MinterEllison's comments in
response to:
Improving Bankruptcy and
Insolvency Laws
Proposals Paper of April 2016
Contact
Michael Hughes
michael.hughes@minterellison.com
27 May 2016

ME_129878756_5 (W2007)

MinterEllison welcomes the opportunity to provide comments to the Australian Gove
ernment on the proposed
models for law reform set out in the 'Improving Bankruptcy and Insolvency Law
ws' Proposals Paper of
April 2016 (Proposals Paper).
m is consistently recognised by independent, international surveys as
MinterEllison's reconstruction team
among the leading practices in Ausstralia (including 'top tier' Chambers Global, Asia
a Pacific Legal 500, PLC
Which Lawyer? and IFLR 1000: Guiide to the World's Leading Financial Law Firms).
Our recent reconstruction and insolvency expertise includes work on well known fo
ormal administrations, as
well as advising directors, senior exe
ecutives and financiers on methods to avoid a forrmal appointment.
We do not comment on each issue canvassed in the Proposals Paper, but rather co
onfine ourselves to some
key issues that we consider should be
b addressed, namely:
 Section 2: 'Safe harbour' from dire
ectors' insolvent trading liability; and
 Section 3: Unenforceability of 'ipsso facto' clauses in certain circumstances.
In providing these comments, MinterEllison
M
bases observations and recomm
mendations on practical
experience in advising companies and directors.

Executive Summ
mary
 MinterEllison believes that if the Government's
G
policy objectives are to further the Innovation and Science
Agenda (Agenda) and promote a cultural shift to reduce the stigma associated with
w business failure and
strike a better balance betwee
en encouraging entrepreneurship and protectting creditors, promote
Australians to embrace risk, learn
n from mistakes, be ambitious and experiment to
o find solutions, then law
reform is required by way of:
- introducing a safe harbour from
m directors' insolvent trading liability; and
- rendering ipso facto clauses un
nenforceable in certain circumstances.
 In relation to safe harbour: conssideration and detail of the two proposed mod
dels is required to work
towards a more desirable mode
el. To this end, we have suggested an alterna
ative model and further
matters for consideration. Howe
ever, we broadly prefer Model B over Model A,
A but have incorporated
elements of both models into our recommended alternative model.
ments or agreements for
 In relation to ipso facto clauses: the prohibition should not apply to security agreem
odation. Nor should it apply where the only 'iinsolvency event' is the
the supply of financial accommo
appointment of a receiver. Where
e the prohibition applies and a counterparty is pre
evented from terminating
a contract for the provision of goods or services because of an insolvency event,
e
there must be a
guarantee that the counterparty will receive payment for supplies that are con
ntinued. The prohibition
should not render contractual pro
ovisions 'void', but merely suspend their operation while restructuring is
attempted.
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Section 2 – Saffe Harbour
Background
Creditors should be protected in in
nsolvency and we consider that directors' perso
onal liability for insolvent
trading is an appropriate exception to corporate limited liability. However, the current insolvent trading laws
are of limited benefit in protecting creditors,
c
particularly unsecured creditors. In our experience, insolvent
trading cases are difficult and exp
pensive to prosecute and rarely, if ever, produce any real return for
unsecured creditors Against this, law reform is required to encourage directors to explore restructuring
options, instead of prematurely app
pointing voluntary administrators chiefly to mitigatte their insolvent trading
liability risk, which is a regrettable incident of an existing defence to insolvent trading incentivising directors to
1
appoint voluntary administrators.
We support the Government's proposal to introduce a safe harbour for directorss from insolvent trading
c
and more detail of the two propose
ed models is required to
liability. However, we think further consideration
work towards a more desirable mod
del. We prefer Model B over Model A; chiefly be
ecause Model A is overly
prescriptive and creates the prospecct of entrenching a new form of quasi-external ad
dministration, which may
not best further the Agenda.
ppears to shift to a liquidator or prosecutor to prove that a director did not
Under Model B, the onus of proof ap
honestly and reasonably believe th
hat incurring the debt was in the best interests of the company and its
creditors as a whole. Model B do
oes not by its terms encourage directors to se
eek professional advice,
although Model A does. It appearss that Model A cannot be effectively utilised if a company is hopelessly
insolvent, and it also does not conttemplate creditors receiving any return. Model B emphasises ensuring
that all creditors are repaid in full; not
n just having a better return than liquidation which is an object of Part
5.3A.
There is at least one realistic limitatiion to any model of safe harbour: that unless a co
ompany can be returned
to solvency within the meaning of
o s 95A, the company will almost certainly be
b placed into external
administration. Introducing a safe harbour
h
from insolvent trading liability does not and
a cannot address this
reality. If a company is hopelesssly insolvent, the directors should appoint a vo
oluntary administrator or
liquidator. What safe harbour shou
uld do is ensure that directors of insolvent comp
panies focus on the best
interests of the company and its cre
editors as a whole. Depending on a company's circumstances,
c
this could
mean that the directors diligently pu
ursue an informal restructure. In other cases volu
untary administration will
be the only option.

Context
g
Duty to prevent insolvent trading
Directors currently owe a positive du
uty to prevent insolvent trading under s 588G. Th
he provision has a role in
deterring insolvent trading and enccouraging directors to act responsibly and in th
he best interests of the
company and its creditors as a who
ole. Breach of s 588G can be a civil penalty an
nd/or a criminal offence.
Directors face the risk of substantial personal liability if the company of which they are
a a director trades and
2
thereby incurs debts whilst it is insolvent.
The legislative definitions of solve
ency and insolvency (s 95A) require directors to
t make difficult factual
solvency assessments during uncerrtain business situations. The position is furtherr complicated by the fact
that in the event of proceedings, the Court will make a hindsight determination
n of whether or not the
1

See s 588H(6) of the Corporations Act 2001
1 (Cth) (Corporations Act). Unless indicated, references to sections
s
and parts are to

sections and parts of the Corporations Act.
2

In the modern economy it is simply impossib
ble for a company to conduct a trading business without incurrring debts.
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company was solvent. Directors may
m
be unqualified to make solvency assessme
ents in a timely manner
without taking complex legal and fin
nancial advice. Typically this advice is risk-aversse, in the sense that it is
sought by the company in the conte
ext of avoiding or limiting directors' personal liability, and can result in an
overly cautious assessment that the
e company is or is likely to be insolvent. In all the
ese circumstances, there
is an inherent bias in favour of direcctors making a formal appointment to manage their personal risk of legal
liability. On the other hand, there appears to be no legal brake upon the prospecct of them doing so 'too
soon'.

