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INTRODUCTION

“There is probably no more intractable or controversial question in modern insolvency law than the distribution of an insolvent’s assets among its creditors”
 

At any given child’s birthday party, an interesting social experiment is habitually taking place.  More intriguing than ‘pass the parcel’, less predictable than ‘musical chairs’, and with consequences far in excess of ‘pin the tail on the donkey’ – no single event creates more stress or draws more attention than the cutting of the cake.  With so many hungry mouths to feed, so many calculations to make, and so many possible outcomes, it is a wonder the birthday party as an institution has survived at all.  Should the cake be divided so as to ensure that all children get an equal share? Should the hungriest children be entitled to a larger slice?  Should the children who gave the best presents be rewarded with a greater share of the cake, or perhaps the children who have been well behaved?  Quite the dilemma.  

Stripped to its core, the issues that influence the law governing the distribution of an insolvent entity’s assets are the same as those issues that influence the cutting of the birthday cake.  Should the distribution be predicated upon principals such as absolute equality, so as to ensure all creditors are treated the same,
 or upon principals such as equality of outcome, to ensure creditors are treated equitably taking into account their respective needs and circumstances?
  Are certain creditors more deserving than others, and should they accordingly be entitled to a greater share of the insolvent company’s assets?  Essentially, how should the proverbial cake be cut?  Currently, modern insolvency law in Australia concerning the distribution of an insolvent’s assets aims, as far as possible, to adhere to the principles of equality of treatment.  Despite this, the law recognizes the special position of certain preferred creditors and so accords them priority status over ordinary unsecured creditors.
  As such, to borrow an often-quoted expression, it could be said that the position in Australia is that all creditors are equal but some creditors are more equal than others.
  

This paper will consider whether this position is justified.   At the heart of this discussion is the debate regarding the foundation of insolvency law; which principles should govern the distribution of assets in insolvency.  In this paper I argue that efficiency and transparency demand that the assets of an insolvent entity be distributed so as to reflect equality of treatment.  To distribute assets according to equality of outcome introduces such uncertainties as to discourage the availability of credit, and in any event, may not be able to achieve its desired goal.  To that end, the focus of this paper will be on the current public interest priorities in respect of employee entitlements, in so far as these priorities seek to distribute assets according to equality of outcome.  I contend that these priorities are problematic and in need of reform.  They are premised upon questionable assumptions regarding employee vulnerability.  Further, they come at an unjustifiably high cost to the insolvency process generally and to ordinary unsecured creditors.  This is particularly so for various creditors who are at least as vulnerable, if not more so than employees, such as independent contractors, or tort claimants.  This is a fundamental issue in modern insolvency law, the examination of which is long overdue in Australia.    

Conscious of the difficulties that arise when Pandora’s box is cast open, the scope of this paper shall be restricted to corporate insolvency.  The principles identified, however, will also be relevant in the personal bankruptcy context.  Furthermore, the paper will focus exclusively on the distribution of an insolvent company’s assets in the event of liquidation as distinct from receivership or administration.  Finally, it is beyond the scope of this paper to discuss the position of secured credit in insolvency.
  Mindful of the considerable debate regarding the approach to secured credit in Australia,
 this paper shall proceed on the understanding that secured creditors shall be paid in full from their security before any other creditors of an insolvent company are paid.  In summary, this paper is concerned with the distribution of an insolvent company’s assets to unsecured creditors in the event of liquidation.

Part I of this paper examines the principles that have influenced the law governing the distribution of assets in insolvency.   I identify and critique three principles: the administrative principle, the pari passu principle, and the public interest principle.  Part II focuses on and explores the current regime in Australia for the distribution of an insolvent entity’s assets, with a view to identifying the rationale behind that distribution.  Based on the conclusions reached in Part II, Part III questions whether the current distribution regime is justified.  Finally, in Part IV, I suggest some possible reforms to the distribution of an insolvent’s assets that better maximise the fairness and efficiency of the insolvency process generally.     

PART I

To fully examine whether the current statutory framework in Australia governing the distribution of assets in insolvency is justifiable, desirable, or in need of reform it is helpful to identify what this area of the law is seeking to achieve.

To that extent, what is it that insolvency law aims to do?  I begin with the basic and undisputed premise that insolvency law is designed “to produce acceptable combinations of efficiency, fairness, accountability and transparency”.
  Accordingly, the principles that govern the distribution of assets in insolvency should seek to maximise these objectives.  Yet despite thousands of years of practice, conformity regarding the application of this general proposition remains elusive.  The problem arises because the various objectives of the general proposition are often inconsistent and incompatible.
  What is efficient may not necessarily be fair or transparent.  Quite simply, it may not be possible to identify with any certainty a definitive combination of objectives that may be regarded as desirable.  What is left then is the need to balance competing principles, and to examine the combinations of insolvency objectives they offer.  To this end, the following examines the three principles, that have exerted the greatest influence on this area of the law – the administrative principle, the pari passu principle, and the public interest principle.

A.  Administrative principle

Essentially, the administrative principle provides that the expenses incurred in administering an insolvent estate should be paid out of the assets of that estate in priority to unsecured creditors.
  The rationale behind the principle is grounded firmly in pragmatism.  It recognises that these expenses are essential to facilitating the insolvency process, and furthermore, people will only incur them on the basis that they are assured of repayment.
  Indeed, to entice someone to help right a sinking ship, they must be assured of some sort of reward or at the very least, protected from going down with it.  

Transparency may be an issue, in so far as administrative expenses can be unforeseeably high.
  However, this issue has been tempered to some degree in most jurisdictions, by applying the principle in a way that ensures the trustee’s remuneration is paid only after all administrative expense have been satisfied.
  This gives the trustee an incentive to keep administrative expenses as low as possible.  In any event, the loss in transparency is likely to be compensated for by the improved efficiency that the administrative principle provides – indeed the insolvency process would be virtually unworkable without it.  
B.  Pari passu principle

The pari passu principle has often been referred to as the heart of liquidation law.
 Where strictly applied, all unsecured creditors have an equal entitlement to share in a proportionate distribution of the assets of an insolvent debtor.
  To take an example, imagine a company – No Name Limited - went into liquidation with debts owing to Tom of $50 and to Dick and Harry of $25 respectively.  Where the total assets of the company were valued at $50, a distribution based on the pari passu principle would see a return to Tom of $25 and returns of $12.50 each to Dick and Harry.  That is, each creditor would be entitled to the same proportion of the insolvent’s assets relative to the percentage their debts represent of the total debt owed by No Name Limited.  The respective positions of the creditors, their vulnerability to the risk of insolvency or the nature of their credit relationship with the debtor have no influence whatsoever on the distribution of the debtor’s assets: All debts proved rank equally.

