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1.
Nature of submission

This submission for the Joint Committee Inquiring into Australian Corporate Insolvency Law does not purport to represent the view of the firm Lucas & Currie, however, are my personal views.

Having worked in the corporate insolvency area for over 20 years, I feel that I am in a position to make this submission to the Joint Committee.  In my view, my recommendations would enhance the corporate insolvency system, which, on balance, deals fairly with the difficult task of administering insolvent companies and the respective rights and obligations of directors, shareholders, the different classes of creditors and the public.

This submission is set out under the Terms of Reference of the Joint Committee.

2.
The appointment, removal and functions of Administrators and Liquidators

2.1
Appointment of Administrators and Liquidators
Overall, I do not feel there needs to be any major change in the method of appointing Administrators and Liquidators.  With respect to the appointment of Administrators by directors, there is often comment made by various parties that this leads to what might be described as “friendly appointments” by directors.  I note that the Australian Taxation Office in their submission express concern that public confidence in the Voluntary Administration (VA) process may be undermined by a perceived absence of impartiality and has advocated the consideration of a roster system for the appointment of Administrators on a random basis.  

I do not believe that such a roster system would be in the best interest of all parties concerned.  Such a system would, in my view, be anti-competitive, as it would not allow the marketplace to adequately consider who are the best Administrators to be used to administer insolvent companies.  Furthermore, a roster system would become very complicated when one tries to distinguish between complex, large administrations as opposed to some smaller administrations.  The reality is that not all firms are capable of handling VAs of large public companies, while, on the otherhand, large firms may not be as efficient and cost effective in handling the VA of small to medium size enterprises.  

The purpose of the VA process is to be a fast and efficient manner of allowing a company in financial difficulties to seek the protection of the VA process in its endeavours to try to continue to operate.  In reality, there should be no better party to appreciate the company’s financial difficulties than its directors.  To remove or hinder their decision making process would be counterproductive to the objectives of Part 5.3A of the Corporations Act (“the Act”).  

Some people have suggested that creditors should have some right to appoint Administrators.  I think this in practice would be difficult, as there would need to be some mechanisms to prevent creditors trying to flex their corporate muscle by threatening companies with the appointment of an Administrator, and I believe this would only generate even more litigation and become an ineffective mechanism for moving companies into VA.

ASIC is currently running a program of monitoring the financial positions of various companies to determine if they are insolvent.  There is possibly a case for ASIC having the power to appoint Administrators where their enquiries have identified companies that are insolvent or on the very brink of insolvency.

The independence of Administrators by the fact that they have been appointed by the Directors always been issued. It is important that Administrators take their positions of independence very seriously and ensure that their conduct clearly demonstrates their impartiality.  

The IPAA has recently issued a Statement of Best Practice in respect of Administrators’ independence, which comes into effect from 1 July 2003.  Part of that statement is the requirement for Administrators in their first report to creditors to disclose their previous involvement with the company and major creditors etc.  I believe this should be added to the regulations such that if the previous involvement it is not disclosed or fully disclosed, then it gives powers to ASIC to take appropriate steps against the particular Administrator.  Furthermore, I think the Statement of Best Practice should go further through discussions between the IPAA, the Law Council of Australia, and ASIC, and give some quite specific examples of where they believe the Administrator’s independence may be in question, and these examples could be included in the Statement of Best Practice as a guideline for Insolvency Practitioners.  

I do not believe that there is any need to change the method of appointing Liquidators.

2.2 Removal of Administrators and Liquidators

Overall, I do not believe there is generally any need to change the process for the removal of Administrators and Liquidators, except as stated below:-

(a) It is my view that creditors should have the right at the second meeting, if the company is placed into Liquidation, to change the Liquidator should they consider there are grounds for doing so.

(b) To make the removal of Liquidators a very simple process may only result in insolvency practitioners lobbying creditors to try to remove their competitors in larger administrations, which may not be in the best interest of the efficient Administration of insolvent companies.

2.3
Conflicting Administrations

There has been great concern over a period of time as to the use of a VA as a fast track to Liquidation.  In particular, the last minute appointment of Administrators before a winding up application is to be heard.  