Available defences
There are four defences to insolve
ent trading liability available under s 588H. The
e burden of proving the
elements of a defence lies with the director.
d
The defences are:
 they had reasonable grounds to expect
e
the company was solvent;
 a reasonable, competent person
n produced information that would reasonably lead to a belief that the
company was solvent;
 they had a good reason for not taking part in the company's management at the re
elevant time; and
 they took all reasonable steps to
o stop the company incurring the debt (including attempting to appoint a
voluntary administrator to the com
mpany).
The current defences available to directors under s 588H have been interpreted narro
owly by the courts.

Other relief
There are two other relief provisionss available to directors if the court finds that they have
h
breached their duty
to prevent insolvent trading.
Where a liquidator brings a civil pe
enalty claim, directors can rely on s 1317S. Ho
owever, this requires the
court to be satisfied that if there ha
as been a contravention that the person has actted honestly, but having
regard to all the circumstances of the case, ought fairly to be excused.
Section 1318 also applies to any civvil proceeding against a person for negligence, default,
d
breach of trust or
breach of duty. If the person is liable
e and shown to have been negligent in default orr breached their duty, but
has acted honestly and having rega
ard to all the circumstances the person ought to be
b fairly excused and the
court can relieve them from that liability.
p
cold comfort for directors endeavouring to
o 'work out' the problems
In isolation, provisions of this kind provide
of a potentially insolvent company, as
a they require the directors to seek assistance from the Court – usually
at their cost – after a liquidator has otherwise
o
proven all the elements of the insolventt trading claim.

Status quo
In light of the above, we make the fo
ollowing observations about the current insolvent trading liability regime:
 it is based on formal legal procedure;
a potential benefits for
 it imposes significant risks of perrsonal liability for directors which may outweigh any
directors from attempting to contin
nue a company's business;
 it exposes directors to reputational risk as claims of this kind are investigated by voluntary administrators
and liquidators, including by public examinations;
 it punishes directors who persevvere and continue trading the business of a leg
gally insolvent company
which may be viable in the long te
erm;
 it inherently does not promote an informal corporate restructuring and rescue cultu
ure, and may even inhibit
such culture (unlike Chapter 11 of the United States Bankruptcy Code and the different position in the
United Kingdom);
 it denies companies in trouble the
e opportunity to appoint new or additional directo
ors with appropriate work
out experience;
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 it is inconsistent with the Agen
nda, which is to encourage entrepreneurship because
b
it is central to
economic growth, job creation and
d future prosperity;
 it is also inconsistent with capittalist market values because it inhibits capital recycling and imposes
unnecessary transaction and agency costs;
 it stigmatises corporate business failure; and
 it disincentivises calculated riskk taking by directors of distressed companiess to facilitate business
reconstruction.
ave an incentive to appoint a voluntary administra
ator given the defence in
In this context, directors currently ha
s 588H(5) (i.e. taking reasonable steps
s
to prevent incurring debt). Moreover, the
ere may be inadvertent
breaches of directors' duties by virtu
ue of directors' attempts at restructuring.

Proposal 2.2 – Safe Harbour Mod
del A: Defence to insolvent trading liability
Query 2.2 – The Government se
eeks views from the public on whether this proposal provides an
appropriate safe harbour for dire
ectors
Observations
estructuring adviser defence model, and it is sup
pported by the Australian
First, we note that Model A is the re
3
Restructuring Insolvency and Turn
naround Association (ARITA).
We broadly prefer Model A to the
continuation of the status quo as de
escribed above. However, we submit that Mode
el A may not be the best
model to achieve the desired policyy outcomes of safe harbour; including encouragin
ng entrepreneurship and
facilitating informal work outs by dire
ectors. This is because Model A focuses exclusiively on the restructuring
efforts of professional restructuring advisers; not directors. By definition, Model A encourages outsourcing
the critical assessment of the com
mpany's overall business viability to a restructu
uring adviser. Although
directors' subjective views of a distressed company may often be unrealistic, th
hey generally know the
company's business better than anyyone else, and should remain the focal point of any
a informed restructure
process.
We perceive a risk that Model A will
w maintain the status quo to the extent that the
t
onus and burden of
proving the elements of the defence
e lies with the director, like the current defences available under s 588H.
Moreover, Model A appears to ha
ave a doubtful ability to strike a satisfactory ba
alance between creditor
interest of keeping the company tra
ading as usual without falling into external admin
nistration, and protecting
them against reckless and negligentt conduct by directors. Model A does not expresssly incorporate a creditor
protection mechanism.
We nevertheless fully accept that there is scope for Model A to promote genuine resstructuring efforts without
the need for formal external adminisstration procedures under Chapter 5 of the Corp
porations Act; particularly
voluntary administration.
We also agree that Model A be resttricted to circumstances in which restructuring ad
dvisers are provided with
sufficient books and records within a reasonable period to enable them to reach an informed opinion that the
company can avoid insolvent liquida
ation and can be returned to solvency.
Possible shortcomings
Model A implies that the companyy will avoid insolvent liquidation and be returne
ed to solvency and that
creditors will be repaid in full unless the restructuring plan fails. The restructuring pla
an must involve returning
the company to solvency within a re
easonable time. This could involve negotiating with
w creditors to accept a
discounted return for their participatiion.