From this perspective, the pari passu principle may appear overly simplistic and too inflexible to satisfy many of the objectives of insolvency law.  Yet its very simplicity is what has made it so attractive and enduring.  To begin with, the principle allows for the efficient distribution of assets.  By treating creditors collectively, it allows for lower distributional costs than alternative regimes.
  In circumstances where the first and last creditors to prove in insolvency will share an equal entitlement to the assets of the insolvent debtor, there is no need for creditors to expend resources on promptly enforcing their rights.  This diminishes the need for creditors to closely monitor the debtor’s position, as there is no benefit to be gained from enforcing their rights ahead of other creditors.
  Furthermore, by reducing the distributional costs in insolvency, it is possible to reduce the costs of extending and, thereby, encourage the availability of credit.  

Additionally, pari passu preserves the value of the insolvent estate for distribution to creditors as a whole.
  A regime that supports individually funded creditor remedies is likely to see creditors acting promptly to enforce those remedies, in a way that ensures their individual return, but doesn’t necessarily maximise the value of the assets available for distribution.  Continuing with this idea, it is likely that creditors in their haste to enforce their individual remedies ahead of other creditors, could push a debtor into insolvency in circumstances where the debtor may have been able to reorganise, given more time.  Naturally, this will be inefficient where insolvency would present a lower return to creditors generally than would allowing the debtor to continue as a viable entity.  Treating creditors collectively, as Thomas Jackson noted, ensures “that creditors, in pursuing their individual remedies, do not actually decrease the aggregate value of the assets that will be used to repay them”.

Efficiency aside, pari passu offers the greatest degree of transparency in the distribution of an insolvent estate.  In lending practice, transparency is directly related to predictability and is important in so far as it allows creditors to assess present and future risks, and to adjust the terms of their credit to reflect such risks accordingly.
  It is absolutely essential to encourage the availability of credit.
  By ensuring all creditors have an equal entitlement to a proportionate distribution of the assets of an insolvent debtor, pari passu allows creditors to predict with reasonable certainty their likely return in the event of insolvency.  The only information a creditor needs to know is the value of the debtor’s assets and the extent to which the insolvent company is indebted.  Returning to No Name Limited, Tom can relatively easily calculate his likely return were the company to become insolvent by looking at the company’s assets as against the company’s liabilities and assessing the proportion of those assets to which he would be entitled.  Tom can then reflect this risk in the terms upon which he agrees to extend credit.

Consider a possible alternative.  Imagine a distribution regime in which creditors were not equally entitled to share in the assets of the insolvent debtor, but rather were entitled to a share according to their individual needs.  Predicting returns and calculating risk accordingly would be virtually impossible.  How could creditors assess whether their entitlements would be subordinated to more worthy or needing creditors?
  As Vanessa Finch observed, “To take on board individual positions, vulnerabilities or ethical merits produces too great an accumulation of uncertainties and transaction costs to provide either fair or efficient processes”.
  In such a regime, Tom may initially be the creditor most in need of repayment, until the stock market crashes plunging Dick into financial difficulty and elevating his needs above that of Tom.  Then again, Harry may be severely injured in a motor vehicle accident and demonstrate an even greater need for repayment and in so doing take ahead of the other two creditors.  Multiply the number of creditors and the number of needs to consider and transparency becomes as non-existent as the company that is being wound up.  Creditors would be unable to assess whether their loan agreements adequately insulate against debtor default, thus, they may suffer significant losses where default occurs.  Such a regime suppresses the availability of credit.

Finally, it is worth noting that from behind a Rawlsian veil of ignorance creditors would choose a distribution regime based upon pari passu principles.
  In the case of No Name Limited, imagine Tom, Dick and Harry did not know the nature of their credit relationship with the debtor – that is, they did not know whether they were a particularly worthy or needy creditor.  In these circumstance, Tom, Dick and Harry are likely to choose a regime that ensures as great an aggregate pool of assets as possible to be distributed proportionately for the benefit of all creditors, rather than a regime that will benefit, to the disadvantage of the group, an individual creditor who may be particularly needy or worthy.  Viewed from a utilitarian perspective, distributing assets in insolvency according to pari passu principles is efficient, transparent, and above all, fair.

C.  Public interest principle

Why then has pari passu not been able to dominate the law governing the distribution of assets in insolvency, and why have statutory priorities been introduced to severely erode the application of the principle?
  The best explanation for this is that sometimes equality in fact produces inequality.
  In other words, equality of treatment may not necessarily produce equality of outcome.  Should creditors who have consented to entering a credit relationship with the debtor share the same entitlement as creditors who have not?  Or, what about creditors who could bear the risk of non-payment as against those who could not?  Are all creditors equal in the first instance, so as to deserve equal treatment in insolvency?

If we think of insolvency law, as Douglas Baird would have us do, as aimed exclusively towards maximising the assets of an insolvent estate for the benefit of creditors collectively and not as a mechanism to redistribute pre-bankruptcy property rights, distribution according to pari passu principles makes sense.
  Yet the problem with the pari passu principle is that it ignores the political reality in which creditors are seldom viewed collectively.  We tend to look at individual creditors, or classes of creditors, in all their diversity, noting the differences in their credit relationships and the consequences to them of non-payment.  This invites the application of principles aimed at redistributing the assets of an insolvent debtor in order to better reflect equality of outcome.
  Thus, there is the public interest principle.

At its most basic, the public interest principle would see assets distributed in priority to certain creditors whom the public regard as having a greater entitlement to those assets than do the ordinary unsecured creditors.  Precisely what elevates certain creditors to priority status has varied in different jurisdictions and over time.  This makes the scope of the principle difficult to identify.  For present purposes, it is sufficient to note that as a lowest common denominator, non-consensual creditors and creditors who are unable to appreciate or account for the risk of insolvency have generally been regarded as deserving of priority status.
  To illustrate the principle, consider again No Name Limited.  A pari passu distribution would see Tom, Dick and Harry each with an equal entitlement to share in a proportion of the insolvent estate.  It is irrelevant that Tom was a consensual creditor of No Name Limited, Dick was an employee, and Harry was in fact acting on behalf of the Department of Taxation.  By contrast, a distribution according to a public interest principle could arguably see Dick, who may have been unable to appreciate or account for the risk of insolvency, and Harry who represents a non-consensual creditor, being paid in priority to Tom who consented to and appreciated the risk of entering into a credit relationship with No Name Limited.  As such, the debts to Dick and Harry of $25 each would be paid in priority to the debt to Tom.  Because the assets of the company totalled $50, repaying Dick and Harry would exhaust those assets leaving Tom with nothing.
  

In this respect, the public interest principle is aimed far more towards achieving equality of outcome, rather than equality of treatment, and uses the redistribution of pre-bankruptcy property rights as a means to achieve that goal.  Stated differently, substantive public or social policy is achieved through insolvency law.  The actual mechanism applied to achieve this redistribution is the statutory priority.  

