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AUSTRALIA’S INSOLVENCY LAWS

ACTU RECOMMENDATIONS

i. The onus in relation to an offence under section 566AB(1) should shift to the director to prove  the absence of the intention to avoid recovery of employee entitlements once it is proved that entitlements are owed and not paid and that the action complained of was the cause of the loss.


ii. Directors to have a responsibility not to trade when it is likely that the company will become insolvent.


iii. Consideration should be given to broadening the scope of directors’ duties beyond shareholders to employees, customers, suppliers and the community.


iv. Directors should be personally liable for unpaid employee entitlements.



v. The payment of employee entitlements should be given priority before secured creditors.


vi. Any transactions that are entered into in a six month period prior to the commencement of the priority changes should be subject to the new priorities rule where it can be shown, on the balance of probabilities, that a purpose of the transaction was to avoid the consequences of the new maximum priority rule.


vii. The Commonwealth should be entitled to recover from directors payments made by it to fulfil the company’s obligations to its employees.


viii. Any repayments to the Commonwealth to cover GEERS advances should not commence until all employee entitlements have been paid.

ix. Employers should be required to contribute employee entitlements to a trust fund, or to make other arrangements for guaranteeing security of entitlements, such as through bank guarantees, insurance bonds or charges over company assets.  This should be achieved through legislation, award variation or by agreement.


x. GEERS should be amended to include all employee entitlements, including superannuation, redundancy pay, untaken sick leave and rostered days off.


xi. There should be adoption of the principle that an employee entitlements scheme should be funded by employers, should provide payments to employees expeditiously and efficiently and should cover 100 per cent of entitlements.


xii. Employers should be required to provide details of provisions made for accrued and contingent employee entitlements within annual reports and, on request, to give audited reports of this information to employees and their unions.


xiii. Corporations law should be changed to ensure that the assets of related entities within a corporate group are pooled and made available to creditors of an insolvent company or companies. The prima facie position should be that the assets of related companies should be available for distribution.


xiv. A detailed plan for urgent implementation of the Cole recommendations on phoenix companies should be drawn up by the Government.


xv. Additional resources should be made available to the ATO and ASIC to combat phoenix company fraud.


xvi. The need for greater information sharing between the  ATO,  ASIC and state revenue authorities should be addressed. 


xvii. There should be significantly increased penalties for those found to have repeatedly made use of phoenix companies to avoid their obligations to employees, state revenue authorities and other creditors, including a lifetime disqualification in appropriate cases.


xviii. Provisions for directors’ personal liability and pooling of assets between related companies for the purpose of meeting employee entitlements and other debts should be applicable to phoenix companies.


INTRODUCTION

1. The ACTU welcomes the opportunity to make a submission to this very important inquiry.


2. Although many parties are affected by a company’s insolvency, including customers, suppliers, other creditors and shareholders, arguably it is employees who bear the greatest burden; first by losing their employment and consequently their livelihood and second, all too often, also losing their accrued entitlements.


3. As a result of a number of large corporate collapses in recent years, the ACTU and unions have campaigned hard for changes to the Corporations Act to better protect employees in these situations.


4. Unions have also campaigned for employer guarantees of employee entitlements, in particular through contributions being made to a trust fund established for that purpose.  The issue of  protection of employee entitlements has been at the core of a number of significant industrial disputes in manufacturing and other industries.


5. These campaigns have resulted in a number of employers agreeing to make provision for the protection of entitlements.  The Government has also responded with changes to the Corporations Act through the Corporations Law Amendment (Employee Entitlements) Act 2000, together with some limited guarantee of entitlements.  However, these measures have been quite inadequate.


6. As a result of these experiences, the ACTU wishes to comment on a number of issues raised by the inquiry’s terms of reference.



DIRECTORS’ DUTIES AND LIABILITIES

7. The ACTU submits that directors should take direct responsibility for ensuring that their company is in a position to pay employee entitlements in full when they fall due.  In order to ensure this, the law must contain clear and effective obligations, with significant penalties for breach.


8. Although some initiatives have been taken by the Government in this area, there is room for further strengthening of these provisions.

