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In this paper we will review some of the most significant judicial and legislative developments of
2003.  Much of the text of this paper is extracted from the Allens Arthur Robinson Insolvency &
Restructuring Annual Review 2003.

The cases and developments which will be considered are:

(i) Buckland Products v DCT;

(ii) Selim v McGrath;

(iii) Tolcher v NAB;

(iv) the CAMAC Discussion Paper;

(v) the Parliamentary Joint Committee Paper;

(vi) Re Spectrum Plus;

(vii) OT Computers v First National;

(viii) Sellers : Beckley Forge;

(ix) Kranz v NAB;

(x) Code of Banking Practice & Unconscionability;

(xi) Waterwheel;

(xii) DCT v Solomon; DCT v Muriwai;

(xiii) Clark v Perkins;

(xiv) UMP;

(xv) the emerging role of provisional liquidators in Hong Kong;

(xvi) Commonwealth Bank v Duggan;

(xvii) Sellers & Anor v Offset Alpine;

(xviii) Supreme Court of NSW Guidelines: Disclosure by Insolvency Practitioners; and

(xix) Surfers Paradise Investments v Davoren Nominees.
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Statutory demand

Appeal Declared Incompetent without extension of time for compliance

Case Name:

Buckland Products Pty Ltd v Deputy Commissioner of Taxation; Burwood Retail Pty Ltd v Deputy
Commissioner of Taxation; Scandi (Qld) Pty Ltd v Deputy Commissioner of Taxation

Citation:

[2003] VSCA 85, Victorian Court of Appeal per Phillips, Chernov and Eames JJA

Date of Judgment:

18 June 2003

Issues:

• Sections 459F and 459G CA

• Application to set aside a statutory demand

• Failure to get an extension of time for compliance

• Continuation of appeal contrary to s471A CA

What happens if an appeal is made to set aside a statutory demand, no extension of time for
compliance is granted and the time for compliance expires? Here it was held that three
separate appeals should be dismissed without an examination of their merit, as the period
for compliance had passed in each case.

Section 459G CA provides that, where a company applies to set aside a statutory demand, the
application must be filed and served within 21 days of service of the demand. Section 459H CA
further provides that the court must be satisfied of a genuine dispute or that the company has an
offsetting claim before setting aside the demand. If not so satisfied, then, under s459F, the
company has seven days from the date when the application was 'finally determined or otherwise
disposed of' to comply with the statutory demand, unless the court grants an extension of time.

In this case, Buckland Products Pty Ltd, Burwood Retail Pty Ltd and Scandi (Qld) Pty Ltd (the
appellants) were each served with statutory demands and each applied to set them aside.
Following the dismissal of each application by the Senior Master on the basis of a lack of a genuine
dispute or an offsetting claim, the appellants then appealed to a single judge without applying for,
or being granted, an extension of time. As such, by the time of each appeal, the date for
compliance had passed and each appeal was dismissed without an examination of its merits.

The appellants appealed again to the Court of Appeal, which dismissed each appeal, stating that
unless they were heard and determined before the expiry date, or an extension of time was
granted, each appeal would be dismissed as incompetent. That is, the appellant's application in
each case to set aside the statutory demand was 'finally determined,' within the meaning of
s459F(2)(a)(ii) CA, when the Senior Master's order was made, even though this could then be
appealed.
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As for whether their appeals should have even continued, given that the appellants were each
being wound up before their appeals were heard, albeit after they had been lodged, applying
s471A CA, the court held that they should not have been lodged without liquidator approval.

This case deals with the issue of what is meant by 'finally determined or otherwise disposed
of' in the context of setting aside a statutory demand. It established one clear point: if you
do appeal to have a statutory demand set aside, make sure that you are granted an
extension of time for compliance because, without one, your appeal will fail.

Lessons for administrators and creditors from Pan

Case Name:

Selim v McGrath

Citation:

Unreported, [2003] NSWSC 927, Supreme Court of New South Wales per Barrett J

Date of Judgment:

17 October 2003

Issues:

• A range of issues relating to voting at creditors’ meetings

A challenge by the owner of Pan Pharmaceuticals to the way creditor voting rights were
dealt with by the voluntary administrator was dismissed in the Supreme Court of New South
Wales.

Background

Pan Pharmaceuticals Limited (Pan) appointed voluntary administrators after its Therapeutic Goods
Administration (TGA) licence was suspended and Pan products manufactured after May 2003 were
recalled.

A DOCA was proposed to transfer Pan's business to Sydney businessman Fred Bart. At the
second creditors' meeting (the meeting), the central question was whether (a) the proposed DOCA
should be approved; (b) Pan should be wound up; or (c) the administration should be brought to an
end. The meeting was chaired by voluntary administrator Tony McGrath.

At the meeting, the creditors resolved to reject the proposed DOCA and Mr McGrath subsequently
used his casting vote as chairman to support the resolution to put Pan into liquidation.

Pan's founder and major shareholder Jim Selim challenged Mr McGrath's decision to liquidate the
company and various other decisions made by Mr McGrath at the meeting, and sought to avoid
Pan's liquidation by having those decisions reviewed or reversed.

At the first creditors' meeting, Mr McGrath had allowed voting by 357 pharmacists who had sold
Pan products. At the second creditors' meeting, Mr McGrath refused to allow voting by 417
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consumers and retailers who had bought Pan products. Mr Selim argued that if 357 pharmacists
who sold Pan products were entitled to vote, then so were the 417 consumers and retailers who
bought them.

Justice Barrett endorsed Mr McGrath's decisions, found that he had complied with his obligations
as set out in the CA and CR, dismissed Mr Selim's application, and ordered costs against him.

Implications

The judgment fully endorsed the decisions taken by Mr McGrath. Justice Barrett's judgment is a
useful guide to identify who can, and who cannot, vote at a creditors' meeting. The lessons are as
follows:

Creditors

• Creditors should lodge their proofs for voting purposes to allow administrators sufficient
time to properly consider them.

• Creditors should provide sufficient information in the proof of debt to identify the nature and
value of their claim.

Administrators

• When claims are lodged late and insufficiently particularised, the administrator may not be
able to make a fair estimate of value and, in that case, should not admit the proof.

• Administrators seeking to hold a creditors' meeting must advertise in Australia and notify all
known creditors. However, the administrator does not need to go to extraordinary lengths
to locate possible creditors or advertise overseas.

• Once a DOCA has failed to pass, it is appropriate for the administrator to use his or her
casting vote to liquidate an insolvent company.

• Except in exceptional circumstances, the chair is not permitted to unilaterally adjourn a
creditors' meeting without the meeting's consent or direction.

• Justice Barrett's analysis of CR 5.6.23 and 5.6.26 and recent cases that have considered
them is a useful guide to administrators on how to treat claims for voting purposes.

The meeting

Who did Mr McGrath admit as a creditor for voting purposes?

As a consequence of the TGA product recall, losses were sustained and Pan had a number of
potential creditors, including:

• those with a direct contractual relationship, such as sponsors, trade creditors, and
employees; and

• those without a contractual relationship, such as retailers (including pharmacists), health
professionals and consumers.

The voting rights of 'contractual' claimants at the meeting was not contentious, but the rights of the
'non-contractual' claimants to vote on the future of Pan was. Relying on senior counsel's advice, Mr
McGrath admitted for voting purposes:
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• claims put forward by individual members of the Pharmacy Guild (who had given advance
notice and submitted statements of loss in accordance with an agreed lodgment
procedure), on the basis that it had been possible for him to make a just estimate of the
value of each claim for voting purposes under 5.6.23(2) CR; and

• only 53 retailers' (including pharmacists) claims of the 470 'non-contractual' potential
creditors who submitted claims immediately before the meeting began on the basis that a
just estimate of value of each claim could be assessed on the information submitted (in a
similar way to the Pharmacy Guild claims).

The remaining 417 claims by other retailers, health professionals, and consumers were rejected for
voting purposes. They contained either insufficient particularisation of the potential creditor or
insufficient proof that any product purchased was manufactured by Pan and subject to the TGA
recall (including failures to identify date of purchase, provide proof of purchase or the legal basis of
the claim). In the short time available before the meeting, it was impossible for Mr McGrath to make
a just estimate of the value of those claims for voting purposes under 5.6.23(2) CR.

The resolutions

Voting polls were taken during the meeting on the following proposed resolutions, with the following
outcomes:

• that the meeting be adjourned so that the administrators might seek court directions on the
admissibility of certain claims and classes of claims for voting purposes (not passed by
creditors in value or number);

• that Pan execute the DOCA (not passed by creditors in value or number); and

• that Pan be wound up (passed with Mr McGrath using his casting vote when a majority in
value voted for the resolution and a majority in number voted against the resolution).

Did Mr McGrath apply the CA and CR properly in reaching his decisions?

Notice and advertising of the meeting. Was it convened properly?

Section 439A(3) CA required Mr McGrath to give notice of the meeting to 'as many of the
company's creditors as reasonably practicable' and to advertise the meeting in a national
newspaper or individual state or territory newspapers. 5.6.12 CR required written notice to be given
to every person 'appearing on the company's books or otherwise' to be a creditor.

It was not disputed that known creditors were advised of the meeting in writing and that
advertisements were placed in Australian newspapers. In relation to unknown creditors, for
example, 'non-contractual' claimants, Justice Barrett found that the 'reasonably practicable'
provision did not extend the requirement for notification of the meeting beyond those creditors for
whom a means of direct contact was readily ascertainable. The contact details of potential creditors
with 'non-contractual' claims or of other creditors who were not apparent from the company's books
were not readily ascertainable. Therefore, Justice Barrett confirmed that Mr McGrath was not
obliged to attempt to notify them of the meeting by actually seeking them out, beyond his duty to
advertise the meeting in the Australian press.

Justice Barrett did not accept that Mr McGrath had a legal duty to advertise the meeting more
widely in overseas newspapers, so as to notify potential, non-obvious creditors of the meeting,
even where it was known to Mr McGrath that Pan products were sold overseas. Justice Barrett also
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found that Mr McGrath did not have a duty to take active steps to seek out potential, but not
obvious, creditors who had suffered economic loss and potentially fell within the creditor concept
(for example, retailers and consumers with 'non-contractual' claims of certain types), simply on the
basis that it would be fair to do so.

Justice Barrett, therefore, found that the meeting had been properly convened.

Was the decision not to unilaterally adjourn or suspend the s439A CA meeting of creditors

(to seek judicial guidance on the voting eligibility of the 'non-contractual' claimants) the
right one?