Essentially, statutory priorities arise out of public demand for the special treatment of certain creditors.  Recognising this, the legislature has responded by enacting a list of certain creditors who take before ordinary unsecured creditors in the distribution of the assets of an insolvent estate.  However, given the diversity of public opinion, it is virtually impossible to clearly identify a definitive list of preferred creditors.   Certainly, there appears to be global consensus that employees should enjoy priority status and this is reflected in the insolvency legislation of virtually all the major common law jurisdictions.
  But here the consensus ends.  Some jurisdictions grant the Crown a priority in respect of tax claims
 although due to a growing trend in recent years to abolish or reduce the benefit,
 the priorities offered differ greatly.  Some jurisdictions grant a priority for consumers who have made deposits with retail stores.
  The United States grants a priority to grain farmers and commercial fishermen,
 Canada grants a priority to landlords,
 and New Zealand grants a priority to the Ministry of Agriculture and Fisheries.
  Evidently, there is a wide divergence of opinion regarding which creditors should be given priority treatment in insolvency – and this is just within the major common law jurisdictions.   

Should the distribution of assets in insolvency be predicated upon a public interest principle?  A strong argument can be made that it should.
  Many people would agree that those who cannot protect themselves need some form of protection provided for them.  In this respect, it seems reasonable that creditors who cannot account for the risk of insolvency and cannot insulate against or extract concessions for that risk, such as non-consensual creditors, should not be treated equally with those creditors who can.  Furthermore, if guided by the objective of equality of outcome, it seems appropriate that creditors without capacity to withstand non-payment not be treated equally with those who do have such a capacity.

However, to introduce criteria such as worthiness and need as determinative of the distribution of assets in insolvency, as noted above, raises serious questions regarding transparency and efficiency.  More fundamentally, to distribute assets as to reflect equality of outcome may simply be unworkable.  To achieve the desired outcome would require several questions to be answered, demanding time and resources, both of which are scare commodities in insolvency.  For instance, one cannot simply look at a creditor’s capacity to withstand non-payment without also considering why they are in that position.  All else being equal, a creditor in financial difficulty due to reckless overspending should not be entitled to a priority over a creditor who has been more prudent.  To not consider why creditors are in financial difficulty might produce unfair outcomes, yet the alternative would require such time and resources as to make the exercise administratively unfeasible.  With regard to consent, what does it mean to consent to a credit relationship?  Trade creditors or independent contractors with limited bargaining power may not consent to entering a credit relationship any more so than an employee does.  Furthermore, are they really in a better position to insulate themselves against the risk of insolvency?  Without considering the specific circumstances of each creditor, equality of outcome is likely to rest upon misconceived notions of credit relationships.  The catch 22 is that to consider these circumstances requires a degree of subjective investigation that simply is not administratively feasible in an insolvency context.  

Where the public interest principle suffers, is that to make it workable from a transparency or efficiency perspective, priorities must be clearly identifiable before an entity becomes insolvent.  Realistically, this requires that priorities be reflected in legislation.  Further, to make them clearly identifiable, priorities must be general rather than case specific.  Yet by making priorities general, they lose the very flexibility they need to recognise the different circumstances amongst creditors, and to reflect those circumstances in the distribution of assets.  In light of the diversity of creditors and the diversity of insolvency cases, it seems insurmountably difficult to create a fixed distribution regime that will consistently deliver equality of outcome.  Priorities may accurately reflect the public interest principle in one case but not in another.

PART II

In this section the rationale behind the current distribution of an insolvent entity’s assets under the Corporations Act is extracted from the Act.  In a nutshell, section 555 and section 556 of the Corporations Act govern the distribution of assets in insolvency.  Recognising what the Australian Law Reform Commission described in its General Insolvency Inquiry (hereafter the “Harmer Report”) as the “fundamental principle of equality”,
 section 555 lays the foundation providing:

“Except as otherwise provided by this Law, all debts and claims proved in a winding up rank equally and, if the property of the company is insufficient to meet them in full, they shall be paid proportionately”.
   

Section 556(1) creates certain exceptions to this rule providing:

“Subject to this Division, in the winding up of a company the following debts and claims must be paid in priority to all other unsecured debts and claims”.

Section 556(1) then lists fourteen different classes of priority debts and claims and ranks those debts and claims in order of repayment.  Essentially, it provides for two broad categories of priorities.  The first category of priorities is for administrative expenses, and the second is for employee entitlements.
  

The rationale behind section 555 embodies the pari passu principle.  The rationale behind the priorities contained in section 556 for administrative expenses is the administrative principle, and for employee entitlements, it is the public interest principle.  Although this much may be stated with reasonable certainty, what is less clear is precisely why public interest demands differential treatment for employee entitlements.  Furthermore, why are priorities offered exclusively in respect of employee entitlements when there would appear to be other worthy creditors such as the Crown, small trade creditors, independent contractors or tort claimants?
   What is it about certain debts and claims in insolvency that has prompted legislators in Australia to require that those debts and claims be accorded priority treatment?  Answering these questions is essential to fully understanding the rationale behind public interest priorities.  It is the elusive piece of an otherwise relatively straightforward puzzle.

A.  Employees

The Australian Law Reform Commission concluded in the 1988 Harmer Report that, “The rationale put forward for the priority for employees is that they are in a particularly vulnerable position if their employer becomes bankrupt or is wound up”.
  The British Report of the Insolvency Law Review Committee in the 1982 General Insolvency Inquiry (hereafter the “Cork Report”) expressed a similar sentiment.
  However, to explain this rationale on the basis of employee vulnerability oversimplifies the matter.  All creditors are vulnerable to some extent in insolvency – what is particular to the vulnerability of employees?  A more widely supported
 and precise explanation of the rationale for the employee entitlements priority is that, in the first instance, employees tend to be non-consensual creditors.  Secondly, employees tend to be less able to account for the risk of insolvency than other creditors.

A non-consensual creditor “is one who has not consciously and voluntarily accepted the risk of default”.
  By virtue of this fact, non-consensual creditors are unable to extract concessions or compensation for accepting such risk.  This is to be contrasted with consensual creditors, who Bruce Gleig observed, “anticipate such a loss as an inevitable cost of doing business and charge a higher price for the higher risk associated with the unsecured debt”.
  Thus, for non-consensual debt there is a deficiency in the bargaining process relating to the extension of credit.  The only practical way to remedy this deficiency is to offer some sort of protection for those non-consensual creditors, who being unable to recognize the risks involved are unable to protect themselves accordingly.  To not do so, would be like subjecting someone to rules of a game they never knew they were playing.

Employees, it is argued, are non-consensual creditors because they never chose to enter a debtor-creditor relationship.  They chose to enter an employee-employer relationship.
  However, this may be too simplistic a conclusion.  Given today’s world of highly publicised and frequent corporate insolvencies, it is probable that many employees would consider the prospects of their employer becoming insolvent, thereby transforming their relationship from that of employee-employer to debtor-creditor.  A stronger argument is that made by Susan Cantlie drawing on Thomas Jackson’s observations regarding cognitive bias and impulsiveness.   Cantlie argues that employees are non-consensual creditors because they act impulsively and tend to exhibit a bias towards underestimating risk.  Because employees tend to act impulsively, they are likely to “systematically enter contractual relationships without considering the full implications of the terms”.
  Further, because employees tend to underestimate risks, they “take inadequate steps to safeguard their future interests”.
  This is to be contrasted with consensual creditors, who typically have systems in place to reduce the consequences of acting impulsively
 or with a particular bias.
  As such, employees do not authentically choose to enter a debtor-creditor relationship because they don’t rationally assess how entering into an employee-employer relationship would affect their interests in the event of insolvency.
  Furthermore, it is worth noting that even in the event that employees could make the appropriate calculations, as Finch argued, “they might well be unable to negotiate wages that incorporate an appropriate risk element because they face sever competition in the market for jobs and because others in that market may be unable or disinclined to hold out for such risk elements in their wages”.
  In these circumstances, employees may be considered non-consensual creditors and by virtue of that fact, deserving of priority treatment.