9. The Corporations Law Amendment (Employee Entitlements) Act 2000 amended the Corporations Act with the stated aim of :

“protect(ing) the entitlements of a company’s employees from agreements and transactions that are entered into with the intention of defeating the recovery of those entitlements.”

10. The new section 596AB(1) prohibits a person from entering into a relevant agreement or transaction with the intention or intentions that include:


· preventing the recovery of entitlements
 of employees of a company; or


· significantly reducing the amount of the entitlements of employees of a company that can be recovered.

11. In order to make out a prosecution under this provision, it is necessary to show that:


(i) the employees’ entitlements are owed and were not paid; and


(ii) that the action complained of was the cause of the loss; and


(iii) that the directors entered into the arrangement with the purpose of ensuring the payments would be unavailable to employees.

12. As the offence is a criminal one, a prosecutor  has to prove beyond reasonable doubt that a director or office holder intended to reduce or prevent the recovery of employee entitlements. In the circumstances of complex commercial transactions, establishing the existence of such an intention is extremely difficult. Proving that a director held the necessary authority and was the “directing mind and will” of the company will also be difficult.


13. It is submitted that once the first two elements of the offence have been made out:  that is, that entitlements are owed and not paid, and that the action complained of was the cause of the loss, the onus should move to the director to show that he or she did not have the relevant intention.


14. The Corporations Law Amendment (Employee Entitlement) Act 2000 also  amended subsection 588G(1A) to provide for the application of civil penalties and directors’ personal liability where an “uncommercial transaction” has been entered into. 


15. Section 596AC provides that a director who has contravened section 596AB is liable to pay compensation to a liquidator or to employees of the company. For the action to commence, the company must be in the process of being wound up and the employees must be capable of showing a loss directly flowing from the breach of that section of the Act.


16. Employees, because of limited financial and organisational resources, are not in a position to institute litigation for compensation, particularly when they have recently lost their jobs and substantial amounts of money through unpaid entitlements. The cost of litigation ensures that few proceedings are ever commenced. Liquidators are reluctant to risk returns to creditors or their own fees to pursue directors when the odds are stacked against them.


17. There is scope for further changes to the Corporations Act  to ensure a Court can order payment of compensation once it has found that a breach of section 596AB has occurred.


THE RIGHTS OF CREDITORS


18. The ACTU is concerned about the rights of all creditors in cases of corporate insolvency, particularly small business suppliers who may find themselves also driven into liquidation, with follow on consequences for their employees.


19. Employees have most at stake in insolvencies, because of the dual issues of loss of employment and of accrued entitlements.


20. It could also be said that the priority position of secured creditors is unfair to all other creditors, whether employees or suppliers, who are not in a position to demand security over assets to guarantee the company’s debts to them.


21. Although outside the scope of this submission, there are grounds to re-examine the law’s treatment of unsecured creditors generally in these cases, and to give consideration to changes to their rights and to the beneficiaries of directors’ duties on a broader basis, including to place directors’ responsibilities to employees, customers, suppliers and the community on an equal basis to their obligations to shareholders.



EMPLOYEE ENTITLEMENTS 


22. For the purposes of this discussion, employee entitlements are payments legally required to be paid by employers to employees if and when they fall due. 


23. The ACTU submits that a key legislative object should be to ensure that employees receive the entitlements owed to them by employers.


24. Employee entitlements are defined by subsection 596AA(2) of the Corporations Act to include wages, superannuation contributions, injury compensation payments, leave
 payments due from an industrial instrument
 (eg. long service leave, annual leave etc) and retrenchment payments, payable to an employee, his or her dependants or to a superannuation fund.


25. An entitlement to payment may arise via an award, a certified or common law agreement, or legislation, and may be due for payment under a number of circumstances, including termination.


26. Employee entitlements comprise accrued entitlements and other entitlements which are contingent on an event, such as termination in the event of redundancy payments. These are:

· Unpaid superannuation contributions, to be paid to the relevant superannuation fund and subsequently paid in accordance with the relevant fund’s trust deed and  legislation.


· Unpaid wages (including unpaid rostered and accrued days off), annual leave and long service leave owing and unused sick leave payable on termination (where provided for by a certified agreement).  These entitlements are   classified as accrued liabilities and are payable by the employer to the employee in certain circumstances including termination, voluntary or otherwise.