3

ARITA, Submission on Business Set-up, Tra
ransfer and Closure Productivity Commission Draft Report Ma
ay 2015 (6 July 2015), p 9, at
http://www.pc.gov.au/__data/assets/pdf_file/0
0003/190893/subdr053-business.pdf.
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Model A requires that the restructu
uring adviser remains of the requisite opinion, and
a
that the company is
likely to return to solvency within a reasonable
r
period of time. This proposal begs the following questions (at
least):
 how often does this opinion need to be reviewed?
 what is considered to be a reason
nable period of time?
 what constitutes a director taking reasonable steps?
First, the continuing obligation on th
he restructuring adviser to remain of the requisitte opinion may have the
undesirable consequence of over-in
nvolvement by the restructuring adviser in the com
mpany's business during
a restructuring effort. If the adviser does not remain of the requisite opinion, it is uncclear whether the adviser
will be required to recommend to th
he directors to resolve to appoint a voluntary adm
ministrator. The ongoing
obligation to hold the requisite opinion
o
could mean that the adviser is becom
mes entrenched in the
management of the affairs of the co
ompany, and is called upon to assist by the directtors and other managers
on a frequent basis. This may be a good thing, but care needs to be taken to ensure
e that the directors' roles
s
to the advice of the restructuring adviser.
and responsibilities do not become subordinate
Second, we suggest a 'reasonable time' should be a short time frame, but would need to depend on the
4
circumstances including the nature of
o the company's business and, if it is known, its future
f
liabilities.
Third, it is unclear what would be considered
c
as 'reasonable steps' to return the company
c
to solvency. It
might include acting on reasonab
ble restructuring advice including implementing
g and adhering to any
restructuring plan, exercising busine
ess judgment in the best interests of the compan
ny and its creditors as a
whole and ceasing to cause the com
mpany to incur debts if it is no longer viable. Wha
at constitutes reasonable
steps is a critical element of Model A; but the paper does not provide any great dettail on this aspect of the
proposal. It is probably right to assu
ume that guidance may emerge from legal and co
ommercial precedent. In
addition, we can see scope for indusstry participants to develop and promulgate codess of best practice.
The application of Model A in the context of corporate groups adds another laye
er of complication to the
proposal. Under s 588V, a holding
g company can be liable for insolvent trading byy its subsidiary. Similar
defences to those under s 588H are
e available to holding companies under s 588X. However, the proposal
does not also consider whether the safe harbour should also be available to a holding company, which may
not itself be trading the 'operating co
ompanies' which is primarily indebted to trade creditors.
Model A also has an imprecise an
nd uncertain application in relation to different companies in the same
corporate group with common owne
ership, but having different directors. In this situa
ation, can an uncommon
director of a parent holding compan
ny rely on the restructuring plan provided by an
n adviser appointed to a
trading subsidiary company, so ass prevent the holding company from being liab
ble for that subsidiary's
insolvent trading under s 588V? In the same vein, can an uncommon director of a subsidiary
s
rely on advice
provided to the directors of a relate
ed subsidiary within a corporate group structure? As Model A stands, it
would appear that directors can only rely on restructuring advice if it is provided to
o the particular company
appointing the adviser. In common
n with many aspects of corporations regulation, Model A is silent in its
possible application to corporate groups and that directors within those groups arre uncommon and have
different risk profiles.
Presumably a restructuring adviser can be concurrently appointed to a whole group
p of companies. Further
odel's application to corporate group structures, and
a how the restructuring
thought needs to be given to the mo
adviser can assist all group compan
nies and directors restructure a distressed business being operated within
a group, even where those directorss may not be common.

4

Lewis v Doran [2005] NSWCA 243 at [103].
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Query 2.2.1a – The Governme
ent seeks views from the public on wh
hat qualifications and
experience directors should ta
ake into account when appointing a restrructuring adviser and
whether those factors should be
e set out in regulatory guidance by the Aus
stralian Securities and
Investments Commission, or in the
t regulations
Insolvency practitioners are often re
eferred to act as the gatekeepers of the insolve
ency law regime. Under
Model A, this role would be sensiibly extended to restructuring advisers, who would play a key role in
preventing companies from falling in
nto external administration and furthering the cred
ditor interest.
The base qualifications of a restructturing adviser should be prescribed in the Corpo
orations Act or at least in
the Corporations Regulations 2001 (Cth). Although professional membership of an
a organisation such as
ARITA is not currently prescribed for external administrators, if Model A is to be
e implemented perhaps
professional membership should be
e in the context of restructuring advisers, given the
t role to be played by
ARITA (as a 'prescribed body') in the procedures for registration of liquidators un
nder the Insolvency Law
Reform Act 2016 (Cth) and the Insollvency Practice Rules, commencing on 1 March 2017.
2
Directors should also take into acco
ount the adequacy of the adviser's expertise and
d resources for the type
5
and size of the appointment, or the capacity
c
to call in that expertise and those resources as needed.
Principles-based regulation (e.g. Australian
A
Securities and Investments Commisssion (ASIC) regulatory
guides or by further amendment to the ARITA Code) would be more flexible and efffective than rules-based
legislation and executive regulation.

Query 2.2.1b – The Governmen
nt seeks views from the public on which organisations, if any,
should be approved to provid
de accreditation to restructuring advisers if such approval is
incorporated in the measure
We understand that ARITA's view is only professionals (e.g. lawyers and accounta
ants) who have obtained
the qualification of ARITA Professio
onal Membership or are a registered liquidator (i..e. under s 1282) should
be able to oversee this process given
g
their innate high level understanding of in
nsolvency law, which is
required to ensure directors approp
priately discharge their duties. Persons without this
t
level of qualification
6
may place creditors and other sta
akeholders in an otherwise worse off position. Qualification levels of
restructuring advisers will need to be
e considered to ensure that directors are relying on
o competent advice.
The state Law Societies, CPA Ausstralia and Chartered Accountants Australia an
nd New Zealand do not
provide targeted supervision to th
heir members who may be engaged in restru
ucturing and insolvency
activities, and therefore cannot be reasonably regarded as comparator bodies to ARITA as industry selfregulators. To ensure consistencyy of standards, ARITA should be approved to provide accreditation to
restructuring advisers, if such approval is incorporated into Model A.
Other organisations seeking recog
gnition for these purposes must have similar member qualifications,
certification, complaint and disciplina
ary procedures.