In fact, the meeting had voted and declined to adjourn. Had it voted to adjourn, Mr McGrath would
have been compelled, by 5.6.18 CR, to do so. However, without the meeting's direction or consent
(as envisaged by 5.6.18 CR), Mr McGrath could have adjourned it only by relying on a residual
unilateral power. This power is reserved for specific situations where, for practical reasons, the
meeting's consent or direction cannot be obtained and the chairman considers an adjournment
necessary to ensure that all wishing to vote can, in due course, vote at the meeting. Justice Barrett
found that it was not for Mr McGrath to have adjourned the meeting unilaterally so as to get the
court's input on this issue in advance. To do so would have been inconsistent with the principle that
the chair's decisions are final but able to be appealed (s1321, s447A and s447E CA).

Who could be a 'creditor' of the company under s439A(1) CA and admitted for voting
purposes to consider its 'future'?

Justice Barrett found that creditors for voting purposes are all persons who would have debts or
claims proveable in a winding-up, thus importing into s439A CA the following words from s553(1)
CA: 'all debts payable by, and all claims against, the company (present or future, certain or
contingent, ascertained or sounding only in damages)'. This includes tortious claims and those
under s82 and s87 of the Trade Practices Act 1974.

Therefore, in addition to 'every person appearing on the Company's books or otherwise to be…
creditors' (5.6.12 CR), creditors for voting purposes also include all persons with unliquidated or
contingent debts or claims that are made known to the administrator, provided a just estimate of
value has been made by the administrator (5.6.23 CR).

Justice Barrett considered whether the types of 'non-contractual' unliquidated claims presented by
the 417 consumers who lodged claims immediately before the meeting (but were rejected), were
the sorts of claims that may give rise to creditor status for voting purposes.

Justice Barrett confirmed that the CA proceeds on the basis that recognition as a creditor for voting

purposes (as distinct from a mere claimant to creditor status) will be determined by the chair having
regard to (a) the formal proof of debt submitted (if so required); (b) any other relevant information;
and (c) whether the chairman can make a just estimate of value, unless the administrator has
already admitted the claim in whole or in part (5.6.23 and 5.6.26 CR). If the chair is in any doubt
about whether a claim should be admitted, 5.6.26(2) CR provides that the proof of debt should be
marked as 'objected to' and the creditor allowed to vote, subject to the vote being declared invalid if
the objection is sustained (5.6.26(2) CA marking).

Justice Barrett went on to say that, as the determination of voting rights will be made by the chair
shortly before or at the meeting, the legislation does not contemplate that the chair will undertake
any detailed inquiry, debate or deliberation. He or she will do the best they can with the claimants'
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factual material. If there is no or little material from which a conclusion about the value can be
drawn, the just estimate may be zero, or perhaps the nominal amount of $1, assuming that
admission is warranted at all.

On the facts, Justice Barrett found that the 417 consumer claims were properly rejected because
Mr McGrath was given insufficient particularisation to even allow him to give them a 5.6.26(2) CA
marking.

Should the pharmacists' claims have been admitted for voting purposes and, if so, should
Mr McGrath have distinguished the 417 consumer claims he rejected?

Justice Barrett accepted that the particulars in the proofs of debt required by Mr McGrath to be
submitted by the members of the Pharmacy Guild pharmacists (which had been said to be
inadequate) should be seen in the context of the agreed procedure for lodging claims that had
been established. Mr McGrath was correct to admit these claims because a just estimate of value
could be made.

In contrast, Justice Barrett found that the particulars in the proofs of debt submitted by the 417
consumers and retailers were inadequate (see above). Mr McGrath had been forced to do the best
he could with the 417 proofs in the short time available and the material submitted and, as no just
estimate of value could be made, his legal advice had formed a proper basis for him to reject them.

Justice Barrett went further to say that none of the 417 proofs of debts conveyed a reliable claim,
only bald assertions. The omissions were so pervasive that there was no doubt that the claims
should be rejected for voting purposes, even with a 5.6.26(2) CR marking.

Despite Mr Selim's contention that the claims should be treated equally, Justice Barrett said it
would have been 'irresponsible for a person in a fiduciary position [such as Mr McGrath] to
recognise entitlements of claimants who showed no objective evidence of entitlement.'

Justice Barrett did, however, acknowledge that the type of claims made out in the 417 proofs, if
properly particularised, may have been capable of being admitted for voting purposes because
they fell within the wording of s439A CA. It was possible that further investigation could show that
some of the proofs did relate to relevant Pan products and that, if the proofs had been lodged with
Mr McGrath earlier, there would have been an opportunity for further particulars to have been
sought. Justice Barrett found that the proofs were deliberately not lodged with Mr McGrath until the
last minute, denying him the opportunity to seek better particulars. Justice Barrett suggested
therefore that, given extra time and information, the claims may have been admitted for voting
purposes and that a way of doing this would have been for Mr Bart, who had coordinated the
presentation of the 470 proofs (from which the 417 were rejected), to have agreed a protocol with
Mr McGrath in advance in the way the Pharmacist's Guild had done.

In any event, Justice Barrett also commented that, had all the claims been admitted for voting
purposes, the DOCA resolution, which Mr Selim was so keen to have passed, would have had the
support of only a majority in number of creditors. Value would still have been against the DOCA,
and Mr McGrath's affidavit evidence was that he would not have used his casting vote in favour of
the DOCA in those circumstances.

The use of the casting vote under 5.6.21(4) CR

Justice Barrett agreed that Mr McGrath appropriately used his casting vote to support value against

numbers of creditors on the resolution to liquidate Pan. Section 439C CA provided that the meeting
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could make one of three resolutions: adopt the DOCA, wind up Pan, or end the administration.
After the DOCA had been rejected, failure to pass the resolution for winding up would had been
perverse. Because of Pan’s position of apparent insolvency and inability to operate, a resolution to
end the administration would have been entirely inappropriate.

This case provides important lessons for administrators and creditors relating to the
admission of proofs of debt, the use of the casting vote and the conduct of creditors’
meetings.

Recoveries by liquidator not caught by bank's charge: the Kratzmann
principles affirmed

Case Name:

Tolcher v National Australia Bank Ltd

Citation:

[2003] NSWSC 207, Supreme Court of New South Wales per Palmer J

Date of Judgment:

14 March 2003

Issues:

• Whether money that is the subject of a floating charge becomes part of the general assets of
the company

• A liquidator's rights under s588FF(1) CA

• Whether s588FF(1)(a) CA affects a change to the law

• Whether the Kratzmann principles are still good law

The question for determination in this case was whether property recovered by a liquidator
upon the settlement of an unfair preference and an insolvent trading claim would become
subject to a prior charge or whether it would become available for distribution to unsecured
creditors.

The plaintiff was the liquidator of Lloyd Scott Enterprises Pty Ltd (LSE). LSE had entered into a
debenture with the National Australia Bank (NAB). The debenture was a fixed and floating charge
over all LSE assets. The liquidator made two claims against Key Equipment Finance Australia Pty
Ltd (Key) as a shadow director of LSE. The first was to recover an unfair preference under s588FA
and s588FF(1)(a), and the second was a claim under s588M(2) to recover compensation for loss
resulting from insolvent trading.

The claims were the subject of a mediation, which resulted in the execution of a deed. The
question for determination was whether the proceeds of the settlement was property of LSE caught
by the NAB's charge, or property that was available for distribution to LSE's unsecured creditors in
the winding up.



mcqs S0111288273v1 150520     4.3.2004 Page 10

Justice Palmer did not follow Justice Jones in Jonsson v Ferrier. His Honour instead affirmed the
correctness of previous authorities: Justice Santow in SJP Framework (Aust) Pty Ltd (in liquidation)
v Deputy Commissioner of Taxation (2000) 34 ACSR 604, which in turn affirmed N A Kratzmann
Pty Ltd v Tucker (No 2) (1968) 123 CLR 295. If property is the subject of a fixed charge, it will not
be available for distribution to a company's unsecured creditors during a winding-up. This is not the
case for property that is the subject of a floating charge. Kratzmann establishes that a charge that

is not a specific charge cannot prevail over the trustee in bankruptcy or liquidator when monies are
recovered by way of preference. The money is paid to the liquidator on the company's behalf. Such
an order is made under s588FF for the purposes of s588GFA CL.

Justice Palmer stated that the Kratzmann principles were equally applicable to insolvent trading

recoveries for claims under s588M. If a liquidator institutes proceedings under s588M(2) and
recovers money under a judgment, the proceeds are not available in priority to a secured creditor
until the unsecured debts have been paid in full, as provided by s588Y(1).

A reference to payment 'to the company' in s588M(2) does not indicate a legislative intention that
property recovered by a liquidator under s588M(2) is to be regarded as property of the company,
so as to be available to a secured creditor contrary to the principle established in Kratzmann.

Justice Palmer emphasised that Kratzmann is still good law. If property is the subject of a
fixed charge, it will not be available for distribution to a company's unsecured creditors
during a winding-up. This is not the case for a floating charge. A floating charge will not
prevail over a trustee in bankruptcy or a liquidator when monies are recovered by way of
preference. The monies will vest in the liquidator on behalf of the company. The same
principles that apply under s588FF for the purposes of s588FGA CA also apply under
s588M(2) in relation to insolvent trading recoveries. The words 'to the company' do not
indicate that monies recovered under this section are available to a secured creditor
contrary to the principles established in Kraztmann.

CAMAC discussion paper: possible changes to the rehabilitation processes
for large and complex enterprises

Overview

The Corporations and Markets Advisory Committee (the CAMAC) has recently released its
discussion paper on Rehabilitating large and complex enterprises in financial difficulty (the paper),
indicating that the Australian Government is considering reforming the rehabilitation process for
large and complex enterprises. The paper's release reflects a recognition that certain aspects of
current rehabilitation procedures may not be suitable for major corporate insolvencies.

The paper analyses three main areas:

• principles underpinning a successful rehabilitation procedure;

• Voluntary administrations (VA); and

• creditors' schemes of arrangement.
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1. CAMAC's paper, released in September 2003, does not come to any specific conclusions
about the questions that it poses, but is intended to inspire comment from the insolvency
community. Nevertheless, it is an indication of the nature of reforms that may be
implemented in Australia.

2. Principles underpinning a successful rehabilitation procedure

3. The paper identifies the success of an available rehabilitation procedure as being

dependent upon whether it:

• encourages the company to take early remedial action;

• encourages the company to negotiate with its major creditors;

• assists ongoing finance of the company during the rehabilitation period;

• provides a rehabilitation timetable adjustable to the needs of the company; and

• provides methods to deal with enterprises as corporate groups.

In relation to the principle of encouraging companies to take early remedial action, the paper
compares the 'financial stress' test that is implemented in the United Kingdom and in Australia with
the 'good faith' test for applications for protection under Chapter 11 of the US Bankruptcy Code.
The paper suggests that the current Australian approach overcomes the possible problem of a
solvent company commencing a rehabilitation procedure merely to give itself temporary immunity
from its unsecured creditors, but leaves open the possibility of implementing a test akin to the 'good
faith' test in Australia.

