objective: 

 
Declaration of dividends 

(1) A company may make any distribution to its shareholders (whether out of 
profits, reserves of any kind, or a share capital account)

1 2 3 
provided that 

at the time the distribution is declared: 

             (a) the distribution complies with the company’s constitution; and 

             (b) the directors of the company reasonably believe that the 
company will, at the time the dividend is declared, be solvent. 

                   1
 Subject to the solvency test (see section 95A). 

2
 Distributions need not be made out of profits. 
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3
 This provision only applies to a distribution made to a shareholder in its 

capacity as a shareholder. 

            Note: For a director’s duty to prevent insolvent trading on payment of distributions, see 
section 588G. 

Payment of dividends without declaration 

(2) A company may pay any distribution to its shareholders (whether out of 
profits, reserves of any kind, or a share capital account)

1 2 3 
provided that 

at the time the distribution is paid: 

            (a) the distribution complies with the company’s constitution; and 

            (b) the directors of the company reasonably believe that the 
company will, at the time the distribution is paid, be solvent. 

                   1
 Subject to the solvency test (see section 95A). 

2
 Distributions need not be made out of profits. 

3
 This provision only applies to a distribution made to a shareholder in its 

capacity as a shareholder. 

               Note: For a director’s duty to prevent insolvent trading on payment of distributions, see 
section 588G. 

(3) Subsection (2) does not apply to a distribution that is declared. 

 

Please note that we have used the word “distribution” rather than “dividend” in 
the proposed provision so that it does not incorporate previous case law 
concerning what constitutes a dividend.  All references in the Corporations Act to 
dividends should be changed to references to distributions for the same reason. 
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