In addition to non-consensual creditors, commentators argue that creditors who are unable to account for the risk of insolvency should be treated differently from those creditors who are able to account for that risk.
  However, it must be emphasised that this argument does not advocate special treatment for creditors who would suffer serious financial injury in insolvency.
  Rather, what is being argued is that certain creditors are better able to spread the risk of insolvency over several enterprises so as to guard against the risk of non-payment by any one particular enterprise.  Such diversification provides a form of self-insurance
 and increases the creditors ability to withstand the impact of debtor default.  In other words, it allows those creditors to better account for the risk of insolvency.  Given that, as Cantlie notes, “it is efficient to allocate risk to the party which is best positioned to prevent or reduce that risk”,
 leads to the conclusion that it is equally efficient to offer some form of protection to those creditors less well positioned to prevent or reduce that risk.  To that end, the risk of insolvency should be reallocated by statute to those better able to account for it.  

It is argued that this relates to employees in so far as they are financially dependant on a single debtor – their employer.
  This is their primary source of income.  This is contrasted with creditors such as financial institutions and trade creditors who are unlikely to be entirely dependant on the viability of a single debtor.  These types of creditors’ primary source of income will be spread over various enterprises, funds and products.  Additionally, employees are unlikely to be able to find insurance markets in which they can contract to protect themselves against the risk of employer insolvency.
  As such, Daniel Keating has commented, “Employees are typically not as able as large institutional creditors to diversify their credit portfolio so as to minimise the impact of their employer filing bankruptcy”.
  This makes them generally less efficient risk bearers relative to other creditors.  Recognising this, Cantlie concludes that “from an efficiency perspective, therefore, it is appropriate to give employees preferred priority in the event of the bankruptcy of the debtor-employer”.

It is also worth noting that the Corporations Act limits the amount directors or managers of a corporation, and their relatives, may recover in insolvency.
  This is because these are individuals who have access to information regarding the company’s financial viability and are thereby better able to monitor and control the risk of insolvency.
  This emphasises the point made above that creditors with a capacity to protect themselves against the risk of insolvency should not be entitled to priority treatment. 

B.  The Crown

The Crown priority in respect of unremitted tax was abolished in 1993.
  The priority initially found support on the basis that it was needed to protect the fiscal integrity of the Crown, that the Crown was a non-consensual creditor and that it would be against public policy to allow a debtor to use resources intended to meet taxation demands to pay ordinary debts.
  However these arguments have recently fallen out of favour with the Australian public.  One explanation for this is that the Crown is highly diversified.  It is in the unique position of being able to spread the risk of insolvency across the community at large.  Furthermore, it has the expertise necessary to estimate losses and to recoup those losses through general taxation.
  In this respect, the Crown is well positioned to account for the risk of insolvency.  Another explanation is that the Crown is better positioned to absorb the impact of insolvency than other creditors.
  As Cantlie suggested, “Government revenues are large and the loss attributable to a particular event of debtor default has negligible impact on these revenues, while the impact on a single creditor may be tremendous”.
  

The above analysis suggests that there is support for the proposition that the debts and claims incurred by non-consensual creditors should be repaid in priority to the debts and claims of ordinary consensual creditors.  However, this proposition is qualified.  Where creditors are able to diversify the risk of insolvency allowing them to better account for that risk, even if they have not consented to entering a credit relationship, those creditors should be repaid along with the ordinary consensual creditors in accordance with a pari passu distribution. Thus it appears that the rationale behind the public interest priorities is to protect non-consensual creditors who are unable to account for the risks of insolvency.  

Applying these conclusions to the initial task – identifying the rationale behind the current distribution of an insolvent entity’s assets – the following generalisations remain.  Firstly, assets are to be distributed in order to facilitate the insolvency process.  Thus, administrative expenses are given priority in section 556.  Once these expenses have been satisfied, the remaining assets are distributed in order to protect non-consensual creditors who are unable to account for the risks of insolvency.  Thus, employee entitlements are given priority in section 556.  Any leftover assets are distributed equally to ensure equitable treatment of all remaining unsecured creditors.  Thus, the pari passu principle appears in section 555.   

PART III

The current regime in Australia for the distribution of assets in insolvency is problematic.  Firstly, with regard to the rationale underlying the public interest priorities, there are circumstances in which treating employees as priority creditors will be inconsistent with this rationale.  Secondly, the regime fails to protect certain currently ordinary unsecured creditors for whom priority treatment would be consistent with the rationale underlying the public interest priorities.  Thirdly, assuming employees do justify priority treatment, the benefits conferred by the current public interest priorities are outweighed by the detriment they cause generally for the insolvency process.  

Although these problems relate exclusively to the public interest priorities for employee entitlements, this is not an anti-employee argument.  What is being argued is that given the “lose-lose” nature of insolvency, the concessions made in respect of employee entitlements come at an unjustifiably high price.  Undoubtedly, insolvency causes hardship for employees, and employees do deserve to get paid.  The issue is whether they should be paid at the expense of other unsecured creditors and the insolvency process generally.

A.  Is the priority for employee entitlements consistent with the rationale underlying the public interest priorities?

Employees only warrant differential treatment from other creditors in so far as they satisfy the conditions upon which the public interest priorities are predicated.  That is, to the extent that they are non-consensual creditors unable to account for the risks of insolvency.  Despite the arguments noted in Part II, the degree to which employees do satisfy these conditions is questionable.

With regard to consent, employees who are organised and represented by unions may be less susceptible to the vices that commonly affect non-consensual creditors.  Union involvement in negotiations over the terms of employment should introduce a degree of experience relating to risk assessment that reduces the impact of employees acting impulsively or with a particular bias.
  It makes it more probable that the risk of employer insolvency will have been assessed, and that unionised employees will be able to obtain contractual concessions such as higher wages or financial disclosure requirements to reflect that risk.  In these circumstances, it can hardly be said that these employees fail to rationally assess how entering into employee-employer relationship would affect their interests in the event of insolvency.  Furthermore, unionised employees may face less sever competition in the market for jobs.  Accordingly, they are better positioned to collectively holdout for an appropriate risk element to be incorporated in their wages without fearing their jobs will be given to other employees less inclined to hold out for such risk elements.  Recognising this, Cantlie concludes that, “it might be appropriate to distinguish between unionised and non-unionised employees for the purpose of bankruptcy priorities”.
  Given that recent figures suggest that unions represent close to a third of the Australian workforce,
 this argument is relevant to a substantial number of employees who currently enjoy priority treatment in insolvency. 