In relation to the first principle, the paper also examines the question of who should control
rehabilitation procedures. The paper firstly considers the option (adopted in the US) of allowing the
board (if not permitted to retain office) to choose as the corporate rehabilitator any persons that the
board considers to have appropriate expertise, skills or experience to achieve a successful
rehabilitation. The paper notes that this approach provides flexibility to the company, but has the
possible downside of the appointee being deemed a shadow or de facto director of the company. It
also hints at the possibility of permitting directors to retain control of the company (as in the US). In
this case, the paper identifies that directors who remained in control should be in a similar position
to external administrators under a VA – they should be personally liable for various debts of a
company incurred in that period, with rights to an indemnity out of a company's assets.

The paper compares the extent to which the Australian system encourages companies to negotiate
with creditors with the approach adopted in the UK and the US. It was noted that the VA process
gives greater leeway for the rights of secured creditors than under US or UK law. The preferred
position identified in the paper is the US method of pre-Chapter 11 negotiation.

With regard to encouraging ongoing financing, the paper acknowledges the possibility that secured
creditors could adopt the US practice of lending further funds on terms that give them significant
influence over the company's further conduct. It is noted, however, that any interference in relation
to the rights of other secured creditors or in relation to the equitable treatment of unsecured
creditors could adversely affect general corporate financing, and may also have the potential to
create an unfair trading advantage, undermining the principle of competitive neutrality.
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Voluntary administration

The role and powers of creditors

The paper indicates that the powers of creditors in general may be broadened. For example,
individual creditors should be entitled to apply to a court for an order appointing an administrator.
The current right of a creditor to petition the court for winding up should remain in addition to this
right. It was also suggested that unsecured creditors may be given greater rights vis a vis secured

creditors for the enforcement of security, either by reducing the rights of secured creditors or
adjusting their rights to give them more time to consider an appropriate course of action.

In relation to secured creditors, the paper questions the appropriateness of the 'all-or-nothing' rule,
whereby a chargee over all, or substantially all, of the assets of a company can only appoint a
receiver to all of that property rather than to part of it.  While CAMAC noted arguments that a
substantial chargee should have the choice of enforcing the charge over only some of the charged
assets, leaving the other charged assets under the administration, it preferred the current approach
on the basis that there will be no problems arising from fragmentation of control over the company
assets.

The voting of creditors is also analysed and an option posed for discussion is whether to abolish
voting by number or adopt the principles that apply at shareholder meetings whereby a vote by a
show of hands can be overridden by a subsequent poll determined by value only if demanded.

The role and powers of administrators

The paper discusses whether an administrator should be entitled to apply to the court to avoid
antecedent transactions; however, it notes that the period during which the administrator holds
office may be far too short for them to take an action through to final judgement. CAMAC was of
the view that, where an application for winding-up that has not been dismissed precedes a VA, the
relation-back powers should extend back even further, namely, to the date of that initial winding-up
application. The company could therefore not circumvent the effect of a winding-up application in
establishing the relevant 'relation-back' date for the voidable transaction provisions merely by going
into VA. The paper recognises, however, that certain exemptions should be in place for
administrators, for example, in relation to creditors receiving equity in exchange for their debt.

The role and powers of the courts

The role of the courts within a rehabilitation process features frequently in the paper, specifically
with regard to the power that the court should wield. In particular, the question posed for public
consideration is whether the court should be empowered to approve business or commercial
decisions by an administrator.

Deeds of company arrangement

The possibility of amending the preference order of payments under a DOCA is discussed. While
the paper acknowledges that creditors should be permitted to approve a DOCA that departs from
the winding-up priorities, provided that it is in the overall interests of creditors, it identifies that this
would only apply to a DOCA and would not affect creditors' rights in any subsequent winding-up. It
concludes that the legislation should set out guidelines that indicate when it is appropriate to depart
from the winding-up priorities. Additionally, the view is favoured that there should be some sort of
solvency pre-requisite test for a company to fulfil before entering into a DOCA.
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Creditors' schemes of arrangement

The paper identifies that there are factors that discourage the use of creditors' schemes of

arrangement, such as the need for initial and final court approval and possible liability of directors
for insolvent trading. Also, the need to have separate meetings, and approval, of each class of
creditors under a scheme of arrangement has the potential to create disputes. The paper does not
highlight possible options for amendments; rather, it invites submissions and suggestions to help
make schemes of arrangements more useful for rehabilitation.

Australian Government examining ways to improve corporate insolvency
laws

In May 2003, the Parliamentary Joint Committee on Corporations and Financial Services (the
committee) published an issues paper entitled Improving Australia’s Corporate Insolvency Laws
(the paper). The paper was produced as a result of public submissions to the committee and,
based on these submissions, identifies areas for further public comment. Some of the main issues
and questions presented by the paper are as follows.

The appointment, removal and functions of administrators and liquidators

• Is there a need to strengthen the independence of administrators and should current
procedures for appointment and removal of administrators be improved? These concerns
stemmed from perceptions that administrators may not always be able to reconcile their
business interests with those creditors. Suggestions for promoting the independence of
administrators included the incorporation of a code of ethics into the CR and permitting
other persons, such as creditors and members, to appoint administrators.

• What measures should be adopted to improve the flow of information to creditors so that
they can properly determine the company’s future? Suggestions included the incorporation
in the CA of a checklist of matters to be added to the creditors' report prepared by the
administrator.

• Should the timeframe between statutory meetings of creditors under a voluntary

administration be extended to allow administrators more time to collate information vital to
creditors? The committee noted the possibility of extending the timeframe for the first
meeting to eight business days and extending the time for holding the second meeting to
25 business days.

• Will a centralised fund or some other means of appropriation of company revenue might be
necessary to fund the investigation of companies with no assets, in order to adequately
protect unsecured creditors of such companies?

Directors' duties

• Do the obligations of directors when a company is insolvent require clarification? The
committee noted the practical difficulty in ascertaining when a company becomes insolvent
and whether a person has the requisite state of mind for alleged contraventions of the
insolvent trading provisions of the CA.
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• The committee also noted that it wanted to examine the general effectiveness of the
voidable transaction provisions in the CA.

The rights of creditors

• Is the current procedure for voting on creditor resolutions sufficiently clear and does it
reflect creditors' interests? In particular, the fairness of the administrator's casting vote in
respect to its removal and remuneration was questioned by a number of submissions.

• Should there be a unification of corporate and personal insolvency law?

• Should a US 'debtor-in possession' rescue model, under which the management remains
in control of the company and repays creditors in accordance with a court-approved
business plan should be adopted in Australia as an alternative to voluntary administration?

• Should contribution orders be available against a company in a corporate group to pay the
debts of an insolvent company in the group?

• The committee also suggested that the current regime for creditors' statutory demands be
reviewed.

The cost of external administrations

• Are there sufficient avenues for review of administrator’s costs, especially where not all
creditors are willing to contribute to the costs of review?

• Is there adequate disclosure of administrator’s fees and is the form of disclosure conducive
to review?

The treatment of employee entitlements

• Does the General Employee Entitlements Scheme sufficiently protect employee
entitlements upon their employer’s insolvency and, specifically, should group companies be
required to protect employee entitlements in other group companies in liquidation?

• Upon liquidation, should unpaid employee entitlements be given priority over all other
creditors, including secured creditors? The committee noted that this proposal was put
forward by the Federal Government in 2001; however, draft legislation is yet to be
produced.

The reporting and consequences of suspected breaches of the CA

• The committee questioned the extent of compliance by receivers, administrators and

liquidators in relation to their obligation to report suspected breaches of the CA to ASIC,
and whether appropriate action was taken by ASIC upon receipt of any such reports.

Compliance with, and effectiveness of, DOCAs

• The committee questioned whether the current method for negotiating DOCAs sufficiently
reflected the intentions of creditors (submissions indicated that, for example, matters were
being included in DOCAs that were not discussed or approved by creditors) and, moreover,
whether the process for enforcement of the DOCA terms is satisfactory.
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The use of 'phoenix' companies

• The committee invited submissions about whether the legislative measures used to combat
the incidence of 'phoenix' companies should be strengthened and the ways in which this
could be done.

The committee received submissions until the end of the June 2003 financial year. It is now to
produce its final report.

Book debts again

Case Name:

Re Spectrum Plus Ltd

Citation:

Unreported, [2004] EWHC 9 (Ch), High Court of Justice of England and Wales, per the Vice-
Chancellor

Date of Judgment:

19 January 2004

Issues:

• What conditions must be satisfied in order to establish a fixed charge over book debts?

What controls or limitations must be placed by a chargee on the use of the proceeds of
book debts by the chargor in order to establish a fixed charge over the book debts?

Following the decision of the Privy Council in Agnew v Commissioner of Inland Revenue
(Brumark), the English High Court of Justice has cast a significant shadow over the longstanding
form of fixed charges over book debts which was upheld in Siebe Gorman & Co Ltd v Barclays
Bank Ltd.

Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd’s Rep 142 (Siebe Gorman)

Although criticised in recent times, the judgment of Slade J in Siebe Gorman has long stood for the
proposition that a charge over book debts and proceeds of book debts could be a fixed charge if
the chargor is sufficiently restricted in its dealings with them.  Slade J stated that a charge on book
debts would be a floating charge if the intention of the parties was that the chargor would be free to
dispose of the proceeds of the book debts without restriction.

In Siebe Gorman, a charge over book debts which purported to be fixed provided that the chargor
must:

• pay the proceeds of book debts into an account with the Bank (the account was an
ordinary trading account of the company); and

• not assign or charge the book debts to any other person without the consent of the Bank.
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Slade J concluded that the parties intended to create a fixed charge and the chargor was
sufficiently restricted in its ability to dispose of unencumbered title to the book debts without
consent.  Accordingly, the document created a fixed charge notwithstanding that there were some
forms of dealing which were not specifically prohibited.

Brumark

Since Slade J decided Siebe Gorman, the “Siebe Gorman form” of charge has become the

standard form for creating a fixed charge over book debts.  However, in 2001, on appeal from
New Zealand, the Privy Council reviewed the law in relation to fixed charges over book debts.

In Brumark, the Privy Council considered whether a charge over uncollected book debts which left
the company free to collect them and use the proceeds in the ordinary course of business was a
fixed or floating charge.

The Privy Council described the approach to deciding whether a charge is fixed or floating: first
ascertain the intent of the parties; secondly, characterise the parties intentions as a matter of law.
The key difference in approach between the Privy Council and Slade J was that the Privy Council
ascertained the intention of the parties by examining the nature of rights and obligations which the
parties intended to grant each other rather than looking at the label the parties used to describe the
charge.  The relevant intention is whether the chargor should be free to deal with the charged
assets and withdraw them from the security without the consent of the holder of the charge.  In
Brumark, the Privy Council found that this was the case and accordingly concluded that the charge
was not properly construed as a fixed charge.