It is my view that once a winding up application has been filed, then a Voluntary Administrator should only be able to be appointed with leave of the Court.  If the directors, or in some cases a secured creditor, wishes to appoint a Voluntary Administrator after a winding up application has been filed, then they should be required to approach the Court and point out to the Court why it is in the best interest of all parties that an Administrator be appointed rather than a winding up application heard.  I would suggest that in such an application the Court should also, therefore, have the discretion if at first not satisfied that an Administrator should be appointed, to appoint, of its own volition, a Provisional Liquidator, who could then quickly report back to the Court if necessary.  Such a process would mean that directors would have to seriously think before appointing an Administrator as to whether it is the correct step or whether they should allow the company to enter into Liquidation through the Court system.

Often VA appointments are made as a result of the Australian Taxation Office issuing Director Penalty Notices, with the expiry of that notice prior to the hearing of the winding up application.  This Notice forces the directors to make the appointment so as to avoid any personal liability for the unpaid tax.  It would be appropriate in these circumstances to have the Tax Act amended such that the 14 day period can be extended if there is an application before the Court for the appointment of an Administrator for leave to proceed to appoint an Administrator.  

2.4
Functions of Administrators and Liquidators

There has often been concern expressed as to the adequacy of information supplied to creditors in considering the future of the company at a second meeting of creditors.  Part of the difficulty that is caused in preparing this report is the very tight timeframe set out in the Act.  This often leads to a situation where investigations by an Administrator are incomplete or the Administrator has not received sufficient information to make adequate comment, particularly in relation to insolvent trading and what personal assets a director may have to meet any judgment in that respect.  It is my view regulations should be introduced to provide some guidance to creditors and administrators as to the minimum level of information required.  The development of a basic checklist of relevant information would be useful to all parties.  However, the basic flaw with most reports is the timeframes in which to produce the reports.  I comment further on this matter below in Section 2.5.

2.5 Timing of meetings

The VA process was designed to be a fast process of reviewing a company’s position.  The timeframes as set out in the Act now are extremely tight and are often difficult to achieve.  There is no doubt that a fundamental objective of the VA provisions is the speed.  

Having conducted numerous Administrations, this tight time frame is particularly the case when a company is trading and a Deed of Company Arrangement (DOCA) is proposed.  In a large number of cases this leads to either applications to the Court for the extension of convening periods, often for periods of 3 to 5 weeks or even longer, or seeking creditors to adjourn the second meeting for up to the maximum 60 days, as allowed in the Act.  I do not have any statistical information on how many companies that go into VA and ultimately DOCAs proposed have had either extensions of the convening period or adjourned meetings but suspect that this may occur in the majority of cases.  It is my experience that this is a regular occurrence.  It is often the case when an Administrator needs further time to properly investigate matters and to also work through what might be a successful proposed DOCA by negotiating with various parties.

It is my view that the VA regime should be altered to realise the commercial reality that time constraints are too tight.

It would be my submission that the VA be extended from the current 28 days (35 days for Easter and Christmas periods) to a period of 60 days.  I think the first meeting should be called after 10 business days instead of 5 business days, thus giving an appropriate extension of the notice period to 5 days.  I would also suggest that the directors or any other parties wishing to propose a DOCA should be required to give notice in writing to the Administrator of their intention to propose a DOCA within, say, 25 days of the appointment of the Administrator.  If no such notice is provided to the Administrator, he/she is then at liberty to call the second meeting early so as to move the company swiftly into liquidation.  If the Administrator receives the notice of intention to enter into a DOCA, then the timeframe allows him further time to properly investigate and to report to creditors adequately on the proposed  DOCA.  It also allows the Administrator time to seek legal advice in respect to matters he is investigating.

Should a party interested in proposing a DOCA do so after the intended timeframe, then, if a second meeting has been called early, that party should be required to provide security to cover the cost of adjourning the meeting and must do so prior to the second meeting being heard.  

I would propose that the ability of creditors to adjourn the meeting for a period of up to 60 days be allowed, hence allowing time for further negotiation as to the terms of the DOCA.  Furthermore, the ability to apply to the Court to extend the convening period in complex matters such as Ansett and Pasminco, is also appropriate.  

2.6 Other aspects of the role of Administrators and Liquidators

I would submit, the requirement under Section 438D to report to ASIC should be a mandatory provision rather than a somewhat discretionary provision, subject to what the Administrator uncovers in his investigations.  Often these reports are not lodged because the company would be going into Liquidation and the timeframes are such that the Administrators have not, at the time the company is placed into Liquidation, been able to prepare and lodge the report.  The extended timeframe as suggested in 2.5 above would give more time for Administrators to adequately complete their obligations under Section 438D.  