With regard to the capacity of employees to account for the risks of insolvency, the strength of the argument that because employees tend to lack diversification they are less able to account for the risks of insolvency is tempered in Australia by the existence of a highly developed social welfare system; a system designed to address and reduce the impact of financial hardship.  This was recognised in the Harmer Report, which noted that “The development of a sophisticated social welfare system has to some extent diminished the significance of the rationale for the employee priority”.
  Similar opinions were reflected in the Cork Committee Report
 and the New Zealand Insolvency Law Review.
  This is all the more so given that social welfare in respect of modern insolvencies in Australia now includes statutory employee entitlement schemes.
  Such schemes currently operating in Australia include the Employee Entitlements Support Scheme,
 the General Employee Entitlements and Redundancy Scheme (hereafter “GEERS”),
 and the Special Employee Entitlements Scheme for Ansett Group Employees.
  The GEERS alone ensures employees receive all unpaid wages, all annual leave including annual leave loading, all pay in lieu of notice, up to eight weeks redundancy pay, and long service leave.
  These payments are based upon a maximum annual salary calculated at $75,200 and indexed annually
.  

As Michael Qinlan has observed, the existing scheme goes long way to ensuring that employees recover all their entitlements.
  While it will not always guarantee employees the repayment of the entirety of their claims, it will generally satisfy a significant proportion of those claims.  Therefore, even though employees may be reliant upon a single debtor, by ensuring a significant proportion of the debt owed is repaid the scheme substantially reduces the impact of debtor default.  Considered in this light, it seems reasonable to regard social welfare as enabling employees to better account for the risks of insolvency.  Accordingly, it removes one of the primary conditions upon which the employee entitlements priority is currently predicated.  Recognising this, it is difficult to see why employees should be entitled to the overlapping protection of the statutory priorities conferred by section 556 in addition to social welfare.  Andrew Keay and Peter Walton reached just this conclusion with regard to the position in the United Kingdom when they noted that as long as these schemes remain in place “there seems no reason . . . why employees should not lose their preferential position under the Act”.

One might argue that such schemes are premised on the Crown’s right of subrogation to that of an employee,
 and that without a priority for employee entitlements the Crown would be reluctant to fund such schemes.
  However, the available data fails to support this argument.  To date, these schemes have been funded despite the Crown having recovered extremely little from its subrogation rights.  Indeed, of the estimated $60 million the GEERS costs annually, to date, the Crown has only recovered approximately $1 million.
  Recognising this, it would appear these schemes are premised not upon the exercise of the Crown’s subrogation rights, but upon the reality that employee entitlements are an important and central political issue to which the public demands attention be given.  In any event, it is contentious as to whether the Crown should be entitled to the right of subrogation in the first place.  Where the Crown exercises these rights, it reduces the pool of available assets to satisfy the claims of ordinary unsecured creditors.  Given that employee entitlement schemes subsidise the losses of employees in insolvency as an extension of social welfare policy, the subsidy should be provided by the community at large - not by ordinary unsecured creditors who happen to have made the same mistakes as the employees being subsidised.      

B.  Consistent with the rationale underlying the public interest priorities, are there other currently ordinary unsecured creditors who should be equally entitled to priority treatment?

Assuming employees are non-consensual creditors, they are not the only ones.
  Non-consensual unsecured credit exists in significant amounts.
  In corporate insolvencies, non-consensual creditors may include product liability claimants, victims of business torts, victims of trade practice violations and patent, trademark and copyright infringements, environmental agencies who preform remedial operations, the Crown, utilities companies, and lay-by consumers.
  None of these creditors have consciously or voluntarily sought to enter a credit relationship with the insolvent entity.  Indeed, some have had no choice as to the type of relationship they entered with the insolvent entity,
 while others have not consciously chosen to enter any form of relationship whatsoever.
  

To this list, one might add small trade creditors
 and independent contractors.  Given the reasoning advanced to suggest employees are non-consensual creditors, it is difficult to see why that reasoning is not equally applicable to small trade creditors and independent contractors.  Typically, the costs of collecting and interpreting the information necessary to make accurate insolvency risk assessments will be unjustifiably high for these creditors.  Hiring specialised credit professionals or subjecting decisions to multiple levels of review would be simply unfeasible.
  Without these procedures to control decision-making, or experience in risk management, these creditors are susceptible to acting impulsively or with a bias towards underestimating risk.  Like employees then, small trade creditors and independent contractors are equally unlikely to authentically chose to enter a debtor-creditor relationship because they don’t rationally assess how entering a contractual relationship with a company will affect their interests in insolvency.  

Furthermore, even if these creditors are aware of the risks of insolvency, given their limited commercial bargaining power, they are not in fact able to extract concessions or compensation for accepting those risks.
  This is especially so where the services these creditors are offering are non-specialised  or the companies with which they are dealing are industry-dominating companies, such as Ansett or National Textiles.
  If a small player withholds its services from such a company in order to extract concessions that better reflect the risks of insolvency, that company will simply look elsewhere for those services.  Therefore, to regard small trade creditors and independent contractors as consensual by virtue of the fact that they have accepted the terms upon which their services are offered, implies that they have a degree of choice that in reality does not exist.  

Simply put, there are a variety of creditors, besides employees, that have not fully consented to entering into a credit relationship with an insolvent entity.  However, as was identified in Part II, lack of consent alone is insufficient to justify priority treatment.  An inability to account for the risks of insolvency must also be demonstrated.  This immediately eliminates certain categories of non-consensual creditors.  The Crown is extremely well positioned to account for the risks of insolvency.  The same can be said of environmental agencies, as they are typically statutory authorities.  Given the diverse customer base typical of utilities companies, they are also well positioned to account for such risks.  The situation for other categories of creditors is less certain.

Small trade creditors and independent contractors are poorly positioned to monitor the risks of debtor insolvency.
  Given their relative size and bargaining power, these creditors are unlikely to be able to exercise any measure of control over the debtors operations.  Furthermore, the costs of monitoring the debtor’s financial viability will often be unjustifiably high.  Accordingly, the argument that small trade creditors and independent contractors are well positioned to account for the risks of insolvency, rests upon the assumption that they are diversified.  However, the reality is that these creditors frequently do not have enough customers to enable them to spread the risk around.
  Indeed, the research conducted by Breen Creighton and Andrew Stewart, revealed “that a substantial proportion of the growing numbers of those who work other than as employees are ‘dependent contractors’ who perform work predominantly or exclusively for one organisation”.
  This problem is particularly acute where the insolvent entity is critical in terms of size or location, such as Ansett or Cobar Mines were.
  In these circumstances, where one organisation often consumes the substantial portion of the goods and services supplied by small trade creditors and independent contractors, the insolvency of that corporation will often trigger the financial ruin of those who were reliant upon its business.
  Where this occurs, their quasi-employee relationship with the insolvent entity makes small trade creditors and independent contractors poorly positioned to account for the risks of insolvency.  Recognising this, and in light of the above findings as to consent, there appears to be a strong argument that these creditors should be entitled to priority treatment.