Re Spectrum Plus

This case concerned a charge securing all moneys due to a bank in relation to a facility made
available to Spectrum Plus for the purpose of providing working capital.  The security purported to
include a specific (fixed) charge over all present and future book debts of the company.  The
charging provisions were drafted in substantially the same form as those in Siebe Gorman.

The High Court of Justice considered the decision in Siebe Gorman and subsequent application of
that case before applying the test described in Brumark.  Accordingly, the High Court of Justice
examined the rights and obligations the parties intended to grant each other in respect of the book
debts:

… the account is an ordinary current account with a clearing bank and there is no express
restriction on the operation of the bank account within the limits of the facility … The facility
is liable to be withdrawn or reduced on notice and is repayable on demand but unless and
until either of those events occur the company is free to draw cheques in favour of
suppliers or creditors in the ordinary course of business as it sees fit.

From these rights and obligations, the High Court of Justice concluded the intention of the parties
was that Spectrum Plus was free to deal with the book debts and withdraw them from the security
without consent as the book debts were under the control of and available for use by the company
in the ordinary course of business.  It was acknowledged that the charge contained some
restrictions similar to those in Siebe Gorman (no factoring, no block discounting and the proceeds
must be collected in an account of the bank) however, those restrictions still allowed collection and
free use of the proceeds and accordingly were inconsistent with the nature of a fixed charge.
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Notwithstanding that the charge purported to be a fixed charge, this was insufficient to change the
nature of the floating charge which was evidenced by the intentions of the parties.  Accordingly, the
High Court of Justice reached the conclusion that the decision in Siebe Gorman is incorrect and the
charge is inconsistent with a fixed charge and is therefore a floating charge.

Since 1979, the decision in Siebe Gorman has been followed and applied by English lenders
and insolvency practitioners.  The English Crown gave notice in 2002 that it intended to
challenge the decision in Siebe Gorman although it would not disturb distributions made
prior to the Privy Council’s Brumark decision.  Spectrum Plus clearly represents the
Crown’s challenge to the Siebe Gorman decision and it is expected that this case will
eventually be decided by the House of Lords.  What it means is that:

• Fixed charges over book debts will in fact be floating charges if the chargee can in
effect exercise complete control over:

• the collection of the book debts and the proceeds; or

• the proceeds of the book debts.

• The status of fixed charges over book debts is now more uncertain than it has been
for nearly a quarter of a century
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Case Name:

OT Computers v First National Tricity Finance

Citation:

[2003] EWHC 1010 (Ch), Chancery Division per Pumfrey J

Date of Judgment:

9 May 2003

Issues:

• What does it take to create a valid trust to safeguard customers and suppliers?

• Will a 'Quistclose' trust arise?

If a company anticipates insolvency, it may be prudent for directors to safeguard monies
paid by customers for pending purchases and money due to suppliers from becoming
general assets of the company. Will a trust help? What if the list of suppliers and customers
is out-of-date or incomplete?

Money advanced to a company for a specific purpose is protected from creditors by what has
become known as a 'Quistclose' trust (Barclays Bank Limited v Quistclose Investments Limited
[1970] AC 567). A similar principle has been accepted into Australian law.

The directors of OT Computers (a business assembling computers on a just-in-time basis),
realising they were facing insolvency, set up two trust accounts with their bank to hold monies paid
by customers for goods not yet received, and monies due to 'urgent suppliers'. It gave its bank
instructions that the accounts were not to be used to set off other accounts that were held by the
bank in the company's name. A draft deed of trust was prepared by the company's solicitors. At the
time the trust accounts were created, lists of customers and suppliers were drawn up but they were
not accurate and not kept up-to-date as time passed. The customers and suppliers themselves
knew nothing of the trusts.

An administration order was made in relation to the company and proceedings were commenced
on its behalf seeking a determination as to who were the beneficiaries of the customer trust
account and the supplier trust account. Justice Pumfrey decided that the accounts did not
constitute 'Quistclose' trusts, since the money advanced to the company was not for a specific
purpose. The case was one in which the company had declared itself a trustee of funds to which it
was entitled, in favour of customers that had originally transferred those funds to the company.

For an express trust to be created, there must be certainty of words, certainty of subject matter and
certainty of objects. As a general rule, if you send money to a company for goods that are not
delivered, you are merely a creditor of the company, unless a trust has been created. The court
considered the status of each of the trust accounts separately.  The money in the customer trust
account was found to be protected, because the company's intention and the amounts of money
involved were sufficiently certain as the names of customers and the amount contributed could be
identified by their receipts, despite the inaccurate records kept by the company itself.  Those
monies could only be used to pay the nominated creditors.
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The money in the supplier trust account was found not to be protected.  On those requirements, the
supplier trust failed. What made a supplier an 'urgent supplier' was not sufficiently clear. This
meant that the identities of the trust beneficiaries were uncertain, and a trust was never properly
constituted for the suppliers. As a result, the money held in the supplier trust account was
beneficially owned by the company and available for distribution to all of the company's creditors.

This case shows that, at least in English law, a properly created trust can be used to
safeguard funds – as long as the beneficiaries of the trust are clearly identified or
identifiable. Failure to specify the beneficiaries properly may mean that the funds involved
become part of the company's general assets.

Section 437F does not preclude the issue of preference shares in an
administration

Case Name:

Sellers: in the matter of Beckley Forge Pty Ltd (administrators appointed)

Citation:

[2003] FCA 523, Federal Court of Australia per Finkelstein J

Date of Judgment:

19 May 2003

Issues:

• Section 437F of the CA

Section 437F of the CA does not preclude the issue of preference shares by a company in
administration.

Administrators were appointed to related companies. Prior to the submission of a deed proposal to
creditors, it was necessary to secure funding to enable the businesses to 'trade on'. Because of the
personal liability implications for the administrators, the companies could not borrow the necessary
funds.

Instead, a director proposed subscribing $480,000 for an allotment of preference shares. Rights
attaching to the proposed preference shares included that:

• before any winding up or reduction of capital, the preference shareholder was entitled to
require repayment in priority to the rights of ordinary shareholders;

• a cumulative dividend of 5 per cent was payable in preference to any dividend on any other
class of shares; and

• the preference shares could be redeemed on the provision of six months' notice, provided
there were sufficient profits to make the redemption.
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Shareholders approved the creation of the class of share and authorised the issue of preference
shares. The administrators refused to issue shares, as they were of the mistaken opinion that the
issue would contravene s437F of the CA.

Section 437F provides that an alteration in the status of company members that is made during the
course of an administration is void, except as ordered by the court.

Justice Finkelstein noted that the conversion of preference shares into ordinary shares, and the

conversion of partly paid shares into fully paid shares, results in a change in the 'status' of a
member. However, in this case, where none of the rights or privileges of the existing members will
be affected by the allotment of preference shares, the 'status' of those members will not be
affected. This is despite the issue of preference shares causing a 'watering down' of the value of
the existing shares. Justice Finkelstein found that a reduction in the value of a share does not
change its status, nor that of its holder. Section 437F is concerned with a change in legal rights. It
is not concerned with adverse commercial consequences.

Justice Finkelstein dismissed the application because the issue of preference shares would
not affect the 'status' of any existing member, and opined that it would have been preferable
if this matter, brought on an ex parte basis, had been brought on notice to creditors,
perhaps even joining one of the creditors in a representative capacity.

Mortgage and guarantee – how far do the equitable principles enunciated in
Garcia extend?

Case Name:

Kranz & Anor v National Australia Bank Ltd

Citation:

[2003] VSCA 92, Victorian Court of Appeal per Winneke P, Charles and Eames JJA

Date of Judgment:

25 July 2003

Issues:

• Unconscionable conduct

• Setting aside mortgages and guarantees

• Application of principles in Garcia v NAB to brothers-in-law

Mr Kranz guaranteed his brother-in-law's loan. The loan was not repaid. Mr Kranz argued
that it would be unconscionable for the bank to enforce the guarantee because he did not
read the documents, the risk of the transaction was not explained to him and the borrower
(his brother-in-law) had misled him about the nature of the transaction. Mr Kranz claimed
that the bank should have been put on notice that a relationship of trust and confidence
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existed between him and his brother-in-law and adequately explained the transaction to him
or had a third party explain it to him. The Victorian Court of Appeal did not agree.

Two brothers (Peter and Tom Lefkovic) were directors of Tompet Nominees Pty Ltd. After the stock
market crash of 1987, Tompet owed the National Australia Bank approximately $1 million. This
debt was secured by a registered mortgage of four properties, including the family homes of Tom
Lefkovic and his parents. In an effort to reduce the debt without selling the two family homes, Tom
Lefkovic approached the bank with a speculative proposal for Starbronze (a shelf company from
which Tom Lefkovic had just resigned as director) to purchase shares in Phoenix Oil & Gas (Tom
Lefkovic was the company secretary of both Phoenix Oil & Gas and Phoenix Fingall Group who
were selling the shares) and sell those shares at a later date for what was expected to be a
substantial profit in payment of Tompet's debt. The profit was expected because of a proposed
acquisition of a thermal burner, which would increase the company's profit.

The bank agreed to lend the money, on the basis that additional security was provided. Tom
Lefkovic approached his brother-in-law Motek Kranz (the appellant), and his parents-in-law, to
provide security in the form of personal guarantees and a mortgage over a property they jointly
owned (Mr Kranz through a company called Mansville) in Ballarat, Victoria. Tom Lefkovic misled Mr
Kranz about the nature of the transaction and no explanation of the true nature of the transaction
was given to him by the bank or anybody else. The loan was not repaid and the bank called up the
security.

Mr Kranz contended that, on the basis of the principles in Garcia v National Australia Bank Ltd, it

would be unconscionable for the bank to enforce the mortgage and guarantee. It was put on behalf
of Mr Kranz that there was a relationship of trust and confidence between him and Tom Lefkovic of
which the bank knew or ought to have known.

The Court of Appeal unanimously held that, although the bank had not adequately explained the
transaction, which was speculative and extremely risky, to Mr Kranz, the bank was not bound to do
so because the relationship between Mr Kranz and Tom Lefkovic was insufficiently intimate to put
the bank on notice that the transaction would not be properly explained.

The court noted that Garcia principles are not limited to the most intimate family relationships and

could extend to brothers-in-law. However, unless the bank is put on notice that such a relationship
existed, they are presumed to have no knowledge of the relationship. On the facts of this case,
there was no reason for the bank to have known or assumed that there was a relationship of trust
and confidence that would render the guarantee unconscionable.

