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Background matters

The terms of reference for the inquiry are very wide. It is not possible to comment on all of these. This response will address several of these however. The authors appreciate the opportunity to do so. This submission proceeds from the somewhat narrower focus of the Issues Paper released on May 2003.

The current corporate insolvency legislation has very much been influenced by the Australian Law Reform Commission Report No 45 (the Harmer Report). The Harmer Report considered many of the issues now being looked at by the Committee. Additionally, the Issues Paper recognizes several other subsequent reports, such as the CASAC Report on the Voluntary Administration Procedure in 1998 that provide a very thorough review of that aspect of our insolvency laws. Thus the more detailed consideration of the issues raised should be considered only after looking closely at the previous reports.

An important factor to consider is that the legislation in relation to Voluntary Administration (which seems to be the focus of several issues raised in the terms of reference) is in many respects recent.  It is important to understand that the current voluntary administration scheme has been operating only since 1993. This is a relatively short period in legal terms. Many areas of uncertainty in the legislation had to be clarified by the courts. Now that these areas have been clarified it may be that there are further opportunities for the procedure to operate more efficiently. However, if major changes are made now there will be a strong chance of significant costs associated with the implementation and establishment of the necessary parameters and requirements of the new provisions. It is the rate of change in much of our law that create significant compliance costs for the affected parties in coming to grips with new legislative wording and intention.

It is important therefore that changes to the legislation are only made where there is a clear need and justification for the proposed change. 

Lack of data

There is little data collected on the operation of insolvency laws in Australia. We have only the bare minimum of information on the operation of our various corporate administrations. There is for example virtually no data on the operation of the voluntary administration procedure beyond the number of commencements. Further, we do not have data on how many companies that enter voluntary administration actually survive for a set period of time after a deed has been entered into. We do not know what returns are being gained by creditors in the voluntary administration as opposed to what is gained from liquidations in any comprehensive way. It may be that it would not be possible to collect some of this data. However it is critical to at least try to gather more information generally since more raw data will allow for less qualitative judgments about the need for reform and further assist to identify information that still needs to be acquired. Then the changes to the law might be more informed from an increased number of sources. Moving to change the law without this information is like stumbling in the dark. The law may be right but there is a strong chance it will not be.

With respect some of the statements in some submissions are clearly not backed by anything other personal opinion. For example the ATO submission states that: “the Tax Office is concerned that public confidence in the Voluntary Administration process may be undermined by a perceived absence of impartiality on the part of Voluntary Administration.” We do not know however what the public (whoever they may be) think of the administration system. There is no survey to our knowledge of creditors’ attitudes to voluntary administration.  Accordingly a subjective view – albeit of an important creditor- may be regarded as fact where the reality is that no-one can determine whether or not it is true and the extent of the information that has been gathered to support the making of the assertion in the first instance.

Whilst the lack of data is not something that may be cured by legislation, it may be possible for an authority such as ASIC to make more of its existing information available, to perhaps seek more information and to encourage further research into the area.

The place of insolvency legislation

One other general matter is that insolvency legislation must be seen in the wider context of the existing commercial and economic framework. The Australian economy operates under a quasi free enterprise system within a set of government social objectives. This means that enterprises need to be free to start up but also need to be allowed to fail. The failure of an enterprise is to a large extent an essential part of a market economy. Many studies recognise the fact that over a longer period the leading firms will fade and be replaced by others. This results in the growth of the better firms. It is essential that the law facilitates this growth, or at least remain as unobtrusive to the market process as possible. Traditionally our corporate law has been relatively non-interventionist.

Specifically, insolvency law has assisted by providing a collective means of distributing available net funds to those entitled upon the failure of the business enterprise. This provides an incentive for the providers of credit to do so at lower prices and assists all debtors in the marketplace by providing a lower cost of capital, thus reducing the likelihood of firms entering into insolvency. Therefore the law plays a facilitating role generally, but inevitably must always succumb to underlying economic conditions. It is clearly the case that by altering the law with respect to company rescue, we will not be able to save all companies that experience economic hardship. There will be an underlying economic reality that will form the basis of whether a company may be saved or not. 