It is also worth noting that by offering more favourable treatment in insolvency to employees than to small trade creditors or independent contractors, this disadvantages individuals who have chosen to undertake their own commercial enterprises.  To the extent that this discourages entrepreneurial activity, prioritising employee entitlements appears to be poor economic policy.   

With respect to tort claimants, it is first essential to remind that these creditors are not so insignificant as to be inconsequential.
  In an age of class actions and mass product liability, tort liability often forms not only a significant portion of the debt owed by an insolvent entity, but is often the very cause of an entity’s insolvency.
  

Regarding the ability of tort claimants to account for the risks of insolvency, firstly, tort claimants are simply not well positioned to monitor or control the risk of the defendant corporation becoming insolvent.  They have no access to information regarding the financial viability of the corporation and have no influence whatsoever on its operations.  Accordingly, diversification is likely to be the only basis upon which it could be argued that tort claimants are well positioned to account for the risks of insolvency.  To this end, Finch has argued that they are generally well position to account for such risks, given that they will usually have other sources of income.
  Finch fails to explain what these other sources of income are, but it would seem she is operating on the assumption that the tort does not interfere with the claimant’s employment.
  This assumption is incorrect.  Consider the claimant who loses their source of employment as a direct result of a corporation’s negligence, as was the case for many claimants of the Esso Longford gas plant explosion or the Mobil aircraft fuel contamination.
  In these circumstances, their income becomes dependent upon the compensation they receive from that corporation, yet that compensation evaporates where the corporation becomes insolvent.  Both Esso and Mobil appear to be solvent entities, but it is not difficult to envisage circumstances where such actions are brought against insolvent organizations, particularly where liability is the cause of insolvency.  In these circumstances, tort claimants are no better positioned to account for the risks of insolvency than employees.  Both have lost their primary source of income and are financially dependent on a single debtor.   

In an even more invidious position are claimants who are unable to obtain any form of employment because they suffer serious health concerns caused by a corporation’s negligence.  Not only have these claimants lost their current source of employment, but given their physical inabilities, they have lost their capacity to obtain future employment as well.  Far from being a hypothetical scenario, this was precisely the case for hundreds of thousands of claimants in the Manville, Fibreboard, and Keene class actions in relation to the production of asbestos, the claimants in the A.H Robins class action in relation to contraceptives, and the claimants in the Dow Corning class 

action in relation to breast implants.
  Recognising this, it would appear these claimants are even less well positioned to account for the risks of insolvency than are employees, who generally retain their capacity to obtain future employment. 

The inevitable challenge to this reasoning is that insurers of the corporation, not the corporation itself, generally compensate tort claimants.  As such, claimants are compensated regardless of the corporation’s insolvency.  However, this argument ignores the reality that much tort liability, as LoPucki notes, is often “uninsurable because it arises from reactive risk – risk that the insured has some ability to control”.
  Furthermore, where insurance is available, tort liability often far exceeds the corporation’s insurance coverage, leaving many claimants uninsured.
  This problem is exacerbated by the fact that insurers are often reluctant to offer comprehensive insurance for tort liability as this reduces the incentive for the insured to take precautions.
  Yet even where comprehensive insurance is available, a corporation may decline such coverage on the basis that it is able to calculate the likelihood that it will not have to compensate its tort claimants in insolvency.  It may then lower its insurance coverage, and therefore its premiums, accordingly.
  As Painter concludes, “since insurance fails both to compensate victims and reduce the number of accidents, it cannot provide the basis for improving the lot of tort victims disadvantaged by the current priority system”.

Clearly, the nature of the tort will influence the ability of the claimant to account for the risks of insolvency.  However, even without considering the compelling moral justifications for treating tort claimants as priority creditors, it appears entirely consistent with the rationale underlying the public interest priorities to do so.  They are non-consensual creditors who are unable to account for the risks of insolvency.
  

C.  Detriment over benefit?

Insolvency by its very nature is only capable of facilitating the beneficial treatment of one group of creditors to the detriment of another.
  This is the unavoidable problem where liabilities exceed available assets.  Accordingly, treating employees as priority creditors enhances their prospects of repayment only to the detriment of ordinary unsecured creditors who are left with fewer, if any, assets available to satisfy their debts and claims.
  This invites the question as to whether such treatment comes at an unjustifiably high cost to ordinary unsecured creditors?

Despite the dominance of the idea of creditors as faceless, greedy entities, typified by banks and financial institutions, in the vast majority of cases this is a blatant fiction.  Although creditors vary markedly, one thing many ordinary unsecured creditors have in common is that they are hit hard by insolvency.  Consequently, to the extent that the priority distribution of assets in respect of employee entitlements exhausts the assets of an insolvent entity, it causes many such creditors, “to either struggle financially or themselves enter liquidation or bankruptcy”.
  This point was also made by the New Zealand Insolvency Law Review with particular reference to trade creditors, which suggested that by increasing the costs on trade creditors in preference to employees, there is an increased risk that those trade creditors will fail.
  Ziegel makes similar assertions concluding that ordinary unsecured creditors are the “heavy losers in bankruptcy”.
  Recognising this and assuming a legitimate goal of insolvency law is to improve the chances of creditors surviving the collapse of their debtors, the priority for employee entitlements is counter-productive to that goal.  As Quinlan asks, is it really wise to seek to ensure “the payment of 100 cents in the dollar of employee entitlements when unsecured creditors receive very little, if anything, and nothing like 100 cents in the dollar of their debts”?
  It seems probable that more creditors would survive the collapse of their debtors where the impact of insolvency was spread among all creditors – not shouldered by an unfortunate few.

Indeed, to the extent that the priorities in respect of employee entitlements diminish the chances of creditors surviving insolvency, and assuming those creditors have their own employees, it is possible that these priorities in fact increase unemployment.  This was the “domino” effect noted by the New Zealand Insolvency Law Review.
  Where this occurs, the benefits employment priorities confer on one group of employees, are likely to be diminished by the detrimental impact they have on other employees further down the chain. Considered in this light, these priorities can’t even be said to work to the advantage of all those in whose favour they are designed to operate.  

Even if we accept the vulnerable position of employees in insolvency relative to other creditors, it still makes little sense to seek to protect them from financial hardship by forcing it upon others.  This is especially so where treating creditors equally would reduce such hardship collectively.  It makes even less sense where, as evidenced above, other ordinary unsecured creditors are equally vulnerable in insolvency and it makes no sense at all where employees are not in such a vulnerable position in the first instance.

Beyond the detriment employment priorities cause to ordinary unsecured creditors, they damage the insolvency process generally.  Firstly, these priorities reduce transparency.  This is because, as Ziegel notes, claims for employee entitlements “multiplied by the probability of an employer’s bankruptcy, cannot easily be quantified and makes it difficult for a lender to assess the value of the employers assets as collateral for a loan”.
  This increased uncertainty concerning the strength of creditor’s claims relative to the prior claims of employees, makes it very difficult for creditors to determine whether they are adequately insulated against insolvency.  This, as Quinlan suggests, “is likely to have at least some deleterious effect on the availability of funding for Australian businesses”.


