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12 July2004

Dr Mal Washer MP
FederalMemberfor Moore
ParliamentHouse
CANBERRA ACT 2600 By Facsimile:(02) 62778587

DearDrWasher

BANKRUPTCY LEGISLATION AMENDMENT
(ANTI-AVOIDANCE AND OTHER MEASURES) BILL 2004(“BLAAOM”)

We referto oursubmissionin respectofthe BLAAOM dated 16 June 2004 (“the
Pitcher Partners Submission”) and to our attendance before the House of
RepresentativesStandingConuiiitteeon legal and constitutional affairs on Monday 5
July2004(“the CommitteeHearing”). You haveaskedtheauthorsto furtherexpand
on thesuggestedalternativesandrecommendationsthatweremadein thePitcher
Partnerssubmissionanddiscussedat theCommitteeHearing. Wearepleasedto offer
furtherinformationon our alternativesandrecommendationsandwearegratefulfor
theopportunityto furtherexplainthemto you.

At theoutsetwe advisethatit isourview thatmuchoftheconcernsexpressedabout
theBLAAOM would beaddressedby focusingtheattentionon aperceivedweakness
in thecurrentbankruptcylegislationnamely,thefailureto preventhigh income
earnersusingbankruptcylawsasameansto avoidtax liabilities. Twomain
recommendationsarebothdesignedto specificallyaddressthisperceivedconcern,
withoutamajorrevampof currentbankruptcylaw andpractice. Boththe“Special
Act ofBankruptcy”(refer 8.1.2oftheSubmission)andthePresumptionofInsolvency
(refer8.1.3 oftheSubmission)recommendationsaremeansby which current
bankruptcylaw is “tweaked”to allow aneffectivewayfor aTrusteein Bankruptcyto
recoverpropertyfromhigh incomeindividualswho do notlodgetaxreturnsand/or
paytheirtaxesandusebankruptcyto avoidpaymentoftaxes.

Currentlyatrusteein Bankruptcyis armedwith provisionsthatoperateto “set aside”,
thatis, rendervoid, transactionsthatareenteredinto for lessthanmarketvalueand
areenteredinto eithertwo yearsprior to the“commencement”ofbankruptcyor if
insolvent,within five yearsfrom the“commencement”ofbankruptcy.Under
bankruptcylaw the“commencement”ofbankruptcyisdeemedto havetakenplace
uponthecreationofthefirst available“Act ofBankruptcy”within 6 monthsfrom the
dateofthepetitionfor an individual’sbankruptcy.The “Acts ofBankruptcy”are
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definedwithin theBankruptcyAct (Section40) andarein effectapublicnotification
of thefactthatanindividual is insolvent. ThemostcommonAct ofBankruptcyis the
failureofan individualto meetthetermsof aBankruptcyNoticewhichtypically
requirestheindividual to, amongstotherthings,payajudgementdebtwithin 21 days
from theserviceoftheNoticeontheindividual. TheAct ofBankruptcyissaidto
havebeencommittedupontheexpiryofthetermsoftheBankruptcyNotice. The
Bankruptcywould normallytherefore“commence”on thedaythattheBankruptcy
Noticehasexpired,thatis, the2l~ dayaftertheserviceoftheBankruptcyNotice
becomesthedayuponwhich anAct ofBankruptcyis saidto occur.

Consequentlythe“commencement”ofBankruptcyandthedateofBankruptcy(thatis
thedaytheindividual is madeabankruptby virtue ofan orderoftheCourtorby
virtue oftheacceptanceofthatindividual’sownpetitionfor Bankruptcy)areoften
differentdates.The commencementofBankruptcyis oftenadatesoonerthanthe
date of Bankruptcy.

It should also be noted that the rules relating to the “commencement”ofBankruptcy
also have the effect that property transferred by a Bankrupt after the
“commencement” of Bankruptcy but before the date of Bankruptcy is property of a
BankruptEstateandaccordinglyaTrusteein Bankruptcywill haveabetterrightof
claim againstsuchproperty(referSection115oftheBankruptcyAct). Wedo not
proposethatthis Sectionapplywhena SpecialAct ofBankruptcyis to bereliedupon
by aTrusteein Bankruptcybecauseit is quitepossiblethatSpecialActsof
Bankruptcywill havetheeffectof“commencing”aBankruptcymanyyearspriorto
thedateofBankruptcyandit wouldbe inappropriatefor propertydisposedofbetween
the“commencement”ofBankruptcyandthedateofBankruptcyto be dealtwith in
anywayotherthanthelaw currentlyprescribes.

Theimportanceofthecomniencernentandits mainpurposeis to assistaTrusteein
Bankruptcyin recoveringpropertythathasbeentransferredprior to the dateof
Bankruptcyfor thebenefitofcreditors. Themostimportantrecoveryprovisionsarc
Sections120and121 oftheBanicrupteyAct. Section120containsthetwo yearand
thefive yearrulesreferredto above.

Section121 providesfor anunlimitedtimeframeby which atransactioncanbe “set
aside”if it canbe shownthatthebankrupt’smain purposein makingthetransferwas
either:

• to preventthetransferpropertyfrom becomingdivisibleamongsthis/hercreditors
(“prevention”); or

• to hinderordelaytheprocessofmakingpropertyavailablefor division amongst
his/hercreditors(“hindrance”).

Althoughthereisno referenceto evidenceof insolvencyin the section,thesection
itselfnotesthat thetransferorsmainpurposeissaidto bepreventionorhindranceif
thetransferorwas,orwasaboutto become,insolventat thetimeoftransfer.