Furthermore, the nature of insolvency as a matter of logic means that there is - in the words of Mr Justice McPherson – not enough money. Therefore some of the interested stakeholders will lose something. The question that is often debated - but rarely expressed in these terms is - who bears this loss?  Economic theory suggests that it is preferable that this loss be borne by those who are the most efficient loss bearers. It follows that the cost of credit is minimised. If a loss is  suffered by a party because of an inefficient allocation, then that naturally results in an artificial adjustment resulting in increased charges. Where a party can efficiently bear a loss they will raise charges less. Thus it is beneficial if the loss to be borne as a result of insolvency is placed on some rather than others. One means of reducing the burden of a loss, outside a legislative arrangement, is for the creditor to have diversified debtors.
 It follows that those creditors able to effectively diversify (and therefore lower) default risk are more likely to be in a better position to bear individual debtor insolvency losses. 

Independence and the appointment of administrators

The authors’ views on the appointment of administrators  are expressed in detail in an earlier article mentioned in the Issues Paper
. This makes it clear that there are good reasons to retain the current system of enabling the appointment by resolution of the board without the need for a court application. The ATO has suggested that this be continued but that there be a rotational basis for the appointment. Whilst this might be seen as a solution to the perceived problem, it is difficult to see how this would work in practice where there is often a need for a quick appointment. Also it may be counter productive in that there would be no natural selection of those administrators who perform their tasks best or who possess the best skills in relation to a particular industry. Further any proposal that suggests the appointment should be by the court needs to justify the costs of court applications. It may also be that administrators will be seen by some as therefore beholden to directors. However ensuring that we have a professional highly qualified group of insolvency practitioners who are well aware of their duties to creditors can cure this. This may involve a consideration of the educational standards required for registration. It follows that the regulatory authority must be quick to act where evidence of failure to perform duties to the required standard arises. 

Where appointment issues arise consideration must be given to the wider context in which Pt 5.3A sits. The basis of much of the directors’ personal liability for insolvent trading
 and taxation debts is premised on the fact that the board can easily deal with insolvency by moving to appoint an external administrator. If we remove this right or make it more difficult, more expensive, and or slower then it undermines the opportunity to ensure that directors behave responsibly.

Independence and the casting vote

One aspect of the independence of administrators which has received little attention is the fact that an administrator is given a casting vote in relation to meetings of creditors where there is a split between the decision of a majority in number and that of a majority in value. This appears to be done for purely pragmatic reasons – that is to enable a decision to be made and for the decision to be acted upon. Those with a concern about the outcome then have a right to apply to the court for review. It does not appear that there is any sound policy reason for the administrator to have this casting vote. At the same time where a group of creditors have their wishes thwarted by the casting vote, they may readily believe that the administrator is taking sides with the group whose wishes she or he supported. Accordingly one means of improving the independence of administrators may be to have the administrator’s right of a casting vote removed. They may be seen therefore as more independent of the particular factional interests that may arise where a re-organisation is planned.

Were such a recommendation contemplated, there would arise the need to reconsider the voting mechanism in Pt 5.3A more generally, although there is good reason to take a general look at the voting mechanism in any event. The current voting structure essentially divides the votes on the basis of number and value. The apparent justification for this is that a large group of small creditors should not be swamped by one or two creditors who are owed a large amount. It makes little economic sense though that this should be the basis of the decision making. As suggested elsewhere, creditors with the most to lose in a restructuring should have the most votes in a decision about the restructuring.  The protection of small creditors should be available through court application rather than an ability to veto the wishes of the majority in every case. That is the right may be exercised where there is unfair discrimination rather than placing creditors owed a relatively small amount in a powerful position in every decision. 