· Payment in lieu of notice being given by the employer and redundancy payments are payable only if certain events occur and, as such, are contingent liabilities.

 Scope of the issue of unpaid entitlements


27. There is no mechanism to measure accurately the actual level of employee entitlements due and unpaid to employees. 


28. Importantly, there is no process for assessing the loss to employees when small companies simply cease to trade and in due course wind up a business without declaring unpaid employee entitlements as an unpaid debt.


29. The ability of companies to move assets and employees from one legal entity to another, for legitimate or other purposes, further complicates the process of calculating the full loss to the community flowing from the non-payment of employee entitlements. Estimates of approximately 19,000 employees losing between $100 and $464 million per annum have been made.
 The Australian Securities and Investments Commission reports
 in the calender year 2002, 10,220 companies made insolvency appointments, 6,208 of them declared insolvent for the first time.


30. The loss of entitlements affects not only the individual worker. The loss impacts on families and the community as a whole. Many workers who fail to receive their entitlements are unlikely to find comparable alternative employment, due to age or lack of transferable skills.

Recent developments

31. Apart from the changes to the Corporations Act discussed above, there have been two other significant developments.  The first was a Government commitment to provide a “super” preference to employees in the event of their employer’s insolvency; the second  was the introduction of a new employee entitlement scheme, GEERS.


SUPER PREFERENCE FOR EMPLOYEE CREDITORS  


32. Following the collapse of OneTel, HIH and Ansett, and in the lead-up to a federal election, the Government announced its intention to amend the Corporations Act to vary the order of priority of payment to creditors in the case of insolvency in order to place employees before secured creditors.



33. Nearly two years after making this announcement, the Government has provided only minimal details of its proposals for change and has failed to produce any proposed legislation. What is clear is that, despite its earlier commitments, the current changes proposed do not extend to redundancy pay and it is uncertain whether other employee entitlements will be provided with maximum preference.


34. Further, the Government appears to be seeking changes only to the extent necessary to ensure its payments to insolvent companies pursuant to the GEERS are paid prior to payments to secured creditors. Effectively, the government is attempting to cover its exposure under GEERS by placing itself in front of the employees to the extent of any monies loaned to a company in external administration.

Current priority arrangements


35. Currently, in the event of liquidation, the Corporations Act provides for the repayment of monies to secured creditors in first instance
. Assets encumbered by charges or mortgages or other forms of fixed security are available for distribution to employees and other unsecured creditors only after the specific secured debt has been repaid. 


36. Employee creditors have a priority over other unsecured creditors for the payment of unpaid wages, superannuation contributions, workers’ compensation payments, leave entitlements, including pay in lieu of notice, and retrenchment payments made under an industrial instrument.


37. In the event that the realisation of unsecured assets is insufficient to discharge the debt owed to employees, they will also have priority of payment from assets that are subject to a floating charge, with the exception that retrenchment payments are not paid before a floating charge.

Change the priority ranking order


38. The ACTU believes that the positioning of employee creditors before secured creditors is justified as it is the employees who are least able to bear the burden of company collapses, are least able to position themselves to avoid loss and have no control over how monies that would be otherwise used to pay their entitlements are utilised by their employer.


39. Employees are not in a position to build into their charges a risk premium, nor is income protection insurance affordable to most employees
. Employees cannot spread their risk or readily absorb the cost of the loss of their entitlements, particularly when associated with a total halt in income. If employees were businesses they would immediately become insolvent when their employing company becomes insolvent. A significant difference is that employees are far less likely to rise like a phoenix from the ashes.


40. The Australian Institute of Company Directors is supportive of a change in priority to place employee creditors before secured creditors.  The AICD argues that  while the “super” preference may have some adverse consequences with regard to capital raising, companies and their financiers would adjust to the proposal over time; it would also introduce greater discipline into bank lending and credit practices.



41. Most employees rightly see their accrued entitlements and redundancy payments as belonging to them; that is, payments which are due on termination and/or redundancy. Unions correctly point out that, in many cases, employees have struck an enterprise bargaining agreement with their employer that trades benefits or future wage increases for improved payments in the event of redundancy. It is only fair that this bargain be adhered to.