One of the failings in VAs is the inadequacy to protect the business once an Administrator is appointed.  There is a series of restrictions on creditors on the appointment of an Administrator in regard to hiring of equipment to the company, retention of title creditors and lessors are restricted in their ability to reclaim their goods.  There are restrictions on secured creditors acting on their security after the decision period.  These processes are all aimed at trying to allow the Administrator time to adequately review the company’s business to try to achieve the objectives of Part 5.3A.  

There is, however, no protection on the revenue side.  Often companies that are involved in contracts, be it in the building industry or service contracts, etc., an Administrator finds, before he has adequate opportunity to try to continue to operate those contracts or to seek a sale of assignment of relevant contracts, that the contracts are terminated by the principals.  Furthermore, in a number of different industries, the various State licensing regimes makes it impossible to continue to try to operate the business or to allow a proper restructuring of it under a DOCA because the company’s licence will be suspended or cancelled as a result of the appointment of an Administrator.

It is my submission that there should be a moratorium period, of say 10 business days, where principals cannot terminate contracts, to allow the VA process to properly operate and to allow Administrators the chance to demonstrate their ability to complete contracts or to assign those contracts to parties to maintain value for the benefit of creditors.  Often, particularly in the building industry, contracts will be terminated and there is no protection for creditors.  The builders say that the cost to complete is far greater than any monies owing, without adequately demonstrating that they have really tried to mitigate their loss, and creditors are the ones who suffer.  Similarly, the licensing regimes in some States and in some industries effectively prevent companies being able to trade out.  This is particularly true in the building industry.

Such a situation often leads to directors being in a dilemma if they try to appoint an Administrator.  The directors know their business will not be able to trade out, yet they know that the company is insolvent.  Directors, therefore, often ignore their proper corporate duty to appoint an Administrator because they know they have no chance of survival once a VA has been appointed, so they will take the risk of trading whilst insolvent, hoping they can trade out informally without the formal VA appointment.  

2.7 Assetless Administrations

It is a difficult situation and a regular occurrence where companies are placed into Liquidation through the Courts and there are no assets or minimal assets to pay the cost of the Administration.  Invariably, this leads to a lower level of investigation into the company’s affairs.  For a clever director who wants to abuse the system, and leave a company with no assets, minimises the investigations and may well be a good way to avoid paying creditors and detection of possible breaches of the Act. 

In my submission, it is essential if we want to have an efficient insolvency regime, that the assetless company’s affairs should also be properly investigated.  In my view, that is long overdue in Australian insolvency regimes that an assetless company fund be established.  I submit, every company, on incorporation, should be required to pay either a bond or a cash deposit to ASIC, which would be held in trust in the event of the company going into VA or Liquidation.  I would suggest that maybe a 3 or 4 tier approach be conducted.  For a small company, a bond of, say, $5,000 should be established.  One of the issues in an annual return should be the size of the company.  The bond should be doubled to $10,000 once the company’s annual turnover has reached in excess of $1 million.  This should be further increased once a company’s turnover has, say, reached over $10 million to, say, $25,000.  Furthermore, if a company is a public company, be it unlisted or listed, then maybe the threshold amount should be, say, $25,000 for a company with a turnover of less than $10 million, to, say, $50,000 for a company in excess of that amount.  When a company goes into VA or Liquidation the Insolvency Practitioner can then call on these funds.  The Bond or Deposit should not be capable of being charged.  The bond or deposit would be refunded on deregistration of the company.

2.8
The distinction between Registered and Official Liquidators

It seems to me pointless to make this distinction between Registered and Official Liquidators.  One can be registered as a Liquidator for one day and have the capacity to take on the VA of a large public company, yet has to wait at least 2 years to become an Official Liquidator to be appointed by the Court to an assetless company that has not traded for a number of years.  The distinction between the two classes of Liquidators I think has long outweighed its usefulness, and therefore there should be just one class of Liquidator.  

3.
Duty of Directors

3.1
Directors’ obligations

I believe the Corporations Act deals fairly well with the duties of directors in respect of their obligations.  The one addition I would make is to clearly outline in the legislation that directors have an obligation once they become concerned as to the company’s financial position to consider the interests of creditors.

3.2 Directors’ reports

The penalty provisions in relation to directors failing to lodge reports with Liquidators and Administrators should be tightened.  Often the reports that are obtained are far from adequate.  Both the Liquidators/Administrators and ASIC should have the power to reject a report if they believe it to be inadequate, and seek further information.  Often directors discharge their obligations by simply writing down on a Report as to Affairs “unknown” as to all the assets and liabilities, and, strictly speaking, they have fulfilled their duty.  This is clearly an abuse of the system.  