It was also argued by Mr Kranz that he was in a position of special disadvantage because:

• he could not read or write English;

• he had completed only eight years of schooling in Israel; and

• he had relied on Tom Lefkovic as his accountant and business adviser for 12 years.

However, there was also evidence that Mr Kranz was a successful businessman, a director of
numerous companies, and had previously agreed to, and signed, several guarantees and
mortgages in the course of his business dealings.

Mr Kranz argued that the bank should have known that he was in a position of special
disadvantage and, as the transaction was, to the bank's knowledge, speculative, unusual and



mcqs S0111288273v1 150520     4.3.2004 Page 22

fraught with risk, he was entitled to an explanation of the transaction by the bank or by an
independent third party.

The Court of Appeal accepted that the bank did not know, and a reasonable person would not have
suspected, that Mr Kranz was under a special disadvantage and the bank did not take unfair
advantage of its position by entering into the transaction. It held that it was not unconscionable for
the bank to enforce the mortgage and guarantee.

Accordingly, even where:

• a volunteer enters into a guarantee that they do not understand; and

• the volunteer will make no financial gain from entering into the guarantee; and

• no steps are taken to explain to the volunteer the nature of the guarantee by either
the lender or an independent third party,

it will only be unconscionable for that guarantee to be enforced if the lender knows that there is a

relationship of trust and confidence between the volunteer and the debtor or that the volunteer is
acting under a special disadvantage and the lender takes unfair advantage.

The Code of Banking Practice and Unconscionability

The Code of Banking Practice

On 1 August 2003, the Australian Bankers’ Association released the new Code of Banking Practice
(the Code). Adoption of the self-regulatory Code is voluntary1; however, in the broader context of
untested and relatively recent legislation and court decisions in the area of unconscionability, the
Code may have wider implications for creditors and their obligations towards distressed debtors.

The most significant features of the Code in this respect are as follows:

1. The provisions of the Code form part of the contract between the bank and its customer
(clause 10.3), so banks will be contractually bound by the Code provisions and potentially
liable in damages for any breach.

2. The Code applies to small business, defined as:

(a) a business that employs less than 100 full-time (or equivalent) people in the case
of a manufacturer of goods; or

(b) in any other case, a business with less than 20 full-time (or equivalent) people.

However, the Code would not apply to services provided to small business for use in
connection with a business that does not fall within (a) or (b).

3. Of particular relevance in the context of unconscionability is clause 2.2, which provides the
following undertaking by banks:

                                                    
1 As at 6 November 2003, eight banks have adopted the Code: Adelaide Bank Limited, Australia and New Zealand Banking
Group Limited, Bank of Queensland Limited, Bank of SA (a division of St George Bank Limited), Commonwealth Bank of
Australia, National Australia Bank Limited, St George Bank Limited and ING Bank (Australia) Limited.
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We will act fairly and reasonably towards you in a consistent and ethical manner. In doing so
we will consider your conduct, our conduct and the contract between us.

4. Also relevant is clause 25.2, which states:

With your agreement, we will try to help you to overcome your financial difficulties with any
credit facility you have with us. We could for example, work with you to develop a repayment
plan.

Statutory unconscionability provisions

A largely untested provision is the relatively recent enactment of section 12CC of the Australian
Securities and Investments Commission Act 2001 (Cth) (the ASIC Act). The provision is mirrored
in s51AC of the Trade Practices Act 1974 (Cth) (TPA). Section 12CC sets a different threshold test
to the Code by prohibiting unconscionable conduct towards businesses in the context of the supply
of financial services up to a maximum value of $3 million.

The statute makes particular reference to specific conduct and circumstances that courts may have
regard to, including, among other things:

• the relative strength of the bargaining positions of parties;

• whether as a result of the conduct, the debtor was required to comply with conditions that

were not reasonably necessary to protect the legitimate interests of the creditor;

• undue influence or pressure or unfair tactics;

• failure to disclose intended conduct that would affect the debtor's interests, or risks that the
creditor should have foreseen that would not have been apparent to the debtor;

• the extent to which the creditor was willing to negotiate the terms and conditions of any
contract; and

• the extent to which the parties acted in good faith.

Most significantly, courts may take note of the requirements of 'any applicable industry code’, or
else 'any other industry code' if the debtor acted on the reasonable belief that the creditor would
comply with that code.

The Code would be given considerable weight in informing the standards required by banks and
other financiers, particularly given that it has been devised by the industry body and endorsed by
the industry after widespread consultation. Arguably, even institutions that have not adopted the
Code may be judged by its standards when courts are considering unconscionability under s12CC
ASIC Act or s51AC TPA. Elizabeth Sexton, General Counsel to the Banking and Financial Services
Ombudsman, has said that the Code has the potential to be relevant to causes of action brought
under s12CC ASIC Act.2

Regulatory bodies such as the Australian Competition and Consumer Commission have been
actively pursuing test cases on statutory unconscionability provisions.3 In Berbatis, the High Court
of Australia confimed that a ‘hard bargain’ would not constitute unconscionable conduct and,

                                                    
2 The New Code of Banking Practice and Guarantees: what lawyers need to know, presented to the Law Council of
Australia and Law Institute of Victoria, 16 October 2002.

3 Australian Competition and Consumer Commission v CG Berbatis Holdings Pty Limited (2003) 197 ALR 153.
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thereby, a breach of s51AA TPA, merely because of an unequal bargaining power between
commercial parties arising due to legal, financial or informational imbalances. Section 51AA TPA
(mirrored in s12CA ASIC Act) states:

a corporation must not, in trade or commerce, engage in conduct that is unconscionable within the
meaning of the written law, from time to time, of the States and Territories.

Section 51AC TPA had not been enacted at the time of the relevant conduct in Berbatis, so the

courts have not yet had occasion to consider this provision fully. As outlined above, s51AC
TPA/s12CC ASIC Act is more prescriptive and specifically applies to transactions between
commercial parties. It is only a matter of time before the extent of this provision is considered by
the courts. In the process, courts are likely to be informed by the provisions of the Code as the
standard-bearer of general industry practice.

Whether by way of statute or in contract, the conduct of creditors in their dealings with their debtors
is subject to increasing scrutiny. Notwithstanding that debtors may be well-advised commercial
entities, the aggressive, self-interested pursuit of creditors' rights is open to greater risk of being
challenged.

The duty of non-executive directors to prevent insolvent trading – turning a
blind eye is not a defence

Case Name:

ASIC v Plymin; Elliott and Harrison

Citation:

[2003] VSC 123, Supreme Court of Victoria per Mandie J

Date of Judgment:

5 May 2003

Issues:

• Duties of non-executive directors

• Section 588G CA

• Reasonable grounds for suspecting insolvency

• Incurring debts

Businessman John Elliott was found by the Victorian Supreme Court to have breached the
civil penalty provision, s588G CA, in circumstances where, as a non-executive director, he
was said to have turned a blind eye to the company's liquidity crisis in the hope that
'something would turn up' to save it. In those circumstances, Mr Elliott had failed to prevent
the company from incurring debts at a time when it was insolvent.

The Water Wheel companies were placed into voluntary administration in February 2000. ASIC

commenced civil proceedings against the managing director, chairman of the board, and Mr Elliott
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(as a non-executive director) for orders that they had contravened the insolvent trading provisions
of the CA.

To succeed, ASIC had to establish on the balance of probabilities that:

• the companies were insolvent at the time debts were incurred;

• at that time there were reasonable grounds for suspecting that the companies were, or
would become, insolvent; and

• the directors were, or a person in a like position would have been, aware that there were
reasonable grounds for suspecting insolvency.

Justice Mandie confirmed that the test of whether or not a company is insolvent is the 'cash flow
test', ie, can the company pay its debts as and when they fall due? In this case, the judge's view
was that the company was insolvent, as alleged by ASIC, from 14 September 1999 onwards. On
that date, ANZ informed Water Wheel's managing director that funds from the sale of part of the
business must be paid to the bank in reduction of the debts owed, that the bank had decided to end
its relationship with Water Wheel, and that its facilities were repayable on demand. The judge also
pointed to the fact that, throughout 1999, Water Wheel was not paying, and never did pay, many of
its debts.

Whether there are reasonable grounds for suspecting insolvency is to be judged according to the
(objective) standard of reasonableness appropriate to a director or non-executive director (as the
case may be) of reasonable competence and diligence. In relation to a non-executive director
Justice Mandie noted:

A non-executive director is expected to take steps to put himself in a position to monitor the company
and to exercise and form an independent judgment and to take a diligent and intelligent interest in the
information either available to him or which he might with fairness demand from the executives or
other employees and agents of the company.

The court confirmed that, if a director was aware of the relevant facts that would support the

suspicion of insolvency, it did not matter whether or not the director had an actual suspicion. That
is, the director's own state of mind may not relevantly assist him. Alternatively, if it cannot be shown
that the director was aware of such grounds but a reasonable director would have been aware of
them, then it does not matter that the particular director lacked that awareness.

Here the court held that Mr Elliott was aware of facts and matters that gave rise to reasonable
grounds for suspecting insolvency. These matters included:

• concerns that the financial controller raised that the company might be insolvent;

• the audited loss for the year ending 3 December 1998 was $879,000;

• Deloittes was engaged to investigate whether the 1998 loss could be attributed to
unrecorded flour sales because of a new computer system – by April 1999 Deloittes had
not found any evidence of unrecorded sales;

• by April 1999, it was known that off-balance sheet finance was unlikely to come from
existing financiers and no replacement financiers could be found;

• at an April Board meeting, a co-director expressed concern about the lack of financial
results and information for the first three months of the year and asked about the solvency
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of the companies – the financial officer noted that $2 million was required to keep the
business going. That director resigned two days later without explanation;

• ANZ appointed an investigative accountant in June 1999 and, by August 1999, the bank
placed all facility arrangements on demand; and

• there were continuing losses suffered by Water Wheel throughout 1999.

Justice Mandie considered that Mr Elliott had turned a blind eye to Water Wheel's financial
difficulties and this was no defence to the claim against him.

In considering whether the directors had failed to prevent the company trading or incurring debts,
the court held that:

Inactivity or the failure to attempt to prevent the company from trading or incurring the debt will be
sufficient to constitute a failure to prevent the company from incurring the debt within the meaning of
s588G(2).

In this case, the court found that the directors took no steps to prevent Water Wheel from
continuing to trade.

The court also held that determining whether a debt has been incurred or not:

does not depend on strict legal analysis [of the relevant contract] but turns on when, in substance and
commercial reality, the company is exposed to the relevant liability.

Justice Mandie concluded that, in the case of a sale of goods, a debt will often be incurred on each
occasion that a delivery is ordered.