Priority for GEERS

42. On 11 September 2001 the Federal Government extended the operation of its employee entitlement protection scheme through the introduction of the General Employee Entitlements and Redundancy Scheme (GEERS)
. GEERS replaced the Employee Entitlements Support Scheme (EESS)
 which continues to apply to terminations occurring prior to 11 September 2001.


43. GEERS is an administratively based scheme that is fully funded by the Commonwealth; it operates as a taxpayer-funded advance in the event of insolvency where there are insufficient funds available to meet the employer’s obligation to its employees. The scheme operates on the basis that the employer remains liable for the payment of employee entitlements. Under the schemes, employers remain liable for the payment of their employees' full entitlements.
 However, taxpayer funded payments can be made under these schemes as an advance, where there are insufficient funds available from an insolvent employer.


44. EESS and GEERS are safety net schemes;  an advance under the schemes is only available when there are no other funds available to the company or the insolvency practitioner to meet outstanding employee entitlements. The schemes are not top-up schemes and they do not guarantee full payment of employee entitlements. The onus remains with the employer to ensure that employee entitlements are secured.


45. GEERS was introduced at the same time as a scheme in response to the collapse of Ansett Airlines and the loss of 16,000 jobs. The Special Employee Entitlement Scheme for Ansett Group Employees (SEESA) mirrors GEERS with the exception that there is no maximum salary cap on entitlements.


46. There are a number of significant deficiencies in the GEERS scheme.  These include:


· Many employees are unable to claim because, although their employer has closed down operations, a liquidator or administrator has not been appointed;


· It does not include superannuation;


· It does not cover the total of employees’ redundancy entitlements and, in the case of NSW, does not cover the entirety of employees’ redundancy entitlements under state awards;


· It does not cover entitlements such as untaken RDOs, untaken accrued sick leave or unremitted employee deductions for union fees, health funds and so on;


· There are long delays in processing claims;


· As an administrative scheme, GEERS is subject to limited scrutiny or review of its operations, administrations and decisions. 


47. As GEERS is, effectively, a loan to insolvent companies, to be paid back should there be sufficient funds, the Commonwealth requires an undertaking from liquidators that the Commonwealth stands in the shoes of the employees to the extent of the monies advanced.


48.  Under current priority arrangements, the Commonwealth as a creditor will fall behind secured creditors and in front of employees to the extent of the GEERS advance. Changing the order of priority ensures that the Commonwealth’s loan to cover basic employee entitlements is repaid before secured creditors.


49. The proposal to change priorities is limited to the extent of the Commonwealth’s liability. Where employee creditors are owed amounts in excess of the payments available under GEERS, these amounts will only be paid in the event there are sufficient funds following the repayment of the Commonwealth loan and after secured creditors’ interests have been accommodated.


50. The Government’s intention is that the “maximum priority” would apply to property that becomes subject to a fixed charge after the commencement of amending legislation. It is the view of the ACTU that any transactions that are entered into in a six month period prior to the commencement of the priority changes should be subject to the new priorities rule where it can be shown, on the balance of probabilities, that a purpose of the transaction was to avoid the consequences of the new maximum priority rule.


51. It is the view of the ACTU that the maximum priority rule should apply to all employee entitlements legally owed by an employer to an employee. The limitation of the priority to the extent of the Commonwealth’s liability under GEERS has no justification.


52. Further, the ACTU submits that any repayments to the Commonwealth to cover GEERS advances should not commence until all employee entitlements have been repaid, including unpaid superannuation payments.


53. Uncertainty surrounds the respective rights of employees and the Commonwealth as creditors in the context of advances made via GEERS. Does the Commonwealth as a creditor replace in part or full the rights of employee creditors at creditors’ meetings and is the Commonwealth in its position as creditor capable of exercising rights, if any, to the detriment of employee or other creditors via a Deed of Company Arrangement? These are matters that require further attention and discussion.

Cost of capital


54. Financial institutions argue that the introduction of a maximum priority rule will increase the cost of and/or reduce the level of borrowings made available to business. This, they argue, will lead to higher business costs, less investment and will ultimately be detrimental to employees through reduced job security and a loss of jobs.