Query 2.2.1c – Is this an approprriate method of determining viability?
Company 'viability' is the ability of
o it to survive, which necessarily involves con
nsiderations of financial
performance and position. The prop
posed test of viability importing concepts of avoid
ding insolvent liquidation
and returning to solvency within a re
easonable period of time is a necessarily low thrreshold in the distressed
company context.

5

ARITA, Code of Professional Practice (3rd ed),
e principle 13, at http://www.arita.com.au/docs/default-sourrce/code-third-edition2014/009b-code-3rd-edition---final-arita-version-v3.pdf?sfvrsn=0.
6

ARITA, Submission on Business Set-up, Tra
ransfer and Closure Productivity Commission Draft Report Ma
ay 2015 (6 July 2015), p 10, at
http://www.pc.gov.au/__data/assets/pdf_file/0
0003/190893/subdr053-business.pdf.
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By way of contrast, the Australian Ta
axation Office (ATO) considers that 'a business iss viable where either:
 it is returning a profit that is suffficient to provide a return to the business owne
er while also meeting its
commitments to business creditorrs; and
 it has sufficient cash resources to
o sustain itself through a period when it is not returning a profit'.

7

The proposed method of viability appears
a
to have a lower threshold than in the non-distressed
n
company
context. That is necessary in the
e sense that viability is being assessed from a rescue and salvage
perspective, rather than from a busin
ness as usual perspective.
By the time a company is being wound-up
w
in insolvency, the company and its bu
usiness will generally be
unviable and it is being prepared forr orderly deregistration. To this end, a company may be said to be viable
to the extent that it is able to 'avoid insolvent liquidation'. This is a low threshold for viability,
v
in the sense that
other non-insolvent liquidation forms of external administration do not necessarily mean
m
that as a result of
being externally administered, the company will cease to trade its business, be wound-up
w
and eventually
deregistered.
Similar questions in respect of what is considered to be a reasonable period of time (raised
(
above) also arise
in the context of the proposed viabiliity test.

Query 2.2.1d – What factors sh
hould the restructuring adviser take into ac
ccount in determining
viability? Should these be set ou
ut in regulation, or left to the discretion of the
e adviser?
The restructuring adviser should be appropriately qualified (addressed above) to determine a company's
viability. At present, insolvency pra
actitioners are often called upon to make difficultt solvency assessments.
By no means is it suggested that a viability assessment is any easier than a solvency assessment, but it
should be able to be performed by a restructuring adviser exercising their professiona
al judgment.
If any factors are to be set out in any
a regulation, they should be non-prescriptive and
a principles based, so
that their application is sufficiently fle
exible to meet the circumstances of the particularr company.

Query 2.2.1e – The Governmentt seeks views from the public on whether these are appropriate
protections and obligations fo
or the restructuring adviser, and what other protections and
obligations the law should provide for
It appears that the restructuring advviser would be an 'officer' of the company (s 9) an
nd therefore owe officers'
duties to the company (ss 180, 181, 182, 183 and 184).
Defence to civil liability for an errone
eous opinion provided that it was honestly and reasonably held should be
a broadly available defence to all th
hird party civil liability claims, whether under statu
ute or general law. This
should have a broader application th
han the current business judgment rule in s 180(2
2).
A requirement to seek leave of the Court may be too strict, especially since it is currently only imposed in
respect of liquidators (s 532) and vo
oluntary administrators (s 448C) to ensure their in
ndependence in a formal
appointment. However, it is likely that
t
in most circumstances, a restructuring advisser's appointment would
lead to a lack of independence (i.e. in
i fact and in appearance) in any subsequent inso
olvency appointment.
Imposing a legislative requirement to seek leave of court would not improve the existing body of law on
independence. Moreover, Chapterr 6 of the ARITA Code sufficiently deals with a insolvency practitioner's
independence. Insolvency practition
ners are already sufficiently regulated in that rega
ard.

7
ATO, Business viability assessment tool, at https://www.ato.gov.au/Calculators-and-tools/Business-viabillity-assessmenttool/?page=1#Using_the_tool.

MinterEllison's comments in response to: Improving Ban
nkruptcy and Insolvency Laws Proposals Paper of April 2016
MinterEllison | 27 May 2016
ME_129878756_5 (W2007)

Page 8

Restructuring advisers should be sp
pecifically carved-out of the s 9 definition of 'dire
ector', such that they are
8
not liable under s 588G and other directorial liability as shadow or de facto directors.