This case is an example of the application of the insolvent trading provisions and what facts

might be held to be grounds for suspecting insolvency. These include the unexplained
resignations of co-directors, the withdrawal of support by the company's banker, the lack of
other avenues for raising finance, mounting numbers of creditors who are not being paid on
time and continuous losses. The case also illustrates the need for non-executive directors
to be able to show that in cases of financial distress they have a sufficient (objective) basis
to conclude that the company is not, and is not likely to become, insolvent. Among other
things, this may require non-executive directors to establish that they have sufficiently
questioned the company's financial position, that they have been sufficiently informed by
managers of that position and that appropriate external advice has been sought from an
expert insolvency practitioner.

Water Wheel: ASIC can obtain compensation and pecuniary penalty orders
for insolvent trading even where a DOCA is in place

Case Name:

ASIC v Plymin & Ors (No 2)

Citation:

[2003] VSC 230, Supreme Court of Victoria per Mandie J
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Date of Judgment:

30 June 2003

Issues:

• Sections 588J, 1317EA, 1317JA CL

• Whether relief from liability for insolvent trading is available

• Whether directors should pay compensation or pecuniary penalties

• Will existence of DOCA prevent ASIC from pursuing insolvent trading claims

• Disqualification of directors from managing a corporation

This case considers whether the Water Wheel directors should be excused from liability for
insolvent trading and, if not, whether the court should order the directors to pay
compensation to the company or pecuniary penalties. It also considers whether the
directors should be disqualified from managing corporations.

ASIC brought proceedings against managing director Bernard Plymin, non-executive director John
Elliott, and chairman William Harrison under s588G CL for failing to prevent the companies in the
Water Wheel group from trading while insolvent. ASIC brought the case against the directors even
though:

• the directors had placed the Water Wheel companies into voluntary administration; and

• the companies had entered into DOCAs.

Part-way through the proceeding, Mr Harrison entered into an agreement with ASIC not to defend
the claim against him and to abide by any orders that the court might make for breach of his duties
as a director.

Justice Mandie found that the directors had failed to prevent the companies from trading while
insolvent. That finding is reported as ASIC v Plymin (No 1) [2003] VSC 123.

This second decision considered, first, whether Plymin and Elliott should be excused from liability
and, if not, what consequences should flow from that breach.

Under s1317JA, the court can excuse a director who has acted honestly and who, having regard to
all the circumstances of the case, ought fairly to be excused for the contravention. ASIC conceded
that the directors had acted honestly. Justice Mandie held that, in considering whether a person
ought 'fairly' to be excused, the court could take into account:

• any action to appoint an administrator, the timing and result of that action;

• the way in which the breach occurred; and

• the circumstances of the person seeking to be excused.

Justice Mandie found that the conduct of Mr Plymin was reckless and grossly negligent and, in all
the circumstances, was unreasonable and inexcusable. Although administrators were appointed to
the Water Wheel companies, their appointment was made too late. Justice Mandie found that Mr
Plymin showed no regard for the position of those who dealt with Water Wheel from 14 September
1999 (that being the date from which ASIC alleged the companies were insolvent).
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While Justice Mandie accepted that Mr Elliott was significantly less culpable than Mr Plymin and Mr
Harrison, he also accepted ASIC's submission that Mr Elliott was 'confronted with unmistakable
evidence and repeated warnings that Water Wheel was heading towards insolvency in the first half
of 1999 and that it was insolvent by 14 September 1999'. In the opinion of Justice Mandie, Mr Elliott
disregarded the position of unsecured creditors. For these reasons, Mr Elliott was not excused
under s1317JA for his contravention.

Justice Mandie then considered the consequences that flowed from the finding that the directors
had breached the insolvent trading provisions and ought not to be excused.

The first consequence was that a prohibition order preventing the directors from managing a
corporation could be made under s1317 CL unless, despite the contravention, the person is a fit
and proper person to manage a corporation. Justice Mandie noted that the primary object was to
protect the public from persons who were not fit and proper to do so. A secondary object was to
deter both the offender and other directors from such conduct in future.

In this case, Justice Mandie ordered that each of the defendants be disqualified from managing a
corporation. In the case of Mr Plymin, the disqualification was for a period of 10 years and, for Mr
Elliott, for four years. Mr Harrison and ASIC made joint submissions that he should only be
disqualified from managing a corporation for between four to six years. Justice Mandie noted that
the court was not bound by the agreement between Mr Harrison and ASIC and he disqualified Mr
Harrison for seven years.

As regards compensation orders, Justice Mandie noted that, before awarding the companies
compensation, it was necessary to calculate the amount of the loss and damage suffered by
creditors. To do this, the estimated amount to be paid to creditors as a dividend from the DOCA
had to be deducted from the total amount of the debts owed to them. The resultant figure for loss
and damage was approximately $1.7 million. After taking the agreement between ASIC and Mr
Harrison into account, Justice Mandie ordered that Mr Harrison pay $300,000 in compensation to
the companies (those funds having been paid to ASIC to be held pending any court orders as to
compensation). Mr Plymin and Mr Elliott were each ordered to pay the balance, of approximately
$1.4 million, as compensation to the Water Wheel companies.

In relation to pecuniary penalties under s1317EA CL, Justice Mandie noted that their principal
purpose was to act as a personal deterrent and a deterrent to the general public to prevent
repetition of like conduct. Justice Mandie was satisfied that the contraventions by Mr Elliott, Mr
Harrison and Mr Plymin were serious contraventions. However, having taken into account the
length of the prohibition orders, the size of the compensation orders and the order about payment
of the very substantial costs of ASIC that he made against Mr Elliott and Mr Plymin, Justice Mandie
ordered a relatively small pecuniary penalty payable to ASIC on the Commonwealth's behalf of
$25,000 against Mr Plymin and $15,000 against Mr Elliott. The maximum that could have been
ordered for each contravention was $200,000. Justice Mandie took into account Mr Harrison's
cooperation with ASIC and that he had paid $300,000 for compensation when considering whether
or not to impose a pecuniary penalty. Justice Mandie determined that no penalty should be paid by
Mr Harrison.

This case serves as a warning to directors that they will not be protected from an insolvent trading

claim because they put their company into voluntary administration with a DOCA being
subsequently entered into. In such circumstances, while the directors might avoid liquidation and
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insolvent trading actions by a liquidator or creditors, ASIC can still seek orders against the directors
for insolvent trading. This case also shows that the ramifications from a finding of insolvent trading
against directors can be severe, with the director exposed to hefty compensation and pecuniary
penalty orders, as well as a prohibition on them from managing a corporation for lengthy periods of
time.

Directors personally liable if PAYE deductions not remitted on time

Case Name:

DCT v Solomon; DCT v Muriwai

Citation:

199 ALR 325, New South Wales Court of Appeal per Handley, Sheller JJA and Gzell J

Date of Judgment:

24 April 2003

Issues:

• Division 9 of Part VI of the ITAA

• Directors’ liability for failure of their company to collect and remit employer deductions of tax to
the DCT

Directors must ensure that money deducted from the salaries or wages of employees is

sent to the DCT on time and not misused as part of the company's floating capital. As this
case confirms, this is a rigid requirement that applies equally to short-lived and de facto
directors.

Division 9 of Part VI of the ITAA sets out what directors must do with tax deducted from the pay of

their company's employees. Section 222AOB requires that anyone who is a director in the time
between the deduction of the employee's tax and the date it is due to be paid to the ATO must
cause his or her company to pay the required amount to the DCT, or to take one of the following
steps:

• make a payment agreement with the DCT;

• appoint an administrator; or

• begin winding up the company.

Under sections 222AOC and s222AOD of the ITAA, a director who fails to do this becomes
personally liable for a penalty equal to his or her company’s unpaid remittance amount. A director
escapes if he or she can show that all reasonable steps were taken to comply with his or her
obligations or that there were no reasonable steps that could have been taken.

Two companies, Copanat and Copalock, deducted income tax from their employees. In April, May
and June 2000, the companies failed to send this money to the DCT.



mcqs S0111288273v1 150520     4.3.2004 Page 30

Mr Solomon and Mr Muriwai, the company's directors, were found personally liable for these
amounts. Both were appointed directors of the company on 23 June 2000. Mr Muriwai resigned on
28 June 2000 and Mr Solomon on 12 July 2000. Both continued to be involved in managing the
companies until early August 2000 and were therefore considered de facto directors under the
definition of 'director' in s60 of the CL.

Section 222AOD required the two directors to comply with s222AOB within 14 days of
appointment. They did not.

The defendant directors claimed they had taken all reasonable steps to comply with their
obligations. This was not accepted by the court, which held that there were a number of options
open to them as directors, de jure and de facto, which they could have pursued but did not. In
particular, they could have:

• used money the company received from the sale of assets to pay the tax;

• settled a payment agreement they negotiated with the ATO in writing;

• caused the company to appoint an administrator; or

• utilised their power as de jure or de facto directors to cause the company to be wound up.

Mr Solomon and Mr Muriwai tried to save the company. They sold overseas assets and surplus
stock to try to keep the company afloat and were worried about the welfare of their employees. But
they did not comply with their obligations under the ITAA. Their actions, however well intentioned,
were not sufficient to satisfy the statutory requirements.

Directors: if tax cannot be remitted on time, arrangements need to be made with the ATO, in
writing if possible, to make payments under an agreed timetable. Alternatively, it will be
necessary to appoint an administrator or cause the company to be wound up. Anything
else, even if in the interests of the company, may not amount to a defence to a claim against
the director personally under the ITAA. No matter how poor the company's financial state,
directors must not ignore this obligation. Any newly appointed director should check that
the company is complying with its obligations. A director has only 14 days' grace to do so
before he or she may become liable. After that, even resigning will not exempt a director
from liability if there were reasonable steps under s222AOB that could have been taken by
the director  to remedy the situation.
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Directors' liability for insolvent trading and shadow directors

Case Name:

Clark v Perkins

Citation:

[2002] SASC 382, South Australian Court of Appeal per Perry, Williams, and Gray JJ

Date of Judgment:

21 November 2002

Issues:

• Must the chairman of the board be a director?

• Insolvent trading – sections 588G and 588H CA

• Acting as a director – the position of professional advisers

The chairman of the board of directors was ordered to pay the liquidator compensation for
transactions undertaken while the company was insolvent. This decision was challenged on
the basis that the chairman was not a director and that the insolvent trading claim was not
formally made out. A challenge was also brought about the date from which interest was
payable. A cross-claim was brought by the liquidator about the reduction of compensation
payable.

This appeal by Ian Richard Clark had required the court to consider whether a Master of the South
Australian Supreme Court erred when deciding that the liquidator of LVS Meat Company Pty Ltd,
Frederick Charles Perkins, was entitled to recover from Mr Clark as a result of a breach of a
director's duty to prevent insolvent trading (sections 588G and 588H CA). The events relevant to
the claims occurred in 1993 and 1994; however, the proceedings were not brought until 1998.