Secondly, given the increased liability for employee entitlements particularly for labour intensive organizations, the priorities for employee entitlements are likely to increase the costs of credit.
  This will be especially so where a corporation’s liability for employee entitlements is constantly changing, forcing creditors to continually monitor that liability to ensure that the increased risks are reflected in the loan agreement.  This is likely to be extremely complex, time consuming and expensive.
  As was noted in Part I, reducing the transparency of the distribution of an insolvent entity’s assets and increasing the costs of credit are likely to discourage its availability – a result that the insolvency regime is specifically designed to avoid.

PART IV

The current regime in Australia for the distribution of an insolvent entity’s assets is in need of reform.  The Australian public must decide whether it wants an insolvency system that encourages the availability of credit or one that incorporates distributive features designed to achieve equality of outcome.  As Ziegel realised, “we cannot have it both ways”.
  I contend that Australia should adopt a system that encourages the availability of credit.  This is because it is virtually impossible to create an inflexible statutory mechanism that will consistently deliver equality of outcome.  Furthermore, equality of outcome may be better achieved through mechanisms other than the redistribution of pre-insolvency property rights. 

To this end, public interest priorities should be eliminated.  They are premised upon often-contentious foundations and in any event come at an unjustifiably high price to the insolvency process generally.  Eliminating these priorities would see assets distributed pari passu to all unsecured creditors after any administrative expenses have been satisfied.  This will encourage the availability of credit by improving the transparency of the insolvency process and reducing the costs of extending credit.  Furthermore, it will collectively improve the chances of unsecured creditors surviving the collapse of their debtors.
  It is a simple and efficient approach that is likely to achieve the best possible outcomes for the insolvency process generally.

Others might argue that this approach fails to protect classes of creditors that are particularly vulnerable in insolvency, most obviously, employees.  However, to introduce concessions into the insolvency process for these creditors produces the compromised solutions we have at the moment; solutions that fail to adequately facilitate the availability of credit or achieve equality of outcome.
  A better alternative is to protect vulnerable creditors through mechanisms other than the redistribution of pre-insolvency property rights.  

For employees, this could be achieved through the introduction of wage earner protection funds.  This was the approach advocated in the Harmer Report that suggested, “The most efficient way to ensure employees are paid in the event of their employer becoming insolvent is through the introduction of a wage earner protection fund”.
  These funds protect employee entitlements by requiring employers to deposit some entitlements into an independently administered fund as they accrue or by providing for insurance schemes to guarantee payment in the event of insolvency.
  They differ from the statutory employee entitlement schemes in so far as the costs of the funds are borne by employers and employees and not by the Commonwealth.  Accordingly, they are likely to be more economically sustainable in the long run.
  Wage earner protection funds currently exist in many countries
 and in certain industries within Australia, most notably, in the construction industry in Victoria.
  They have been extremely efficient in protecting employee entitlements.
  Furthermore, the success of these funds tends to contradict the costs objection, which has typically been the basis for the government’s reluctance to pursue this initiative.
  Managed proficiently, the funds require minimal employer contributions once a sufficient pool of accumulated funds has been realised.
  Having wage earner protection funds, as Cowling concludes, would provide “a more equitable distribution for all, as they enable employees to be paid their entitlements in full, and at the same time improves the position of ordinary unsecured creditors, who have a greater pool of funds to draw from, where employee preferences have not proceeded them”.
  

Another alternative would be to introduce ‘cross-guarantees’.
  This would enable employees to pursue their entitlements directly from related companies of their employer in the event that their employer became insolvent.  To this end, the Corporate Responsibility and Employment Security Bill introduced in March 2002, if enacted, would allow employees to pierce the corporate veil and claim their entitlements from the company that actually has the assets.

With respect to small trade creditors and independent contractors, by allowing them to repossess unpaid goods where the purchaser becomes insolvent within a certain number of days from the date of delivery, these creditors could be afforded some measure of protection from insolvency without redistributing any pre-bankruptcy property rights.
  So to, enabling tort claimants to seek compensation directly from the directors of the insolvent entity may offer some protection, if only to discourage the conduct giving rise to the tort in the first place.  The point is: the redistribution of pre-bankruptcy property rights is not the best or the only way to protect vulnerable creditors.  Using mechanisms outside of the insolvency process will help to protect vulnerable creditors while allowing for a more efficient and substantial distribution of assets to creditors generally.  Furthermore, such mechanisms provide the additional benefit of protecting vulnerable creditors even where an insolvent entity has exhausted its assets.

If public interest priorities are not eliminated, no new priorities should be created.  This is so, notwithstanding the vulnerable position of certain ordinary unsecured creditors such as tort claimants or lay-by consumers.  Further priorities would introduce too many uncertainties and place too heavy a burden on the already embattled ordinary unsecured creditors.  They would also run contrary to the fundamental principle of equality.  As the Cork Committee realised over twenty years ago, there is little doubt that an elaborate system of priorities causes much dissatisfaction and “there is widespread demand for a significant reduction, and even a complete elimination, of the categories of debts which are accorded priority in an insolvency”.
  It is time legislators in Australia finally acted upon such conclusions.

CONCLUSION

One of the major failings of Australia’s current liquidation regime can be traced directly to the public interest priorities offered for employee entitlements.  These priorities deviate from the fundamental principle of insolvency law that seeks to achieve an equal distribution of the insolvent’s estate relying on unsubstantiated assertions concerning employee vulnerability.  In so doing, these priorities significantly reduce the assets available to satisfy the claims of ordinary unsecured creditors, thereby diminishing their capacity to withstand debtor default.  Given many ordinary unsecured creditors, such as small trade creditors, independent contractors, and tort claimants, are equally or even more vulnerable to the risks of insolvency than employees, such an outcome is not justifiable.  Additionally, to the extent that these priorities reduce the transparency or predictability of the distribution of assets, they increase the transaction costs associated with extending credit.  This in turn suppresses its availability, thereby defeating one of the primary objectives of insolvency law.

Recognising that insolvency law is “usually a zero sum game, where more for me is less for you”;
 the differential treatment of creditors can only be warranted in very exceptional circumstances.  Where such circumstances do not exist, differential treatment comes at an unjustifiably high cost to the insolvency process generally.  Australia should eliminate public interest priorities in respect of employee entitlements.  For matters of practicality, administrative expenses should retain their priority status.  Otherwise, assets should be distributed pari passu among all ordinary unsecured creditors, with vulnerable creditors being protected through mechanisms other than the redistribution of pre-insolvency property rights.  This approach is likely to maximise efficiency, fairness and transparency, for the benefit of insolvency process as a whole.  Just like the birthday cake example with which we began, dividing the cake equally among all the children may not maximise the contentment of any one particular child, but it will however minimise the discontent of the children collectively.  
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APPENDIX

Relevant Legislation

Corporations Act 2001 (Cth)
Section 555
Debts and claims proved to rank equally except as otherwise 
provided 

Except as otherwise provided by this Act, all debts and claims proved in a winding up rank equally and, if the property of the company is insufficient to meet them in full, they must be paid proportionately. 