3.3
Insolvent trading

One of the difficulties in respect to corporate insolvency is establishing insolvency.  It is a complex process to determine whether a company can meet its debts as and when they fall due.  There are conflicting judicial decisions as to whether entering into repayment programs with creditors has the effect of making debts not due and payable, which makes it complex for Administrators and Liquidators in looking at the issue of insolvent trading.  

It is my submission that the Act needs to be amended to make the task easier for Liquidators and Administrators to establish insolvency.  More presumptive tests and the switching of the onus of proof to directors would be beneficial.  It is also my submission that a company that has failed to remit its GST or PAYG tax in two successive periods, or to fail to meet superannuation payments in two successive quarters (as will be required after 1 July 2003), it should be presumed that that company is insolvent and the onus then should be on the directors to establish that they were able to pay those debts but chose not to.  If this were the case, then the Tax Office would have a very clear right to pursue the directors for failing to meet their obligations under the Income Tax Assessment Act.  

Simplifying the test to prove insolvency would have an enormously beneficial effect on corporate insolvency in Australia, and would significantly reduce the cost of administrations as the cost of reconstructing books and records can be extremely high.  Currently, as it is a complex area, the cost of litigation is greatly increased.  This often prevents Administrators and Liquidators seriously looking at pursuing insolvent trading actions.  By simplifying the requirement of what establishes insolvency would invariably lead to more insolvent trading actions being taken and more success in this regard.  Hopefully, the deterrent effect of the publicity of successful insolvent trading actions would also result in people considering their position more carefully.

3.4
Voidable transactions

In respect of voidable transactions, particularly undue preferences, the need to prove insolvency I think is often difficult.  I would submit that the removal of having to establish that a creditor should have been aware of the insolvency of the company in respect of preferential payments greatly benefits all creditors.  Often creditors will go to elaborate lengths to try to cover their tracks to make it difficult for Liquidators to establish a balance of probability that the creditor was aware of the company’s financial difficulties.  Removing the obligation from the Liquidator to establish that, would only assist the insolvency regime and the fairness to all creditors.

4.
Rights of creditors

4.1 Voting at meetings

The use of a casting vote by Administrators/Liquidators is a difficult decision that Insolvency Practitioners have to face.  The IPAA issued guidelines suggesting that in using a casting vote one should primarily look at the dollar value.  In some cases the dollar value is not necessarily the most appropriate way when the dollar value relates to related parties or one particular creditor who has a particularly biased point of view.  It may, in those cases, not be in the best interest of all creditors to go with the dollars but rather the numbers.  Accordingly, I do not believe that one can legislate how a casting vote should be used.  It may be appropriate to set out a series of guidelines, either in a statement of best practice by the IPAA or in the regulations, to offer assistance to Liquidators and Administrators on how to exercise their casting vote.  A number of scenarios suggesting what would be in the best interest of creditors would be of assistance.  Clearly, where there is a deadlock, there needs to be a system of resolving the deadlock and I cannot see any better way than the casting vote.  In looking at this issue, you can look at the process under Part X of the Bankruptcy Act where it needs a special resolution of 75% in dollar value and a majority in number of creditors voting for a resolution.  Quite often in Part X meetings no resolution is passed because both criteria cannot be achieved.  The Bankruptcy Act has no casting vote and that often leads to an unsatisfactory outcome for the meeting.

4.2
Merger of personal and corporate insolvency law

There may well be benefits in merging the two under the one Act, but it would only work if there was an appropriate Court system to deal specially with insolvency law as opposed to the current legal framework.

4.3
New form of Administration

I do not believe that Australian insolvency law needs a debtor in possession rescue model in the lines similar to Chapter 11 of the US Bankruptcy Code.  It is often the directors who have plummeted the company into difficulty.  To leave them in control while the creditors consider a restructuring of the business affairs seems to me to be counterproductive. 

The current system, if used properly and wisely with the suggested changes I have submitted, creates a far better process than Chapter 11.

4.4
Corporate groups

I think there is merit in looking at amending the legislation to allow Administrators to seek contributions from other related entities to assist with the cost of the Administration, dividends to creditors and payment of employee entitlements.