Insolvent trading

The court noted that three elements needed to be present to show a breach of the duty to prevent

insolvent trading.

• the company must have incurred a debt;

• the company must have been insolvent at the time of incurring each debt (or have become
insolvent by incurring that debt); and

• there must have been reasonable grounds at the time to suspect that the company was
insolvent or would become insolvent as a result of the transaction.

The liquidator alleged that LVS traded while insolvent between 23 June 1993 and 13 May 1994.

There was no dispute that LVS incurred the debts. The Master considered evidence that indicated
that there were times between June 1993 and June 1995  when it must have been clear that LVS
was either 'insolvent … or in danger of becoming insolvent'. However, he also accepted that, in the
same period, there were times when the 'position looked more positive'.
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The court held that this evidence was insufficient to link the times when the debts were incurred to
the times when LVS was insolvent or would become insolvent. Two errors by the Master meant
that the liquidator's claim was not made out. These were:

• the consideration of the position of the company in a general way over a two-year period,
rather than the relevant period of 23 June 1993 to 13 May 1994; and

• the failure to specifically consider the position of the company at the time of incurring each
individual debt.

As a result, the court was not required to consider the other issues raised on appeal. However, the
court offered comments on these issues.

Was Mr Clark a director?

Mr Clark was chairman of the board of directors and his role was to bring procedural expertise to
directors' meetings. Notice was given to ASIC of Mr Clark's appointment as a director in February
1987; however, this notice appears to have occurred without his consent or knowledge.

The articles of association of LVS included two relevant articles. Article 108 stated that the 'director
may elect one of their number Chairman' and that if no person is elected or the chairman is not
present they 'shall choose some one of their number'. Article 90 notes that the chairman 'shall not
be entitled to any second or casting vote'.

Section 60(2) CA (now s9 'director') notes that a person will not be a director (s60(1)(b) CA) where
the directors are accustomed to acting merely because of advice given in that person's professional
capacity. Consequently, it was also relevant that Mr Clark acted as an adviser to the board.

Justice Gray read the articles of association as permitting, but not requiring, the chairman to be a
director. He also drew on the exception within the definition of director regarding those advising a
board in a professional capacity, in concluding that the question of whether Mr Clark was a director
would have had to be reconsidered on the evidence, had the appeal not been allowed on other
grounds.

Justice Gray also referred to the Duomatic principle, which allows an informal meeting of minds of

the members of a company to determine matters that would normally require a formal meeting of
shareholders. He noted that there was nothing in the articles to prevent the shareholders from
appointing a non-director as chairman.

Justice Perry, however, took the view that the articles of association required a director to hold the
position of chairman. In the situation where Mr Clark was not properly appointed as a director, this
would mean that LVS had a further irregularity in its affairs. This would allow a finding that Mr Clark
was acting as a director (even if not properly appointed).

This case emphasises the importance of identifying each of the alleged debts that are incurred
within a period of insolvency. It also indicates that a person who participates in board meetings
may not necessarily be held to have acted as a 'shadow director', as defined in s9 of the CA if they
participated in a professional capacity.
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The revival of UMP

Case Name:

Re United Medical Protection & Ors

Citation:

[2003] NSWSC 1031, Supreme Court of New South Wales, per Austin J

Date of Judgment:

10 November 2003

Issues:

• Section 482 CA

• Termination of provisional liquidator's appointment

• Leave to discontinue winding-up proceedings

• Whether the UMP group companies were solvent

United Medical Protection, the largest medical defence organisation in the country,
recommenced trading after provisional liquidation. Legislative tort reform and the extension
of federal assistance significantly lowered UMP's forecast exposure to claims, and the four
companies in question were held to be solvent.

David Lombe, the provisional liquidator of the five companies in the UMP group, applied to the New

South Wales Supreme Court for orders terminating his appointment with four of the companies,
and for leave to discontinue winding-up proceedings against them. The companies had entered
into provisional liquidation 17 months earlier, on the basis that a real prospect had been shown at
the hearing of winding-up proceedings that the companies would be wound up on the just and
equitable ground and it was proper and desirable in the public interest to make the provisional
appointments.

The winding-up applications had not been made on the grounds of insolvency but, rather, because
the circumstances were such that there was a risk that the company 'would be unable to continue
to operate in the manner envisaged by the corporators and the present membership'.

The court's power to appoint a liquidator provisionally is conferred by section 472(2) CA. Section
482 CA authorises the court to terminate the winding-up of a company and s467(1) CA authorises
the court on hearing a winding-up application to dismiss the application. There is no express
provision in the CA for the court to terminate the appointment of a provisional liquidator, but the
court rules give it power to set aside its interlocutory orders.

It is rare for a company to remain in provisional liquidation for a substantial period of time and there
is very little case law dealing with the termination of a provisional liquidator's appointment. Justice
Austin took the view that cases that deal with termination of winding-up and receivership were
helpful by analogy, which led his Honour to consider several factors relevant to the exercise of the
court's discretion:
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• whether the purposes for which the appointment was made had been exhausted, and
whether there was a reasonable prospect that matters might arise in the future with which a
provisional liquidator should deal;

• the effect of the termination on creditors, contributories and the provisional liquidator; and

• whether the termination of the appointment was in the public interest.

Mr Lombe applied to the court for his position as provisional liquidator of the companies to be
terminated on several grounds. The consideration of the above issues led the court to agree with
Mr Lombe's submission that the key questions were whether the companies were, in fact, solvent
and whether (having regard to the interests of creditors and members) the company would comply
with the requirements of the Australian Prudential Regulation Authority (APRA), the insurance
regulator.

Mr Lombe submitted that, even though he had not been appointed on insolvency grounds, the
'confluence of factors', ranging from difficulties in maintaining capital and spiralling claims, no
longer existed. Additionally, the court heard that difficulties arising from the amalgamation that
created the UMP group had been overcome. The court was satisfied that these factors had
contributed to the failure of the group and that sufficient action had been taken to remedy them. It
was also satisfied on the evidence that UMP could meet APRA's prudential requirements in the
future.

On the question of solvency, Justice Austin also accepted the evidence before him from Mr Lombe,
APRA, ASIC and others. Justice Austin was satisfied that the four companies were, in fact, solvent
and that there were reasonable grounds for predicting they would remain so, thus affording
protection to the rights of unsecured creditors. This was based on a wealth of documentary
evidence, forecasts, and the impact of legislative reform.

This case demonstrates that the court is empowered under s482 CA to terminate the
appointment of a provisional liquidator. The court will carefully consider a range of factors
before doing so, including the solvency of the company and the impact of the termination
on creditors, contributories and the provisional liquidator.

Hong Kong: the emerging role of provisional liquidators

The Asian financial crisis saw a dramatic increase in the rate of insolvency among Hong Kong

companies and highlighted the need for the introduction of a legal framework to facilitate corporate
restructuring. A proposal known as 'Provisional Supervision', which would permit companies in
difficulty to appoint a professional to assist in formulating a rescue plan, was first introduced in the
2000 Companies Amendment Bill, and re-introduced in the 2001 Corporate Rescue Bill. It is yet to
become legislation.

In recent years, the Hong Kong courts have overcome this lack of such legislation by approving the
use of provisional liquidators to develop and implement a restructuring. In Re Keview Technology
(BVI) Ltd [2002] HKEC 625, the petitioner and the provisional liquidators applied to extend the
powers of the provisional liquidators as part of a proposed restructuring exercise. The official
receiver opposed the application on the basis that it amounted to a corporate rescue plan and
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submitted that the present legislation did not permit provisional liquidators to act, in effect, as
provisional supervisors, as the proposals for provisional supervision had not been accepted by the
legislature. Justice Yuen considered that s193(3) of the Companies Ordinance, which provides that
'where a liquidator is provisionally appointed by the court, the court may limit and restrict his
powers by the order appointing him,' was couched in wide terms and that it was within the court's
discretion whether to restrict the powers of provisional liquidators. Extending power to the
provisional liquidator was appropriate, so long as a winding-up order would be sought if the rescue
plan failed.

In Re Luen Cheong Tai International Holdings Ltd [2003] HKEC 90, on the same day that Party A
petitioned for the company to be wound up, as Party B applied ex parte for the appointment of
provisional liquidators. Madame Justice Kwan, relying on the decision in Re Keview Technology
appointed provisional liquidators and authorised them to facilitate a restructuring proposal. The
company appealed the order. Justices Rogers V-P, Le Pichon and Ma held that this was a power
that was well within the jurisdiction of the court to grant, if warranted in the particular
circumstances, and that, once it was established that the grounds for the appointment of
provisional liquidators existed, the fact that the applicant for the appointment wishes that the
provisional liquidators be granted powers to facilitate a company restructuring can be no bar to the
appointment and is not intrinsically objectionable.

There have been no signs of an imminent resolution of the debates regarding the introduction of
provisional supervision and so, for the foreseeable future, the appointment of provisional liquidators
to carry out a restructuring may prove popular in the wake of Re Luen.

Mortgagee exercising a power of sale breached duties owed to mortgagor
and surety

Case Name:

Commonwealth Bank of Australia v Duggan

Citation:

[2003] FCAFC 64, Federal Court of Australia per Mansfield, Conti and Allsop JJ

Date of Judgment:

9 April 2003

Issues:

• Bankruptcy

• Mortgagee duties

• Accounting for sale proceeds

• Agreements between mortgagees
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Mortgagees beware! If you enter into an agreement with another mortgagee to jointly sell
the property of a common mortgagor, you continue to owe a duty to the mortgagor and any
surety in exercising the power of sale. If there is a breach of this duty, a surety's liability for
the debt due by the mortgagor, which he or she has guaranteed, may be reduced to the
extent that the security's realised value has been diminished by the mortgagee's breach of
duty.

The mortgagor company granted mortgages to the Commonwealth Bank (the bank) and AGC (the
financier) over adjoining waterside properties. One was a freehold property and the other was
leased from the Maritime Services Board. The bank held the first mortgage over the freehold
property and the financier held the first mortgage over the leasehold property. An agreement (the
agreement) was entered into by the mortgagees about how the proceeds of a sale of the
properties would be distributed. The agreement stated that the properties would be sold in 'one
line,' with the proceeds split at a ratio of 60:40 in favour of the bank. It was agreed that the bank's
share of the sale price would be capped at $1.3 million.

The properties were sold together for $2.15 million. The net proceeds of $1.98 million were

distributed according to the agreement, with the bank receiving just under $1.2 million. The
mortgagor was left owing $700,000 to the bank.