2.2.2 Model A operates as only a defence to the insolvent trading provisions contained in s 588G
of the Corporations Act
h this approach?
Query 2.2.2a – Do you agree with
We refer to our comments above on holding company liability under s 588V and
d the inability of holding
company directors to rely on the deffence in respect of a restructuring adviser appointtment to a subsidiary.
As a separate but related point, we consider that the defence should also operate ass a defence to s 588FGA
liability under s 588FGB, which is a defence to directors' liability to indemnify th
he ATO for any loss or
damage arising under an order in respect of a voidable transaction.
Additionally, the defence should op
perate as a defence to directors' penalty noticess under s 269-15 of the
Taxation Administration Act 1953
3 (Cth) (TAA) for non-payment of unremitte
ed tax deductions and
superannuation, available under s 269-35
2
of the TAA. The defences available unde
er s 588FGB and s 26935 are analogous to the existing deffences to insolvent trading liability under s 588H.
Making the restructuring adviser defence available in respect of debts owed to gene
eral unsecured creditors
but not in respect of debts owed to the ATO, creates an imbalance between differen
nt creditor groups, noting
that the ATO lost its statutory priorityy as a creditor voluntary administration was introd
duced in June 1993.
Model A should only operate as a defence to directors' personal liability for insolvvent trading liability and
analogous provisions imposing personal liability discussed above, so as to facilitate genuine restructuring
efforts by directors with a restructuring adviser and to protect them from potential inssolvent trading liability in
the course of undertaking a restructu
ure.
Directors should remain subject to all other legal obligations. Safe harbour should not be a shield from all
director liability or else it might crea
ate a 'moral hazard' by potentially operating to exculpate
e
directors from
other personal legal liability. The law imposes directorial liability in certain circumstances for other sound
policy reasons.
Where restructuring fails, and the co
ompany enters liquidation:
 directors should remain subject to
o potential civil liability under s 596AC, as that pro
ovision may operate as a
general deterrence of 'phoenix' company
c
behaviour (and a moral hazard), desp
pite questions about the
effectiveness of Part 5.8A, given
n that those provisions do not appear to have been the subject of legal
proceedings.
 liquidators should retain their pow
wers to commence recovery actions against directtors (e.g. for breaches of
directors' duties or misfeasance under
u
s 598).
 the period during which the safe
e harbour defence applies should be disregard
ded for the purposes of
calculating any reach-back perriod for unreasonable director-related transacttions (ss 588FDA and
588FE(6A)). However, it is unclear whether this applies to all voidable transacttions involving a director
(being a 'related entity' (s 9)), orr specifically under s 588FDA. Perhaps directorrs should not be treated
equally because they are more likely to be aware of the company's financial affa
airs and may be able to
exert influence to obtain an advvantage, and experience suggests that when a company is suffering

8

Grimaldi v Chameleon Mining NL (No 2) [20
012] FCAFC 6; Buzzle Operations Pty Ltd v Apple Computer Australia
A
Pty Ltd
[2010] NSWSC 233.
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9

financial difficulties the directors may
m be favoured. Such provisions should be anti-avoidance provisions
10
aimed at preventing errant directo
ors from stripping benefits out of companies to the
eir own advantage.

Query 2.2.2b – Do you agree with
h our approach to disclosure?
It appears that under Model A, dire
ectors will not have to announce that the company is operating in safe
harbour, having appointed a restructturing adviser. However continuous disclosure obligations would apply in
the case of a listed public compa
any. Hence there is inconsistent treatment off public and proprietary
companies under Model A.
onally liable in respect of
Notwithstanding the absence of anyy disclosure obligation, directors should be perso
their misleading or deceptive conduct or unconscionable conduct engaged in durring a restructure if that
conduct results in an unlawful advan
ntage to them or the company, and they seek to invoke the safe harbour
11
to avoid liability to repay creditors byy reason of the conduct.
In the case of listed public comp
panies, directors have continuous disclosure ob
bligations to inform the
Australian Securities Exchange (AS
SX) if they suspect that the company was inso
olvent and face potential
personal liability for any breach. Sa
afe harbour provisions should protect directors fro
om continuous disclosure
obligations and liability. To this en
nd, there should be an exception to a company's continuous disclosure
obligations during a restructure. Iff there is not, directors of listed entities could be personally liable for
misleading the market during comple
ex and uncertain restructuring negotiations.
Nevertheless it is presently unclearr to us whether this approach strikes a desirab
ble balance between the
competing interests of informing cre
editors (and the market) and the need for privaccy and confidentiality, in
order to successfully complete the re
estructure.

Query 2.2.3 – The Governmentt seeks views from the public on in what other circumstances
should the safe harbour defence
e not be available
In addition to the certain situations listed in the Proposals Paper, safe harbour sho
ould not be extended to
directors where the company has failed
f
to keep adequate books and records and
d is presumed insolvent
(ss 286 and 588E).
Making the defence unavailable where
w
a company has failed to lodge multiple BAS
B
or there has been
significant failure to pay certain employee claims may be harsh and inflexible, espe
ecially where the failures
are attributable to innocent oversights, but not reckless or fraudulent behaviour.
Other than where a director is disq
qualified by a set of defined situations, any determination that a director
cannot rely on the safe harbour provisions
p
should be made by the Court, rathe
er than by ASIC as an
executive body.
By the time the defence is invoked
d, the matter would be before the Court and it exercising
e
judicial power
should determine whether a director is prevented from relying on the defence. Any inefficiency or cost
concerns with delayed court processses in that regard are quelled.
It is proposed that safe harbour wou
uld not be available in two certain situations:
 (in hindsight) if the director is disq
qualified when debt is incurred, or is determined by ASIC or the Court to
be ineligible to rely on the defence
e because of prior conduct; and

9

Australian Law Reform Commission, ALRC Report 45 General Insolvency Inquiry (13 December 1988) at
a [636], available at
http://www.alrc.gov.au/sites/default/files/pdfs//publications/alrc45_Summary.pdf.

10

Vasudevan v Becon Constructions (Australlia) Pty Ltd [2014] VSCA 14 at [19] (Nettle JA).

11

See, e.g. Con-Pac Systems (Aust) Pty Ltd v Wijeyewardene [2006] FMCA 985.
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 (in advance) if the director is dete
ermined by ASIC or the Court to be ineligible to rely upon the defence for
a specified future period upon sattisfaction that the director previously has breached their duties.
First, we note that the Court does no
ot presently have the power to make a declaration
n of contravention based
12
on an agreement between ASIC and a director expressed in terms of contravention of s 206A. The Court
13
3
only has a power to disqualify a pe
erson from managing corporations for a period. Secondly, it is unclear
whether such determination could occur
o
after the fact. In circumstances where one of a number of directors
on a board is either disqualified or determined
d
to be ineligible to rely on the defence, the effect of this on the
other directors is also unclear. Fina
ally, it seems that if there is to be such regime, a register of disqualified
and ineligible directors from relying
g on the safe harbour defence would need to be
e maintained at a public
cost, probably by ASIC.