Section 556
Priority payments

(1) 
Subject to this Division, in the winding up of a company the following debts and claims must be paid in priority to all other unsecured debts and claims: 

(a) 
first, expenses (except deferred expenses) properly incurred by a relevant authority in preserving, realising or getting in property of the company, or in carrying on the company's business; 

(b) 
if the Court ordered the winding up—next, the costs in respect of the application for the order (including the applicant's taxed costs payable under section 466); 

(c) 
next, the debts for which paragraph 443D(a) entitles an administrator of the company to be indemnified (even if the administration ended before the relevant date), except expenses covered by paragraph (a) of this subsection and deferred expenses; 

(d) 
if the winding up began within 2 months after the end of a period of official management of the company—next, debts of the company properly incurred by an official manager in carrying on the company's business during the period of official management, except expenses covered by paragraph (a) of this subsection and deferred expenses; 

(da) 
if the Court ordered the winding up—next, costs and expenses that are payable under subsection 475(8) out of the company's property; 

(db) 
next, costs that form part of the expenses of the winding up because of subsection 539(6); 

(dc) 
if the winding up began within 2 months after the end of a period of official management of the company—next, the remuneration, in respect of the period of official management, of any auditor appointed in accordance with Part 2M.4; 

(dd) 
next, any other expenses (except deferred expenses) properly incurred by a relevant authority; 

(de) 
next, the deferred expenses; 

(df) 
if a committee of inspection has been appointed for the purposes of the winding up—next, expenses incurred by a person as a member of the committee; 

(e) 
subject to subsection (1A)—next, wages and superannuation contributions payable by the company in respect of services rendered to the company by employees before the relevant date; 

(f) 
next, amounts due in respect of injury compensation, being compensation the liability for which arose before the relevant date; 

(g) 
subject to subsection (1B)—next, all amounts due: 

(i) 
on or before the relevant date; and 

(ii) 
because of an industrial instrument; and 

(iii) 
to, or in respect of, employees of the company; and 

(iv) 
in respect of leave of absence; 

(h) 
subject to subsection (1C)—next, retrenchment payments payable to employees of the company. 

(1A) 
The amount or total paid under paragraph (1)(e) to, or in respect of, an excluded employee of the company must be such that so much (if any) of it as is attributable to non-priority days does not exceed $2,000. 

(1B) 
The amount or total paid under paragraph (1)(g) to, or in respect of, an excluded employee of the company must be such that so much (if any) of it as is attributable to non-priority days does not exceed $1,500. 

(1C) 
A payment under paragraph (1)(h) to an excluded employee of the company must not include an amount attributable to non-priority days. 

(2) 
In this section: 

company means a company that is being wound up. 

deferred expenses, in relation to a company, means expenses properly incurred by a relevant authority, in so far as they consist of: 

(a) 
remuneration, or fees for services, payable to the relevant authority; or 

(b) 
expenses incurred by the relevant authority in respect of the supply of services to the relevant authority by: 

(i) 
a partnership of which the relevant authority is a member; or 

(ii) 
an employee of the relevant authority; or 

(iii) 
a member or employee of such a partnership; or 

(c) 
expenses incurred by the relevant authority in respect of the supply to the relevant authority of services that it is reasonable to expect could have instead been supplied by: 

(i) 
the relevant authority; or 

(ii) 
a partnership of which the relevant authority is a member; or 

(iii) 
an employee of the relevant authority; or 

(iv) 
an member or employee of such a partnership. 

employee, in relation to a company, means a person: 

(a) 
who has been or is an employee of the company, whether remunerated by salary, wages, commission or otherwise; and 

(b) 
hose employment by the company commenced before the relevant date. 

excluded employee, in relation to a company, means: 

(a) 
an employee of the company who has been: 

(i) 
at any time during the period of 12 months ending on the relevant date; or 

(ii) 
at any time since the relevant date; 

or who is, a director of the company; 

(b) 
an employee of the company who has been: 

(i) 
at any time during the period of 12 months ending on the relevant date; or 

(ii) 
at any time since the relevant date; 

or who is, the spouse of an employee of the kind referred to in paragraph (a); or 

(c) 
an employee of the company who is a relative (other than a spouse) of an employee of the kind referred to in paragraph (a). 

non-priority day, in relation to an excluded employee of a company, means a day on which the employee was: 

(a) 
if paragraph (a) of the definition of excluded employee applies—a director of the company; or 

(b) 
if paragraph (b) of that definition applies—a spouse of an employee of the kind referred to in paragraph (a) of that definition; or 

(c) 
if paragraph (c) of that definition applies—a relative (other than a spouse) of an employee of the kind referred to in paragraph (a) of that definition; even if the day was more than 12 months before the relevant date.

official manager includes a deputy official manager. 

relevant authority, in relation to a company, means any of the following: 

(a) 
in any case—a liquidator or provisional liquidator of the company; 

(b) 
if the winding up began within 2 months after the end of a period of official management of the company—an official manager appointed for the purposes of the official management; 

(c) 
in any case—an administrator of the company, even if the administration ended before the winding up began; 

(d) 
in any case—an administrator of a deed of company arrangement executed by the company, even if the deed terminated before the winding up began. 

retrenchment payment, in relation to an employee of a company, means an amount payable by the company to the employee, by virtue of an industrial instrument, in respect of the termination of the employee's employment by the company, whether the amount becomes payable before, on or after the relevant date. 

spouse includes a de facto spouse. 

superannuation contribution, in relation to a company, means a contribution by the company to a fund for the purposes of making provision for, or obtaining, superannuation benefits for an employee of the company, or for dependants of such an employee. 


Section 560
Advances for company to make priority payments in respect of 
employees 

Where a payment has been made by a company on account of wages or of superannuation contributions (within the meaning of section 556), or in respect of leave of absence, or termination of employment, under an industrial instrument, being a payment made out of money advanced by a person for the purpose of making the payment, the person by whom the money was advanced has, in the winding up of the company, the same right of priority of payment in respect of the money so advanced and paid, but not exceeding the amount by which the sum in respect of which the person who received the payment would have been entitled to priority in the winding up has been diminished by reason of the payment, as the person who received the payment would have had if the payment had not been made. 


Section 561
Priority of employees' claims over floating charges

So far as the property of a company available for payment of creditors other than secured creditors is insufficient to meet payment of: 

(a) 
any debt referred to in paragraph 556(1)(e), (g) or (h); and 

(b) 
any amount that pursuant to subsection 558(3) or (4) is a cost of the winding up, being an amount that, if it had been payable on or before the relevant date, would have been a debt referred to in paragraph 556(1)(e), (g) or (h); and 

(c) 
any amount in respect of which a right of priority is given by section 560; 

payment of that debt or amount must be made in priority over the claims of a chargee in relation to a floating charge created by the company and may be made accordingly out of any property comprised in or subject to that charge. 
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