55. It is possible that where the level of security available is restricted, the cost of or access to capital will increase.  Lenders do not wish to place their borrowing at risk and will increase the cost of capital or reduce the level of borrowing available to certain companies. The greater the level of employee entitlements owed in the event of an insolvency, the greater the risk. Lenders wish to protect their entitlements and seek to ensure payment.


56. Employees are in a similar situation. The very real difference is that employees have no choice but to lend their entitlements to their employer to be used as working capital and are not in a position to protect their loan.


57. While the proposed maximum preference for employee creditors may have some adverse implications with regard to capital raising, the ACTU agrees with Australian Institute of Company Directors that companies and their lenders would adjust to the proposal over time and that it would also introduce greater discipline into bank lending and credit practices.


58. Maximum priority for employee creditors would provide a clear incentive to stakeholders to ensure the highest standards of corporate governance which, in turn, would be likely to reduce the degree of poor management and reckless decision-making which can lead to insolvency.

SUPPLY OF INFORMATION TO EMPLOYEES

59. Employees have a personal and financial investment in the company which employs them. Where a financial institution invests in a company through extending credit, information on its financial strength is sought and given. Employee investors should be entitled to similar information.


60. Where an employer holds the accrued entitlements of employees, they do so on trust and have an obligation to ensure provision is made to ensure payments are made when they fall due.


61. Employees are often the last to know a company is in financial difficulty. Unfortunately there is clear evidence that many employers are not forthcoming when employees or unions request information on the financial state of a company. Where information is obtained it is usually too little too late, as the company has been trading past the point where employees can take action to protect their entitlements.


62. Employees and their unions should be entitled to request audited financial reports on a regular basis, with reports providing details on the level of accrued and contingent employee liabilities and the provisions, if any, made for payment of those entitlements.


63. Employers should also be required to provide details of provisions made for accrued and contingent employee entitlements within annual reports. The reporting of any provisioning for employee entitlements should provide a basis for any assertion that adequate provisioning has been made and at the same time be accessible to employees.


64. Where directors and or company officers have asserted that there is adequate provisioning for employee entitlements and the company thereafter becomes insolvent and, on the realisation of assets, employee entitlements are not paid in full, the company’s directors and officers should be personally liable. The onus should be placed on the company’s directors and responsible officers to demonstrate that their earlier assertions where not made recklessly without reasonable foundation and with due diligence.

RELATED ENTITIES AND POOLING

65. Corporations law should be changed to ensure that the assets of related entities within a corporate group be pooled and made available to creditors of an insolvent company or companies.
 The prima facie position should be that the assets of related companies should be available for distribution.


66. Where the assets of related companies are not available to creditors, inequitable results may follow and the door is open for the undermining of all priority arrangements.


67. The introduction of a maximum priority rule in favour of employees with a statutory employee entitlement scheme in place will be a significant inducement to restructure businesses to separate the assets into a different entity to that which employs. While such activities should be prohibited by s566AB(1), any such temptation will be reduced or eliminated where pooling is available.

PHOENIX COMPANIES

68. A phoenix company is one controlled by parties related to directors and managers of another company which has become insolvent and failed to meet its debts, including employee entitlements.  In these circumstances, the new company has risen, like the phoenix from the ashes, with the same or related directors, in the same business and frequently using the same assets, but free of the debts owed by the earlier corporate entity.


69. The use of phoenix companies to avoid payment of award or agreement obligations to employees (along with tax, workers’ compensation payments and other debts) is common in a number of  industries, including building, clothing and meat.


70. It is common for those involved in phoenix companies to do so repeatedly, mostly in the building industry.  In its submissions to the Cole Royal Commission into the Building and Construction Industry, the ATO  said that 85 per cent of the 400 cases it has finalised relate to that industry.


71. The Royal Commission considered the efforts made by the ATO, ASIC and other bodies to combat the use of phoenix companies and made the following recommendations in relation to the building and construction industry:

· Define fraudulent conduct related to use of phoenix companies;


· Define the respective separate responsibilities of the ATO and ASIC, in particular, in combating fraudulent  phoenix company activity;


· Provide these agencies with sufficient resources to combat fraudulent phoenix company activity;


· Convene a working party of ATO, ASIC, State and Territory revenue authorities and the Privacy Commissioner to address legislative amendments to permit exchange of information which may assist in the detection of fraudulent phoenix company activity.