Proposal 2.3 – Safe Harbour Mod
del B: Carve-out of insolvent trading liability
Query 2.3 – The Government se
eeks your feedback on the merits and drawb
backs of this model of
safe harbour
Presumably this carve-out applies to liability under s 588G, and the reference to s 588 in the Proposals
Paper is an unintentional error.
Merits of Model B
The potential merits include:
urning a company to solvency;
 promotes director self-help in retu
 drastically alters the legal liability landscape of directors with respect to insolvent trrading;
 modifies the operation of s 588
8G so that directors may not be liable under s 588G, as opposed to
operating as a defence to liability under s 588G;
 does not require the appointment of a restructuring adviser (cf Model A);
 requires legislative and executive
e guidance (through any legislative explanatoryy memoranda (EM)) and
court interpretation of the terms 'reasonable steps' and 'reasonable time' and thiss should permit sufficient
flexibility to apply the carve-out to
o the facts and circumstances surrounding the pa
articular director and the
company's circumstances;
 the cited examples of 'reasonable steps' including the appointment of a restructuring adviser and early
c
(including employees) and other stakeh
holders are sound broad
engagement with shareholders, creditors
examples, but the concepts shoulld be elaborated on with further examples in any EM; and
 provides for a high level of creditor protection (thus balancing the competing tenssions between facilitating
restructuring and turnaround, and
d creditor and public protection) by way of not allowing
a
the carve-out to
apply in the circumstances where incurring the debt does materially increase the risk of serious loss to
h (c)). It is important that new creditors should be
b looked after because
creditors (at proposed paragraph
they need an incentive to continu
ue with trading the business. The emphasis appears to be on ensuring
that all creditors are repaid for participating
p
in this process; not just having a better
b
return which is an
14
object of Part 5.3A.
Potential drawbacks of Model B
The potential drawbacks include:
 introduction of a subjective test inquiring into the director's reasonable and honest belief;

12

ASIC v Edwards [2004] NSWSC 1044.

13

ss 206C, 206D, 206E and 206EAA.

14

s 435A.
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 possibly weakens the deterrence effect of the insolvent trading regime as dirrectors could engage in
potentially criminal behaviour, as an exception is potentially available;
 a liquidator or prosecutor may fa
ace considerable obstacles in positively proving
g the three limbs of the
proposed provision;
 it encourages director self-help methods
m
which do not necessarily involving a professional restructuring
adviser. However, the appointm
ment of a restructuring adviser should generallyy constitute 'reasonable
steps' for the purposes of the carvve-out;
 requires legislative and executive
e guidance (perhaps through any EM) and judicial interpretation of the
terms 'reasonable steps' and 'rea
asonable time' and this may lead to uncertain app
plication of the carve-out
in certain circumstances (at leastt while there is no case law), particularly where directors need to make
urgent decisions; and
 the collectivisation of the interests of all classes of creditors implied by the term
m 'creditors as a whole'.
This may be undesirable in circu
umstances where a restructure is likely to invollve further indebtedness
being incurred to both existing an
nd new creditors. The model does not distinguish
h between creditors with
debts existing as at the time an insolvent company incurs a debt, and creditorss to whom the company
becomes indebted during the course of trading-on during a restructure (which may
m be existing creditors
with new debts). Where a restructuring fails and a company is wound-up, it may
m be desirable to treat
ng the restructure as priority creditors (perhaps as
a priority creditors under
creditors with debts incurred durin
s 556) as a matter of fairness because of their ongoing relationship with th
he company during the
restructuring. Those creditors' support of the trade-on or restructuring of th
he company should be
recognised, and their willingness to participate should be rewarded. Section 556 identifies and prioritises
certain classes of unsecured debtts and claims; they do not all rank equally. The interests of new or future
creditors should be further considered if Model B is advanced.

Other options
mes for large and small to medium-sized entiities (SME)
Separate insolvent trading regim
A key drawback of both Models A and
a B is that they do not address the deficiencyy in the current insolvent
trading regime arising out of the different risk profiles of directors of large (often public and listed) companies
and SME (often proprietary) companies in respect of insolvent trading liability. The risks and consequences
of insolvent trading liability facing directors of larger companies are typically morre significant than those
faced by directors of SMEs.
In this context, a key issue to consider would be the potential abuse of a defencce or carve-out by SME
directors, particularly where those directors are self-interested in the company and itss uninterrupted business
continuity. In order to prevent abusse in such situations, any safe harbour model sh
hould factor in that SME
directors may seek to rely on safe harbour in circumstances where the risk of inssolvent trading liability is
already typically lower for them than for directors of large companies. In any model of safe harbour to be
implemented, it may be desirable to
o exclude its operation in relation to SMEs or otherwise limit its operation
to certain circumstances in respect of them. This could mean that the safe harbourr is limited to directors of
ently be incentivised to put a company into voluntary administration to
large companies, who would prese
manage insolvent trading risk. How
wever, it is directors of larger companies who sta
and most to benefit from
safe harbour and it is those directorrs whose behaviour should be changed in order to encourage a genuine
restructuring culture in corporate Australia.

Eliminate civil liability
Another option is to confine inso
olvent trading liability to a criminal offence (i.e. s 588G(3) involving
dishonesty) and not in respect of any civil contravention.
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Abolish insolvent trading liability
y
Another alternative in pursuance of the Agenda is to abolish insolvent tradin
ng liability by repealing
Part 5.7B Division 3. The insolvent trading provisions have failed to meet policy objectives because they do
not effectively deter directors from trading insolvent companies, especially in the SME context. This still
commonly occurs. However, it is likely that the existence of insolvent trading lia
ability hinders a genuine
restructuring culture and instead pro
omotes use of the voluntary administration proce
edure. We note that the
United States does not have an inso
olvent trading regime, and the United Kingdom regime includes a defence
15
where every step has been taken to minimise potential loss to the company's creditorrs.