One additional matter that also needs to be reviewed is the right of secured creditors to vote (and not abandon their security). Their ability to do so is confined to meetings under Pt 5.3A.  This makes little sense from an economic perspective because the secured creditor with a right to take security, even after voting, will not have the same interest in the outcome as will an unsecured creditor who is bound by the deed.

If it was felt that the dichotomy between number and value must remain, it may be preferable from the perspective of the independence of the administrator to enable decisions to be affirmed only of there is a majority in number and say a 2/3 majority in value as well. (Although we acknowledge that our determination of the 2/3 quantum of majority required is somewhat arbitrary.) This may result in fewer Deeds being accepted, however this is difficult to judge since there is no data on the manner of the acceptance of deeds at this stage. 

Conflicting administrations

We support the CASAC Report recommendations in relation to the ability to appoint administrators after an application is before the court to wind the company. 

Removal of an administrator

We see no difficulty with the current approach of the courts as regards the removal of administrators. It is difficult to understand what other criteria could be applied that would remain consistent with the overall objectives of the legislation.

Information available to creditors

This is a critical factor in the procedure underlying Pt5.3A. However it must also be recognized that it is easy to be critical of what administrators do in supplying information with the benefit of hindsight and without the time pressures under which they operate. On balance it seems that there is little that could be added to the law that would be helpful.

The administrator needs to be given guidelines in the broadest sense but given the variation in businesses and the different issues that may be relevant in a particular case it seems best if the Act were to lay down broad principles similar in nature to the kind of principles that are available in relation to prospectuses. The practitioner associations might make recommendations to develop more specific guidelines in respect of the matter. The danger of being too specific in the legislation is that it is likely to limit the practitioner in his or her report and not cause the administrator to understand or consider the purpose of it. This would also require the regulatory authority to play an active role in supervising administrators and their actions. Where inadequate reports are being prepared action should be taken against the administrator involved.

Timing of meetings
Subject to what is said below about administrations for large companies, we strongly support the recommendations of the CASAC Report in relation to the timing of meetings. This involves a slight increase in the time for the first meeting to be held but a clarification only in the wording in relation to the holding of meetings more generally.

Other aspects relating to the role of administrators

It is necessary to comment on the issue of recommending a deed that has little chance of success. This claim seems to have been made in a number of submissions. Several points might be made here.

First, subject to the comments above about the voting mechanism, the creditors make the decision about the future of the company. The fact that the deed is recommended does not oblige the creditors to vote for it. They are surely in the best position to evaluate their interests. If there is some failure on the part of the administrator to provide sufficient information then that will be apparent to interested and attentive creditors and armed with this information those creditors will vote accordingly.

Second it is a common feature of company rescue regimes that “rescued” companies might fail. This is a chance that the creditors take. We believe that the real issue is the determination of the frequency of failure, the reasons for it and the resulting impact of it, rather than an unproductive focus upon the prevention of (some inevitable) failures of “rescued” companies.

In considering this the Committee must consider  the debate as to the extra costs associated with a liquidation following a voluntary administration compared to those of immediate  court ordered liquidation.  The differences in the cost structure between the alternatives are not apparent. We do not know if the costs are twice that of liquidation or the same or even less. This is particularly so when consideration is given to the fact that the directors may be very reluctant to take action to deal with insolvency where a court procedure is involved or liquidation is a certain outcome. The additional delay may in fact cause greater losses than a procedure such as Part 5.3A that encourages quick response to the company’s difficulties. Even if these losses are greater in an individual case, consideration must then be given to the social benefits gained from those companies that do succeed
. Again a lack of data limits the ability to recommend any fundamental change to the law. 

In addition in looking at this position it must be borne in mind that there may be some apparent bias in relying on anecdotal evidence of companies that enter into a deed but then subsequently fail. There are two situations where theory is to be avoided where re-organisation or liquidation are the options. These are the premature liquidation of companies and the re-organisation of companies that would be better off liquidated.

