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Insolvent Trading


Insolvent Trading – Structure of Answer
1. The corporate veil may be lifted or pierced to attach liability to directors or members in certain circumstances.

2. A director has a duty to prevent a company from trading when it is insolvent under s 588G.

3. Firstly, the company must incur a debt at or after 23 June 1993 (s 588G(1)(d)).

a. A debt is an obligation by one person to pay a sum of money or money’s worth to another (Powell v Fryer) or an obligation to pay an ascertainable amount ie a liquidated sum, not unliquidated damages (Jelin v Johnson)

b. A debt is also incurred when a company:

i. Borrows money from a bank or other lender (Friedrich); or

ii. Leases business premises from a landlord (Russell v Martin).

c. When does it incur the debt?

i. Normally when the company acts to expose itself contractually to an obligation as a debt (Dawkins v Bank of China) eg contract to purchase goods on credit; or

ii. Obligation imposed by law such as statutory obligation to pay tax (Shepherd v ANZ @ 993-994).

iii. Under the CA, it deems a debt to be incurred in particular cases (s 588G(1A))

1. Paying a dividend = when dividend paid, or when divided declared

2. Reduction of share capital = when the reduction takes effect

3. Share buyback = when the buyback agreement is entered into

4. Redeeming redeemable preference shares (where redeemable at corp’s option) = when exercise option

5. Issuing redeemable reference shares (not redeemable at corp’s option) = when shares are issued

6. Financially assisting acquisition of shares = when agreement entered into, or, if no agreement, when the assistance is provided

7. Entering into an uncommercial transaction (as per s 588FB) = when the transaction is entered into.

4. Secondly, the person must have been a director at the time the company incurs the debt (s 588G(1)(a)).

a. The term ‘director’ is defined in s 9 of the Act. It includes a person who:

i. Is appointed to the position of director; or

ii. Is appointed to the position of alternate director and is acting in that capacity (regardless of name of position); or

iii. Acts in the position of a director or whom the directors act in accordance with instructions or wishes, even if not validly appointed as a director, unless a contrary intention appears (s 9(b)).

b. CEOs or Managing Directors (s 198C(1)) will come within the definition (s 9(a)(i)).

c. Part time chairpersons will be directors under s 9(a)(i).

d. Will also catch any people who act in the capacity of director.

i. Covers appointed directors and also those not formally appointed but who act as either de facto or shadow directors.

e. However, this element is only concerned with directors, not officers. Officers don’t count.

5. Thirdly, the company must be insolvent at the time the debt is incurred, or become insolvent by incurring the debt or that debt and other debts (s 588G(1)(b)).

a. A corporation is insolvent if it is unable to pay all its debts as and when they become due and payable (s 95A).

b. This involves an objective test.

c. The court will use a ‘cash flow test’ to determine solvency – it is not just whether the company’s assets exceed its liabilities (balance sheet test) (Sandell v Porter).

d. Consider the company’s financial position in its entirety, and not just a temporary lack of liquidity (Sandell v Porter @ 670).

e. “Debts due” does not just mean legally due, but due in ‘commercial practice’

i. So terms of credit (even indulgent ones) can be considered (Re Newark)

f. The appropriate calculation is to weigh up the company’s debts against its book debts and cash resources ‘readily realised’ through conversion of assets (Sandell v Porter @ 670)

i. Ready realisation includes selling, pledging or mortgaging the company’s property, but not terminating the company’s business (Re Timbatec)

g. Court can also consider money obtainable by unsecured borrowing from third parties on a deferred payment (even from other companies in a group) (Lewis v Doran).

h. In ASIC v Plymin, Mandie J listed 14 indicators that are common in insolvency:

i. Continuing losses (present in ASIC v Plymin)

ii. Liquidity ratios below 1

iii. Overdue Commonwealth and State taxes (present in ASIC v Plymin)

iv. Poor relationship with present Bank, including inability to borrow further funds (present in ASIC v Plymin)

v. No access to alternative finance

vi. Inability to raise further equity capital

vii. Suppliers placing [company] on COD, or otherwise demanding special payments before resuming supply

viii. Creditors unpaid outside trading terms

ix. Issuing of post-dated cheques (present in ASIC v Plymin)

x. Dishonoured cheques (present in ASIC v Plymin)

xi. Special arrangements with selected creditors.