Alternative model
We propose an alternative model to safe harbour from insolvent trading liability. Section
S
588H should be
amended to add new defences to s 588G in s 588H based on the creditor interest element of Model B, but
without the restructuring adviser re
equirement in Model A. Under our alternative model,
m
it is a defence to
s 588G if when a debt is incurred wh
hilst the company is insolvent a person:
 had grounds to believe and did believe
b
that incurring the debt was in the best in
nterests of the company
and its creditors (including conting
gent or prospective creditors) as a whole; and
 a reasonable person in the perso
on's circumstances would also have had groundss to believe that incurring
the debt was in the best interestts of the company and its creditors (including co
ontingent or prospective
creditors) as a whole.
m
expands the term 'creditors as a whole' to 'creditors (including
Unlike Model B, the alternative model
contingent or prospective creditors) as a whole'. This contemplates the particular in
nterests of new or future
his wording is especially
creditors to whom the company inccurs debts during a trade-on or restructuring. Th
desirable if the priority unsecured crreditor regime in s 556 is not altered to include debts
d
incurred during the
restructure owed to new or future cre
editors (discussed above).
This model operates in a similar way
w to the current defence in ss 588H(5) and 588H(6)
5
and includes an
objective standard, rather than the
e subjective standard included in Model B. We
W have suggested the
following specific matters for conside
eration as to whether the defence has been prove
ed:
 any advice provided to the perso
on by an appropriately experienced, qualified an
nd informed professional
adviser;
 any action the person took in relia
ance on that advice;
 the results of that action;
 the amount and nature of the de
ebt and whether or not it was necessary to incurr the debt to enable any
business carried on by the compa
any to be carried on as a going concern; and
 any action the person took to prottect the interests of new or future creditors of the company.
It is intended that the proposed defe
ence applies only to a civil contravention of s 588G
G(2), and does not apply
to the criminal offence under s 588G
G(3), as is presently the position under s 588H(1)..
Annexure A is a marked-up version of s 588H inserting recommended sub-sections based on our alternative
model proposal as outlined above.

15

Insolvency Act 1986 (UK), s 214(3).
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Section 3 – Ipso
o Facto Clauses
Background
MinterEllison senior consultant Lind
dsay Powers has reviewed the operation of ipso
o facto clauses in other
jurisdictions, and has canvassed a number of important issues facing law reform
mers in Australia in his
published article 'Ipso Facto Clause
es: A Law Reform Challenge' (2016) 27 Journal of Banking and Finance
Law and Practice 72. This submissiion draws on the commentary in that article.

Proposal 3.2 – The Ipso Facto Model
t
or amends
The Government proposes that any term of a contract or agreement which terminates
a term of any contract or agreement), by
y reason only that an
any contract or agreement (or any
'insolvency event' has occurred would be void
Any provision in an agreement that
t
has the effect of providing for, or permitting, anything that in
substance is contrary to the abo
ove provision would be of no force or effect.
The proposal seeks to address ipso
o facto clauses which give rise to a right of termin
nation, but also seeks to
address terms which 'amend' a conttract or agreement. We gather that the intention is
i that a party should not
be able to rely on a contractual terrm operating on the occurrence of an 'insolvenccy event' which, short of
effecting a termination of the agre
eement nevertheless deprives the insolvent co
ompany of contractually
promised benefits, for example, by conferring
c
a right to suspend supply of goods or services.
s
Section 301 of
the Bankruptcy Act 1966 (Cth) acchieves this in personal insolvencies by exten
nding the prohibition to
provisions which, on bankruptcy, 'm
modify' the operation of the contract. For conssistency, similar wording
should be used for corporate insolve
encies.
As for the definition of the relevant 'insolvency events' which may not be relied on, th
he proposed inclusion of
the appointment of a receiver or con
ntroller in the definition of 'insolvency event' is not justified, at least where
the underlying basis for the appoin
ntment of such a person is the enforcement of
o rights under a private
security contract. It is no part of the role of such a receiver to administer the affairs of
o a company with a view
to its rehabilitation. The prime duty of a privately appointed receiver is to realise the secured assets to repay
the debt of the secured creditor. We
W do not understand the Government's propossals as being directed to
this. That said, there would be on objection
o
to a receiver taking advantage of the prohibition if, at the same
time, an administrator had been appointed (cf the situation arising under s 440B in a voluntary
administration).
There may be justification for the inclusion of the appointment of a 'provisional liquidator' as a relevant
ns of potential corporate
'insolvency event'. Prior to the intrroduction of voluntary administration as a mean
rehabilitation, the appointment of a provisional liquidator was often the method ussed to obtain 'breathing
space' with a view to rehabilitation under a scheme of arrangement promoted by the provisional liquidator.
We note that the Government's pro
oposals for dealing with ipso facto clauses do not
n seek to prevent their
operation where the trigger is a contractual
c
right arising upon the occurrence of
o a 'change in financial
condition' (cf s 356(e)(1) of the Unite
ed States Bankruptcy Code). We agree with thiss. For example, financial
ratio covenants are important and carefully negotiated protections for financiers in loan agreements and
should remain enforceable.

Query 3.2.a – Are there other specific instances where the operation of ipso
o facto clauses should
he imposition of new
be void. For example by prohibiting the acceleration of payments or th
or credit.
arrangements for payment, or a requirement to provide additional security fo
The prohibition on the enforcement of contractual provisions which 'modify' the operration of a contract upon
the occurrence of an insolvency eve
ent, would adequately address this.
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Query 3.2.b – Should any legislation introduced which makes ipso factto clauses void have
retrospective operation?
No. Any changes should apply only
o
to contracts entered into after the amending legislation becomes
operative. Legislative changes alo
ong the lines proposed – if applied to contractts negotiated and made
before those changes became law – would be an unjustified retrospective interferen
nce with the rights of one
of the parties.

Query 3.2.c – Are there any othe
er circumstances to which a moratorium on
n the operation of ipso
facto clauses should also be exttended?
As we understand it, the proposal is
i that ipso facto clauses would, in the context of
o an 'insolvency event',
simply be 'void', rather than merely be
b suspended in their operation during some moratorium period (such as
during the term of a voluntary admiinistration). However, the question is whether it is, in fact, necessary to
render such clauses void (presum
mably ab initio) or merely to suspend their ope
eration while a potential
rehabilitation or restructure is being investigated. The appointment of a liquidator is not proposed to be one
of the insolvency events which givess rise to the prohibition. But if the prohibition ren
ndered the clause void, if
rehabilitation could not be implemen
nted (for example, at the end of a voluntary administration after a vote of
creditors to put the company into liq
quidation), it could not, at that stage, be relied on
n by the counterparty. It
would be preferable for ipso facto clauses not to be made void ab initio, but rath
her have their operation
suspended until it is known whether a successful corporate rescue can be implementted.