Those companies that have a re-organisation surplus
 available should be re-organised. Those that do not should be liquidated. However there is a loss where a firm that could provide a re-organisation surplus is liquidated.  The bias that can come about in looking at a failed re-organisation arises because if a company is forced prematurely into liquidation there is generally no evidence that this has occurred. Accordingly this situation may not be apparent and it is an issue that was particularly noted by the Harmer Report as being the reason for the Part 5.3A procedure.

Enforcement

As far as reporting of default, appointment and the RATA is concerned this appears to be an enforcement problem. The regulator needs to ensure it devotes sufficient resources to policing this matter and pursuing those who default whether they are administrators or directors.

The rights of creditors

In this regard the issues paper seeks views on an overall evaluation of the Voluntary Administration procedure. . As mentioned in the introduction to this submission there is no comprehensive evidence as to the operation of the procedure. The Issues Paper correctly notes that there is considerable support for the procedure and it is widely used. Can anything be drawn from this? It seems that one might suggest that in a situation where sophisticated lenders such as banks support the operation of a system by its use, there is a strong reason for postulating that it must be seen as beneficial or at least beneficial to them as creditors.

It might be expected in a situation such as this that the absence of widespread use of alternatives (eg restructuring outside of Part 5.3A and the reduction in court ordered liquidations) suggests that the procedure has considerable advantages.  It is also possible that the law may be such that one particular group (eg directors) have been given such power that they can exclude the interests of other relevant parties. However this seems unlikely since sophisticated creditors who can afford good professional advice are unlikely to agree to participate. We support the view expressed in the following article

The wide use of the procedure in Australia should be viewed against the background of the overall regulatory and commercial framework. Thus the legislation that provides for the procedure also provides for consequences for directors in liquidation for behaviour prior to the liquidation. This includes personal liability for company debts incurred whilst the company was insolvent
. There are also other potential voidable transactions that arise in liquidation that do not arise if the company is re-organised under Part 5.3A
. Thus there are incentives for directors to choose this means of dealing with insolvency. It seems logical then that this plays a part in forcing directors to consider the option of an administration in preference to waiting for a creditor to force liquidation. Some have suggested that this shows that the process is being abused. Having regard to the aim of the legislation it seems difficult to sustain this criticism. The reason for entering into the process is not the criterion by which the legislation can be judged. The criterion is whether the creditors gain a better return as a result of the procedure then under the alternatives. This must also be judged on a broad basis and cannot be evaluated on an individual company. Anecdotal or isolated cases that may come before the court should not be the foundation for appropriate policy shifts having regard to the wide use of the process. The benefits that accrue in terms of those businesses that continue successfully must be included in any assessment. It is usually the business failure that makes the most impact and may politically be the easiest to exploit. It is much more difficult to publicise a successful turnaround.  The fact that a company proceeds down a particular path of either liquidation or rescue makes it almost impossible to find a satisfactory analysis of the procedure in terms of an overall evaluation.

There has not been a significant amount of data collected on the voluntary administration in an attempt to evaluate it as sound policy. Most have been in relation to the use of the process 
 rather then showing the costs or benefits of the process. 

The ASC in its study of voluntary administrations in New South Wales in 1998
 examined some 55 voluntary administrations. The conclusion reached was that the reasons for entering the process were as follows:

	AIM





                            

	Number
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	To restructure






         18                          33

	For Liquidation





         11                          20

	To avoid Director’s Liability for withholding company tax            4

            7

	Avoid a winding up application to the court


           7


 13

	Avoid consequences of liquidation 



          15


 27
15


It may be suggested that if the figures here are typical
 then they show only a minor percentage of companies are using the procedure for its purpose of allowing companies to re-organise. However it must also be recognised that the use of the procedure as a means of going to liquidation is not inconsistent with the objects of the Part as set out in s435A
. The other reasons for entering the process must also be viewed against the background to the legislation. One of the stated aims of the procedure, as set out in the Harmer Report
, was to encourage the managers of a company to act on their own initiative and in a timely manner when the firm is insolvent. Thus the system itself is designed to encourage the use of the procedure where other potential outcomes of insolvency are identifiable.  It is not necessarily therefore an abuse of the procedure to obtain this benefit. 