In essencewhatthismeans,from apracticalpoint ofview, is that, in order to
recoverproperty that hasbeentransferred for lessthan market value for any
period greater than two yearsprior to the commencementofbankruptcy, a
Trusteein Bankruptcy must showthat the Individual wasinsolvent(or was
about to becomeinsolvent) atthe time of transfer. The longerthe period between
the time oftransfer and the commencementofbankruptcy, the greater the difficulty a
Trusteein Bankruptcy will havein showingthat the individual wasinsolventor was
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about to become insolvent at the time of the transfer. This is due to legal constraints
(theneedto keeprecords)andpracticalconstraints(the ability to recalleventsor
obtainotherevidence).

A SpecialAct ofBankruptcywould operateto commencethebankruptcyat a date
muchearlierthancurrentActsofBankruptcyallow. In thecaseofan individualwho
wasdeliberatelyavoidinglodgingtaxreturnsorpayingtaxliabilities, thiswouldhave
the effect of commencing the bankruptcy, in many cases, years prior to the date that
the person actually becomes a bankrupt. The presumption of Insolvency would
operate so that where a Trustee in Bankruptcyseeksto relyuponaSpecialAct of
Bankruptcy,thenthefactthattaxreturnshadnotbeenlodgedwould “trigger” the
presumption that the bankrupt was insolvent at that date and for the period between
the date of bankruptcy and thedateoftheSpecialAct ofBankruptcy. Theonus
would remain with the bankrupt to rebutt the presumption and prove that at the
relevant date he or she was solvent and was not about to become insolvent. This is a
significant weapon that a Trustee could use when dealing with transactions that may
haveoccurredbeyondthetime frameby which thelawrequiresrecordsto be
maintained.

We haveattachedahypotheticalexamplewhichwill help illustratehow these
provisionswill work. We stressthataTrusteein BankruptcythatusesaSpecialAct
ofBankruptcyandthePresumptionofInsolvencyasthemeansto recover
assets/property,will berecoveringthesaidassets/propertyfor thebenefitofALL
creditorsofthebankruptestate including the Deputy Commissioner of Taxation.

Webelievethat therecommendationssuggestedaresufficient to adequatelyaddress
theperceivedfailureof currentbankruptcylegislationto preventhighincomeearners
usingcurrentbankruptcylawsasameansto avoid taxliabilities. Webelieve,fur the
reasonsgivenin thesubmission,thattheproposedamendmentsto theBankruptcyAct
areinappropriateandwould causeunnecessaryfinancialandemotionalhardshipand
uncertaintyto small businessowners,directorsofcharitableandnon— charitable
institutionsandprofessionals.

Wewouldbepleasedto answeranyfurtherquestionsthatyouortheCommitteemay

have.

Yoursfaithfully
PITCHERPARTNERS

ARYEO
Partner

cc: MrsBromwyn Bishop
Chairperson
HouseofRepresentativesStandingCommitteeLegal& ConstitutionalAffairs
ParliamentHouse
CANBERRA ACT 2600
By facsimile: 02 62774773
By e-mail: iaca.reps~aph.gov.au

M RAMBALDI
Partner



12—07—2004 17:12 FROM—Pitcher Partners
A

+61—3— T—526 P.005/005 F—449
±61 3

4
• PITCHER PARTNERS

EXAMPLE: High Income Taxpayer UsingBankruptcy to Avoid Paying Tax
1987

1989

3 June1991

1992-1999

1999
2000
2001

1 September2001

1 October2001

1 December2001

Taxpayertransfershousepropertyto wife
Taxpayertransfersshares,motorvehiclesandcashdeposits
into family trust
Taxpayerfails to lodgeIncomeTaxReturn(earliestSpecial
Act ofBankruptcy)for financial yearended30/6/90
Taxpayerfails to lodgeIncomeTaxReturnfor financial year
ended30/6/91to 30/6/99
IncomeTaxAssessmentNoticeissued
Judgementobtainedby DeputyCommissionerofTaxation
BankruptcyNoticeissuedby DeputyCommissionerof
Taxation
Lastdatefor complianceofBankruptcyNoticeissuedby
DeputyCommissionerofTaxation
Petitionlodgedby DeputyCommissionerofTaxationfor
SequestrationOrderagainstestateoftaxpayer
Sequestration(Bankruptcy)Ordermadeagainstestateof
Taxpayer

Under Current Bankruptcy Law

• Act ofBankruptcyoccurson 1 September2001
• Bankruptcyucon1mences~~on 1 September2001
• 2 year“clawback”operatesfor period1 September2001 to 1 September1999
• 5 year“clawback’ operatesfor period1 September2001 to 1 September1996
• Only Section121 couldapplybutmust,in practice,showinsolventstatusor

possibilityof insolvency,in this example,at a dategreaterthan10 yearsbefore
the“commencement”ofbankruptcy

• Likely result— no recoveryofpropertyfor thebenefitof creditors

Under revisedbankruptcy law which incorporate. a SpecialAct ofBankruptcy
anda presumption of Insolvency

• SpecialAct ofBankruptcy(SAB)occurson 3/6/91 - datethattaxpayerfailed to
lodgeIncomeTaxReturn(the SAB cannotbeusedto found apetitionfor
bankruptcybut isusedto “clawback”property—2 year,5 yearandlonger,see
below)

• PresumptionofInsolvencyoperatesto presumethatthetaxpayerwasinsolvent
from 3/6/91 to thedateofbankruptcy(rebuttable).

• 2 year“clawback”operatesfor period3/6/1991 to 3/6/1989 (no requirementto
showinsolvency)

• 5 year“clawback” operatesfor period3/6/1991to 3/6/1986 (requirementto show
insolvency)

• Likely result— recoveryofpropertyfor benefitofall creditorsofthebankrupt
estate