3.2.1 Anti-avoidance
Query 3.2.1 – Does this constitutte an adequate anti-avoidance mechanism?
We do not consider that the wording
g proposed is necessary or desirable.

3.2.2 Exclusions
o classes of contracts should be specifica
ally excluded from the
Query 3.2.2 – What contracts or
operation of the provision?
Agreements to provide financial acccommodation should be excluded, at least wh
here there remained an
obligation on the part of the lender, to
t extend further credit despite the occurrence of an 'insolvency event'.
Security agreements should also be
e excluded. The occurrence of an 'insolvency eve
ent' is often an important
trigger for the exercise of security rights. If the ipso facto prohibition applied, forr example, to prevent a
secured creditor from relying on the
e appointment of a voluntary administrator as th
he basis for appointing a
receiver, this would be a significan
nt impediment to the exercise of security rights, rights which, under the
current legislation dealing with vo
oluntary administration, recognise a secured creditor's right to take
enforcement action during the 'decission period'.

3.2.3 Appeal
der this safeguard necessary and appro
opriate? If not, what
Query 3.2.3 – Do you consid
mechanism, if any, would be app
propriate?
One of the most important consequences of depriving a party of their contractual right to terminate their
dealings with an insolvent counterpa
arty (especially where the contract obliges a contiinued supply of goods or
services to the insolvent) is to poten
ntially increase the loss that such a party will sufffer, most notably where
rescue plans for the insolvent comp
pany fail and debts for the continued supplies re
emain unpaid. It is one
thing to deprive a party of the right to
o refuse supply because of the existence of past unpaid debts. It is quite
another to oblige the party to make
e further supplies without a guarantee of paymen
nt, and in the knowledge
that the company is insolvent. As noted
n
in the journal article by Mr Powers, continuation of supplies under
the terms of a pre-insolvency contra
act (as opposed to a contract made by an insolve
ency appointee) may not
impose any personal liability on the insolvency appointee.
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We therefore consider that any am
mending legislation should make it clear that sup
pplies continued under a
pre-insolvency contract give rise to a personal liability on the insolvency appointee to
o make payment. At the
very least, similar provisions should
d be adopted to those which apply under the In
nsolvency (Protection of
Essential Supplies) Order 2015 (UK
K) which oblige an insolvency office-holder to givve a personal guarantee,
failing which the supplier may rely on
o its right of termination. Alternatively, considera
ation could be given to a
regime, similar to that which exists in the United States under Chapter 11 in relatio
on to ipso facto clauses,
where insolvency representatives are
a given a limited time in which to either acccept or reject executory
contracts. In the case of acceptan
nce of the contract the representative would be
b obliged to honour all
amounts that have fallen due.
The proposal that there be a right fo
or affected counterparties to appeal to a court to
o modify the operation of
the prohibition would be a sensible (but
(
additional) safeguard.
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Annexure A
588H Defences
(1)

or a contravention of
This section has effect for the purposes of proceedings fo
ding proceedings under
subsection 588G(2)) in relation to the incurring of a debt (includ
section 588M in rela
ation to the incurring of the debt).

(2)

It is a defence if it is proved that, at the time when the debt was in
ncurred, the person had
reasonable groundss to expect, and did expect, that the company was
w solvent at that time
and would remain solvent
s
even if it incurred that debt and any otherr debts that it incurred at
that time.

(3)

Without limiting the generality of subsection (2), it is a defence if it iss proved that, at the time
when the debt was incurred, the person:
(a)

(b)

had reasona
able grounds to believe, and did believe:
(i)

thatt a competent and reliable person (the other persson) was responsible for
providing to the first-mentioned person adequate infformation about whether
the company was solvent; and

(ii)

thatt the other person was fulfilling that responsibility; and

expected, on
o the basis of information provided to the first-m
mentioned person by the
other perso
on, that the company was solvent at that time an
nd would remain solvent
even if it inccurred that debt and any other debts that it incurre
ed at that time.

(4)

If the person was a director of the company at the time when the debt
d
was incurred, it is a
defence if it is prove
ed that, because of illness or for some other goo
od reason, he or she did
not take part at that time in the management of the company.

(5)

It is a defence if iti is proved that the person took all reasonable steps to prevent the
company from incurrring the debt.

(6)

In determining whe
ether a defence under subsection (5) has been proved, the matters to
which regard is to be had include, but are not limited to:

(7)

(8)

(a)

a administrator of the
any action the person took with a view to appointing an
a
company; and

(b)

when that action
a
was taken; and

(c)

the results of
o that action.

It is a defence if it iss proved that, at the time when the debt was incurrred, the person:
(a)

had ground
ds to believe and did believe that incurring the
e debt was in the best
interests off the company and its creditors (including co
ontingent or prospective
creditors) ass a whole; and

(b)

a reasonable person in the person's circumstances would also have had grounds to
believe that incurring the debt was in the best interests of
o the company and its
creditors (in
ncluding contingent or prospective creditors) as a whole.

In determining whe
ether a defence under subsection (7) has been proved, the matters to
which regard is to be had include, but are not limited to:
(a)

any advice provided to the person by an appropriately exp
perienced, qualified and
informed prrofessional adviser;

(b)

any action the
t person took in reliance on that advice;

(c)

the results of
o that action;
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(d)

the amount and nature of the debt and whether or not it wa
as necessary to incur the
debt to enable any business carried on by the company to be
b carried on as a going
concern; an
nd

(e)

any action the
t person took to protect the interests of new or
o future creditors of the
company.
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