A more recent review
 interestingly examined the returns of companies that had gone through the procedure. It suggests that
 

Arguably, the VA procedure appears to be problematic in terms of possible bias toward reorganisation of inefficient companies. The intent of the legislation was to allow viable companies the opportunity to reorganise. However, failure of the VA procedure to adequately filter inefficient companies may be adding to the overall economic cost associated with corporate insolvency. The results indicate that decision-making of parties involved in the reorganisation decision is inefficient by allowing companies with few prospects of recovery to proceed with reorganisation. 

That there is a bias towards reorganisation is possibly not surprising, as it is to a certain extent the aim of the legislation to save the company if it can be saved. If the data is correct
, it is not clear whether the decision making process may be at fault. The question then arises as to whether it is inherent in the company rescue process or whether some other decision-making regime would obtain better results. The suggestion in the article was that a review by the courts of the decision would assist in the filter process
. With respect it is not clear why this would be more effective. The research does raise an important issue in this regard. However, it does not answer the question of whether the benefits to those surviving companies and the lower costs of commencing the procedure outweigh the cost and delay of court applications. It also offers no evidence
 to suggest that a court review would provide a better means of selecting those companies capable of being saved. The most that can be said at this stage is that the overall position remains unclear although its widespread use may suggest considerable benefits for some stakeholders.
Voting at Meetings

It is the authors’ view that the method of voting has not yet been considered in sufficient depth in the commentary on the Part 5.3A procedure. The current method of voting contains a number of inconsistencies and suggests that the rights of those with most to gain or lose in a decision do necessarily have the most say in the outcome. Some of the matters to look at here have been discussed above in relation to the independence of the administrator. Accordingly we suggest that:

· The casting vote of an administrator is removed to ensure the independence of that position.

· A resolution only is passed if approved by a majority in number and a majority in value equal to at least 2/3rds of those voting.

· Where a resolution fails to pass because of deadlock a right be given to a party to apply to the court for review.

· Secured creditors are refused the right to vote unless they surrender their security.

· Other current rights of review by the court to remain

Merger of Corporate and personal insolvency law

We support the merger of both corporate and personal insolvency law into one act with consideration being given to areas of inconsistency between the two. In so far as is possible, the two areas should operate upon the same lines. A clear example of the differences that currently exist can be found in the provisions relating to Part X of the Bankruptcy Act and those under Pt 5.3A in the Corporations Act. It makes little sense to have somewhat differing policies applying similar ideology to the same circumstances that differ primarily as to legal personality. There needs to be consistency in approach.

Such a merger must do more than simply put all the provisions in the one act.  It is necessary that we move to a harmonization of the law and the regulatory regime that sits within it. This is of course a difficult task but one which as a matter of principle the legislature should move towards. The cost of doing so might be evaluated against the savings that might reasonably be expected from the longer term business expense and supervisory expense advantages.

A new form of administration

The comments made previously regarding the difficulties in making accurate assessments re a new procedure without having any good data on the performance of the current procedure are applicable here. There appears to be some support for a movement towards a US style rescue regime. It is not clear if the proponents of this suggest that we replace Part 5.3A with the new procedure. Those who advocate such an approach need to read what was said in the Harmer Report about the short comings of the US system. In particular there is considerable disquiet about the potential use of the Chapter 11 procedure to delay  inevitable liquidation and the fact that there is a presumption of the debtor remaining in the possession of the corporate assets.

Further, our insolvency law must also be seen in context as it operates with other provisions in the Corporations Act, other legislation and with our general court and regulatory structure.