A bankrupt guarantor of the mortgagor's debts claimed that the bank owed him and the mortgagor
a duty to not act recklessly in selling the property, to exercise reasonable care, and to sell it in good
faith for the best price reasonably available. His claim was that the bank breached these duties by
entering into the sale agreement. In particular, he claimed that the 60:40 split did not reflect the
proper division of value between the bank's interest and the financier's interest in the properties.

At first instance, Justice Stone accepted this argument and held that:

• the bank owed a duty to the bankrupt and the mortgagor in exercising its power of sale;

• entry into the agreement was not, of itself, a breach of this duty;

• the bank's failure to realise the fair value of its interest in the properties was a breach of its
duty, even though it acted honestly and in what it thought were the best interests of all
parties; and

• having regard to the valuation evidence regarding the respective values of the freehold and
leasehold properties, the proceeds should have been split at a ratio of 82.5:17.5 in favour
of the bank.

On appeal, the bank argued four key points:

• at no stage was it entitled to 82.5 per cent of the net proceeds of sale;

• there was no breach of the duty owed;

• the bankrupt had suffered no loss, as the additional funds received by the financier rather
than the bank had reduced the money owed to the financier; and

• if the properties had been sold separately, just over 65 per cent of the combined sale price
would have been achieved.

Each of these arguments was rejected by the Full Federal Court and the appeal was dismissed
with costs. Their Honours held that the sale agreement did not reflect the true values of the
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respective properties and resulted in the bank not accounting correctly for the sale proceeds.
Moreover, it did not matter that the agreement was entered into in good faith. In the absence of the
mortgagor's consent to the agreement, it could not operate at the expense of the mortgagor.
Accordingly, the bank breached its duty by failing to account for 82.5 per cent of the net proceeds
of sale.

This decision confirms the well-settled law as to the duty owed by a mortgagee to a mortgagor and
a surety when exercising a power of sale. Care must be taken, not only to achieve the best price
obtainable in the circumstances, but also to receive a proper proportion of the price realised, where
there is more than one mortgagee.

Knowledge of debtor's financial troubles not necessarily grounds for
suspecting insolvency

Case Name:

Sellers & Anor v Offset Alpine Printing Pty Ltd; Sellers & Anor v Trigra Pty Ltd (in liquidation)

Citation:

[2003] VSCA 37, Victorian Court of Appeal per Winneke P, Ormiston and Charles JJA

Date of Judgment:

17 April 2003

Issues:

• Section 588FA CA

• Whether payments were 'unfair preferences'

• Whether defence under s588FG available

The liquidators in this case sought to set aside a number of payments that had been made
by a company to its service providers, on the grounds that they were voidable preferences.
While it does not mark a change in the law, the case represents a good example of the
application of the principles relevant to defending preference claims.

Eric Clarke & Associates (the company) had an advertising business specialising in producing

catalogues and brochures. The liquidators sought orders to avoid seven payments made by the
company to Offset Alpine and Trigra for printing services, on the basis that the payments were
unfair preferences within the meaning of section 588FA CA. Each of the payments were made
within the six-month period ending on the relation-back day and (at least on appeal) there was no
dispute that the company was insolvent at all relevant times, or that the payments resulted in the
printing companies receiving from the company more than they would have received had the
transactions been set aside and the company wound up.

Accordingly, the payments were:

• unfair preferences under s588FA;
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• insolvent transactions under s588FC; and

• therefore, voidable transactions under s588FE.

This meant that each of the transactions could be set aside under s588FF, unless the defence
under s588FG applied. In effect, the printing companies had to establish that:

• they received the impugned payments in good faith;

• they had no reasonable grounds for suspecting that the company was insolvent at the time
the payments were made; and

• a reasonable person in their respective circumstances would have no grounds for so
suspecting.

The Victorian Court of Appeal noted a number of features of the relationship between the company
and its printers. In particular, even though the printer's normal terms of trade were 30 days, it was
not unusual for the company's accounts to be outstanding for long periods of time, and the
company had a policy of not paying for printing until it had itself received payment for the
catalogues and brochures that it sold.

The evidence was that the company had informed Trigra that there were difficulties with making the
payments, but that its position would improve as a result of new contracts that the company had
recently secured and it only had a 'temporary liquidity problem'. After various meetings failed to
result in an outcome that was agreeable to Trigra, Trigra's lawyers sent a letter of demand to the
company in which Trigra sought:

• a tighter schedule for repayments to be made;

• that Mr Worn of the company personally guarantee the company's debts; and

• an accountant's report verifying that the company was solvent.

Shortly thereafter, a new payment schedule was accepted by Trigra without the debt guarantee or
proof of solvency. In disallowing the appeal and upholding the printer's defences, the Court of
Appeal noted that the liquidators relied on what could be said to be obvious signs of insolvency,
being:

• the poor payment history of the company;

• the age of the debts;

• the earlier assurances that the company could pay;

• statements that the company was, in fact, having difficulty in making the payments; and

• the forceful demand of Trigra solicitors for a guarantee and provision of a statement of
solvency.

Although these matters were relevant, the Court of Appeal held that the test to be applied in
defending a voidable preference action was one based on the actual circumstances known to those
who benefit from the insolvent transactions, which must be examined to see whether a person in
those circumstances and with that particular knowledge could have had no reasonable belief about
the company's insolvency.
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The Court of Appeal found that the trial judge was entitled to conclude that the events of early 1998
did not show any significant difference from the history of slow payment that had been typical of the
company's conduct over several years. Similar conclusions were reached about the payments
made to Offset Alpine Printing. The Court of Appeal was not persuaded that the primary judge
erred in the conclusions to which he came. Offset Alpine and Trigra had satisfied the relevant onus
under s588 FG and the liquidators' appeal was dismissed.

The mere fact that a company does not pay its debts as and when they fall due does not
mean that it is insolvent or that a creditor should necessarily suspect insolvency. Some
debtors use their creditors as a cheap source of credit, by making payments later than the
relevant terms of trade require. The test of insolvency looks at a company's ability to pay,
not when it in fact pays.  A reasonable creditor may not suspect insolvency when a debtor
which is an habitual late payer continues to pay late.

Supreme Court of NSW Guidelines: disclosure by insolvency practitioners

On 17 December 2003, the Chief Justice of the Supreme Court of New South Wales issued
Practice Note 126. Entitled Guidelines – Disclosure by Insolvency Practitioners of Fees to be
Charged, the document:

1. notes that:

(a) the Insolvency Practitioners Association of Australia no longer publishes a scale of
rates for fees;

(b) where an application is made to the court for an order that a company be wound up
or for an official liquidator to be appointed as a provisional liquidator of a company,
an official liquidator is obliged under s532(9) CA to consent to the appointment in
writing;

(c) rules 5.5(2) and 6.1(2) of the Supreme Court (Corporations) Rules 1999 provide

that the consent must be in accordance with Form 8 to the rules. That form
requires disclosure of the hourly rates currently (as at the signing of the consent)
charged for done as a liquidator or provisional liquidator by the person signing the
consent and his or her partners and employees; and

(d) these provisions only apply to liquidators and provisional liquidators appointed by
the court and do not touch on changes to the hourly rates charged by liquidators or
provisional liquidators.

2. requires that all external administrators (including liquidators or provisional liquidators)
should, in their first report to creditors:

(a) disclose the hourly rates of fees that are being charged by them and by any of their
partners and employees who may work in the administration; and

(b) give their best estimate of the cost of the administration to completion or to a
specified milestone identified in the report.
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3. requires that if, at any time after an external administrator has reported in accordance with
the matters set out above, the hourly rates are to change or the administrator has reason to
believe that the estimate given to creditors is no longer reliable, he or she should report to
creditors, disclosing the new hourly rates and giving a revised estimate; and

4. notes that the guidelines are not intended to limit the judicial discretion available in any
particular case.

Secured creditors: don’t surrender your rights

Case Name:

Surfers Paradise Investments Pty Ltd (in liquidation) v Davoren Nominees Pty Ltd

Citation:

Unreported, Queensland Court of Appeal per Williams and Jerrard JJA and Dutney J

Date of Judgment:

24 October 2003

Issues:

• Section 554E CA

• Election to surrender security

The respondent was a secured creditor of the appellant. The respondent lodged a proof of

debt in the liquidation of the appellant and received its dividend. Subsequently, the
respondent sought to enforce its security for part of the mortgaged property. The appellant
alleged that the respondent had elected to surrender its security by its conduct.

The appellant, Surfers Paradise Investments Pty Ltd (SPI), was the registered owner of three lots

of land. The relevant facts were as follows:

• In June 1999, SPI mortgaged the lots to Davoren Nominees Pty Ltd.

• After an administrator was appointed to SPI, Davoren served a notice of exercise of power
of sale.

• In May 2000, a liquidator was appointed to SPI.

• In June 2001, Davoren contracted to sell two lots for $1.3 million.

• In August 2001, Davoren lodged a proof of debt disclosing the existence of the mortgage
(to which it attributed no value) and indicating that SPI owed it $2,205,498.

The sale of the two lots was completed in September 2001 and, following correspondence in which
Davoren stated that the sale comprised the 'whole of the property' the subject of the mortgage,
Davoren lodged an amended schedule of debt for approximately $1.1 million. In February 2002, the
liquidator sent Davoren a dividend cheque for $53,992 on an admitted debt of $1.1 million. Davoren
banked the cheque. The following day, Davoren contracted to sell the remaining lot (Lot 4) for
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$950,000. SPI sought a declaration that Davoren had elected to surrender its security over Lot 4
and prove as an unsecured creditor.

The court found that Davoren's conduct constituted a surrender of its security under section 554E
CA. The court found that Davoren had no intention to surrender the security but that, following the
reasoning in Champtaloup v Thomas [1976] 2 NSWLR 264, an election to surrender a security
could occur, irrespective of intention, where, faced with a choice between inconsistent positions, a
party's conduct unequivocally chose between those positions. The court held that Davoren made
that choice when it banked the dividend cheque, as it was only entitled to that money if it
surrendered its security. The court made declarations that Davoren had surrendered its security
over Lot 4 and that SPI was entitled to the net proceeds of the sale.

A secured creditor has three options if a company over which it holds security goes into
administration or liquidation: (a) give up its security altogether and prove for the full
amount; (b) have its security valued and prove for the difference; or (c) sell and realise its
security and prove for the difference. If this is not done, a secured creditor may abandon
some or all of its rights. This case confirms that the test for whether a secured creditor has
elected to surrender its security has both objective and subjective limbs. In spite of the
creditor having no intention to surrender its security, its conduct demonstrated that such an
election had taken place.

NOTE: This document is intended only to provide a general review on matters of concern or

interest to readers.  The text of this document should not be relied upon as legal advice.  Matters
differ according to their facts.  The law changes.  You should seek legal advice on specific fact
situations as they arise.
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