· Implementation by ASIC of measures to check whether directors have previously been declared bankrupt.


· ASIC to check that directors who are disqualified after declaring bankruptcy are replaced.


· The Commonwealth to consider increasing penalties.


· The Commonwealth to consider amending the Corporations Act to provide for disqualification of a director who has been an officer of a corporation that has been wound up and been the subject of a liquidator’s report.


72. The ACTU notes these recommendations, which are far less specific than those made by the Commission relating to union rights and obligations.  Nevertheless, the ACTU supports any initiatives to address this problem, and submits that the Government should prepare, as a matter of urgency, a detailed implementation plan. The ACTU also submits that these efforts should not be confined to the building and construction industry, although this was the subject of the Cole Commission.


73. The recommendations relating to increased resources to the ATO and ASIC, and greater information sharing, need to be acted on without delay.


74. In particular, the  ACTU calls for significantly increased penalties for those found to have repeatedly made use of phoenix companies to avoid their obligations to employees, state revenue authorities and other creditors.  These penalties should include a lifetime disqualification in appropriate cases.


75. The recommendations made above, concerning directors’ personal liability and pooling of assets between related companies for the purpose of meeting employee entitlements are also applicable to phoenix companies.


� Entitlements as dealt with in s556 of the Act.


� Leave is defined in s9 of the Corporations Law to mean long service leave, extended leave, recreation leave, annual leave, sick leave or any other form of leave of absence from employment.


� Section 556(1) Corporations Act 2001. An industrial instrument is defined in s9 of the Corporations Law to mean a contract of employment or a law, award or determination or agreement relating to the terms and conditions of employment.


� Tony Abbot, Employee Entitlements Support Scheme – Year One Activity Report (2001) Department of Employment and Workplace Relations.


� http://www.asic.gov.au/asic/


� Behind insolvency practitioners and court ordered costs.


� Following the payment of the insolvency practitioner’s expenses and liabilities.


� In any event, most income protection schemes have limited or no coverage where the employer becomes insolvent.


� Warburton, D. and Dunlop, I. 2000, Working without a safety net, Australian Institute of Company Directors Policy Paper, www.company directors.com.au/polsub/pol01.html (accessed 17 October 2002)


� GEERS provides for unpaid wages, accrued annual leave, payment in lieu of notice, long service leave and up to 8 weeks redundancy pay. The maximum payment is capped at an annual salary of $81,500. A weeks pay is calculated as payment for a normal weeks work or the average pay received over the 12 weeks worked prior to termination.


� EESS provides for a maximum of 4 weeks each of unpaid wages, annual leave and redundancy payments; maximum of 5 weeks payment in lieu of notice and a maximum of 12 weeks long service leave. Applicable salary is capped at $39,999.36 per annum with a maximum total payment to each employee of $20,000.


� The Commonwealth Government pays GEERS funds to the insolvent business as an advance on the following  terms. In the event of liquidation, the Commonwealth would be a priority creditor under section 560 of the Corporations Act 2001 (the Act) to the extent of the amount that it has advanced; 





If a Deed of Company Arrangement is proposed and the creditors vote for a deed rather than for the company to be wound up, the deed would include the priorities of subsection 556(1) of the Act in relation to the entitlements to be paid to employees. Further, in relations to its advances for payments of employee entitlements, the Commonwealth would require that any deed that is presented to the creditors for their consideration, provide for the same priority as the Commonwealth would receive under section 560 of the Act in relation to such an advance under a winding up. If at the end of the administration the company is restored to the directors (other than pursuant to a Deed of Company Arrangement) and continues to trade, the loan, which the Commonwealth has advanced, would be repaid within 4 weeks of the end of the administration.


� The Australian Law Reform Commission’s General Insolvency Inquiry, AGPS 1988. The ‘Harmer Report’,  recommended that courts be given a wide discretion to order related entities to be liable for part or all of the amounts claimed against an insolvent company.
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