Those who advocate the change need to determine and evaluate the particular problems with the Part 5.3A procedure that they seek to overcome. There seems to be one major factor that can be examined - this is that the Pt 5.3A procedure is locked into tight time lines. It is clearly difficult to meet these and also to apply some of the provisions in the large company situation. Accordingly we submit that as many of the current provisions be retained as possible. No doubt the current reference to CAMAC will ultimately provide a detailed consideration of the issue but the following quote
 covers our view on some of the relevant issues:

The time frames provide an important limitation on the operation of Part 5.3A. Where the company under the procedure is a large one it is almost impossible to meet the basic deadline
. There is a need for numerous applications to court to extend deadlines. This may lead to reduced chance of rescue because of the absolute limits in Part 5.3A.The legislation could be altered to allow for this type of business to utilise the procedure but without the need for so many court applications and an automatic lengthening of the period. 

It would be unfortunate however if the underlying process were to be altered too radically to accommodate this type of organisation. The need for a speedy and cheap means of dealing with the insolvency of a company was the basis of the current provisions. In changing that to move to a more court managed scheme or one that is delayed brings with it substantial costs for creditors by delaying the opportunity to resolve issues and in the possible direct costs of court applications. Therefore a minimalist set of changes would seem appropriate. 

This could be undertaken
 by way of an initial application to the court by the administrator for the process to be treated as a large company administration. This would be an alternative to arranging the first meeting of creditors and be required to be undertaken in the same short time limits. The court would have discretion (with appropriate guidelines) to allow a longer period for the determination of an appropriate plan. The first meeting of creditors could be held around 28 days into the process
 to determine whether to continue the administration or move immediately to a winding up. The “meetings” should allow for electronic and postal voting.  If it were to continue individual creditors generally but particularly secured creditors and owners of property used by the company) should be given rights to apply to the court for a review of the decisions of the creditors’ meeting and the administrator, to ensure that their rights are adequately protected. In addition there needs to be periodic reports to creditors, the court and ASIC. The ultimate decision on the administration would be left to a second meeting of creditors as is currently provided for but which may be held much later than the current provisions allow.

The company rescue procedure as it applies to large business raises a number of specific issues
. For example the size of the business may mean that there are so many creditors with different interests that the voting mechanism as set out in Part 5.3A would be difficult to manage
. This suggests where the administrator believes it appropriate, allowance be made for the division of creditors into classes to protect their particular group interest (with court approval). In addition the use of representative groups to attend meetings could be directly provided for in the legislation. Another matter is the place of members in these circumstances and the legislation ought to provide for shareholders holding at least a set percentage of the shares (eg at least 10%) to apply to the court to have matters decided by the administrator or creditors meeting to be reviewed.  

Importantly though this alternative should be limited to those very large companies whose impact on the economy will be significant if the process is inappropriately cut short by the time limits. This would be confined to a very limited number of companies as the impact of significant numbers of these types of operations being insolvent would indicate a severe economic recession. Currently Part 5.1 of the Corporations Act is available for restructuring in an insolvency context even though it is not now often used for that purpose. Consideration could be given to utilising at least some of the features of the Scheme of Arrangement provisions in Part 5.1 in these circumstances. The court thus provides in these circumstances a closer supervisory role and in conjunction with the administrator a broad management role that is not present under the current provisions. The closer court role here is justified because of the further delay in the ability of creditors to exercise their contractual rights.  

In summary, in this area it has taken some time for the development of sufficient case law to enable practitioners to operate under a relatively clear set of guidelines as to how the time frames are to be imposed. These guidelines need to be allowed to operate and to create a degree of certainty which results in cheaper administrations and a greater return to creditors. Whilst the short time limits provide an important basis for creditors to accept the procedure they do need to be applied in a manner consistent with the overall objectives. However, the time limits should not be radically altered to facilitate the administration of the very large company. These companies may be placed in a separate but very confined category which can be granted an extension subject to closer supervision by the court but without the need for repeated applications to alter the operation of the Part.
Conclusions

We are grateful for the opportunity to make suggestions and for the time taken by the panel to read our views.  We welcome any comments or questions that arise from the above and would be pleased to make further contributions or elaborations if required.  We reserve copyright in this submission however are happy for it to be used and published in assisting the process.
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