5.
Cost of external Administration

There is great debate as to how Administrators and Liquidators should be remunerated.  Creditors are quite often hostile as to the rates that are charged, and it must be admitted that those rates are reflective of the often assetless jobs Administrators and Liquidators have to deal with, where all their time is written off.  

It is unfortunate that the common method of remuneration is based on a time spent basis.  It can be said that this often leads to inefficiency and may be described as a reward for “slow thinking”.  The difficulty Administrators and Liquidators have is justifying their time as having been efficiently spent on the Administration, where the more time spent the more the remuneration, where perhaps someone more efficient produces a cheaper result.  In an ideal market, creditors would realise who are the efficient and best operators and reward them by giving them more work.  Unfortunately, we do not work in an ideal market, and that is not always evidenced by who receives work.  Other methods of remuneration also have their failings.

What I think is important is that there is adequate disclosure of the quantum of remuneration, the calculation of that remuneration, and the nature of work that has been performed.  It is my view that at any meeting where the remuneration is to be considered retrospectively, that the notice of that remuneration should include the calculation of that remuneration and a detailed description of the work performed for the period.  This should be legislated such that if the resolution is passed without that information having been provided, then the resolution is deemed to be void.

We need to promote transparency within the remuneration process.  Furthermore, it should also be mandatory that the report or the notice seeking approval of remuneration sets out the rights of creditors to have the remuneration reviewed.

6.
Treatment of employee entitlements

Overall, I believe there is adequate protection for employees under the current arrangements.

I do not believe that there is any need to increase the priority of employee entitlements ahead of all secured creditors.  Economically, I think this would be disastrous and extremely complex, and may lead to artificial lending arrangements to avoid those provisions.

I would suggest the Government should consider extending the GEERS scheme to cover superannuation entitlements of employees up to the statutory requirements of 9%.  The Government have, through their superannuation guarantee legislation, been working towards more retirees being self funded.  To have a Government scheme to protect the employee entitlements and fail to protect their entitlements for superannuation seems to be a contradiction to their policy of trying to promote self funded retirees.

I believe that group companies should be required to contribute to the employee entitlements of insolvent companies.

7.
Reporting and subsequent breaches of the Corporations Act

This is a difficult area as Liquidators have, and Receivers and Administrators often reported what they believe to be, quite serious breaches of the Corporations Act to the regulator, only to receive the response that due to the lack of resources and the number of complaints received not all matters can be investigated and therefore no further action will be taken.  While appreciating the difficult position that the regulator is currently in through lack of resources although boosted in recent budgets, there needs to be far greater emphasis on trying to pursue more matters.  In particular, in respect of small to medium enterprises, a greater emphasis in trying to pursue directors to improve corporate governance may have a far more deterrent effect than just looking at the large public company failures.  More liaison with the industry and the regulator as to what matters the regulator will pursue may improve the reporting requirements, thus promoting better corporate governance.

8. Compliance with and effectiveness of Deeds of Company Arrangement (DOCA)

It is my view and our practice in how Administrations are handled to clearly outline the proposed DOCA.  If at all possible, we will table a Draft DOCA at a meeting of creditors.  This is quite often not possible because the proposal is only received a day or two before the report is issued to creditors.  As outlined in Section 2.5, an extended timeframe for the VA process would greatly improve the prospects of adequate disclosure of the terms of the DOCA.  It may be prudent for directors or parties tabling a DOCA to do so in draft form, which can then be attached to the report to creditors, together with the Administrator’s comments and suggested amendments.  This could be achieved by making a requirement that the DOCA be provided to the Administrator at least 5 days prior to his report being issued and, if not, then the proposer must meet the cost of any adjournment of the meeting.

Deed Administrators must be vigilant in monitoring the performance of a company subject to a DOCA.  I believe that creditors who have supported a company in a DOCA where it has failed, should be given a priority to those unsecured creditors who are owed money from pre-VA appointment.

9. Special provisions regarding use of Phoenix companies

I think there should be legislation which defines what a Phoenix company is and make it a prohibition and an offence for any party, albeit a director or an advisor, from actively promoting the use of a Phoenix company.  There is nothing wrong with moving the assets of one company to another company provided there has been adequate market consideration and no attempt to defraud or defeat creditors.  The difficulty lies where companies have had their assets stripped, no consideration paid, and companies in liquidation with no assets.  Once again, the use of an assetless company fund would help Liquidators in these circumstances as well as stronger direct penalties for parties who have assisted transferring the assets of a company at less than market value.
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