xii. Solicitors' letters, summons[es], judgments or warrants issued against the company (present in ASIC v Plymin)

xiii. Payments to creditors of rounded sums which are not reconcilable to specific invoices (present in ASIC v Plymin)

xiv. Inability to produce timely and accurate financial information to display the company's trading performance and financial position, and make reliable forecasts.

i. Presumptions of Insolvency
i. There are two presumptions of insolvency that will assist in proving a company was insolvent at the relevant time in s 588E.

ii. Winding Up: If a company is being wound up, it is presumed it is insolvent (s 588E(3)(a)). If it can be proved that the company was insolvent for any time within a 12 month period from the date of filing the application for winding up, it is assumed to be insolvent for the whole time thereafter (s 588E(3)(b)).

iii. Failure to keep records: If a company has failed to keep proper accounting records or have improperly disposed of the company’s books, there will be a presumption of insolvency (s 588E(4)).

1. Company must keep financial records that explain its transactions and financial position and performance, and the records must enable true and fair financial statements to be prepared and audited (s 286(1)). If don’t do this, presumption of insolvency.

2. Company must retain financial records for 7 years (s 286(2)). If don’t do this, presumption of insolvency.

3. NOTE: Minor contraventions, which are only technical or minor, are not included – ie presumption will not apply to minor omissions in accounting (s 588E(5)).

4. NOTE: Does not apply if presumption of insolvency would prejudice the defendant-director’s right/interest where:

a. Contravention was due solely to someone destroying, concealing or removing financial records from the company (s 588E(6)(a)); and

b. The records were not destroyed, concealed or removed by the director (s 588E(6)(b)); and

c. The director was not in any way directly or indirectly knowingly or recklessly involved in the destroying, concealing or removing of those financial records (s 588E(6)(c)).

iv. If insolvency has been proved in previous proceedings against the company for the relevant time, the company will be presumed insolvent in subsequent proceedings (s 588E(8)).

6. Fourthly, there must be reasonable grounds for suspecting that the company is insolvent (s 588G(1)(c)).

a. This requires an objective test be applied.

b. The director’s actual state of knowledge is irrelevant (Group 4 Industries v Brosnan).

c. The facts must be viewed as by hypothetical directors of reasonable competence and diligence, acting in proper discharge of their duties as prescribed by the Act, the Common Law and Equity, and capable of reaching a reasonably informed opinion as to the company’s financial capacity (ASIC v Plymin).

d. To “suspect” means to have a positive feeling of actual apprehension of mistrust that the company is insolvent (Qld Bacon v Rees)

i. This includes an opinion on the issue but without sufficient evidence of the matter (ASIC v Plymin).

e. Refer back to 14 indications of insolvency (above) if necessary.

7. Fifthly, the director must be aware (at the time) that there are grounds for suspecting insolvency, or a reasonable person in a like position in the company’s circumstances would be so aware (s 588G(2)(a) & (b)).

a. Must show that the director was “aware” (s 588G(2)(a)); or

i. Aware implies the same degree as knowledge as actual knowledge, and so will be hard to prove. Have to show that the director knew.

b. Must show a reasonable person would be so aware (s 588G(2)(b)).

i. Judged by standard appropriate to a director of ordinary competence (3M v Kemish @ 187’ Metropolitan Fire v Miller @ 703)

ii. In a like position = suggests Court can look at any special expertise held by a director (eg an accountant) cf Metro Fire @ 703, and distribution of functions within the company (CBA v Friedrich @ 954 – 955)

8. Lastly, the director must fail to prevent the company from incurring the debt (s 588G(2)).

a. Just means that it the incurring of the debt was not prevented.

b. Not necessary to prove that the director was under a duty to take a particular step which would have been effective to prevent the company incurring the debt, and that the director failed to take such a step (Elliot v ASIC / Plymin v ASIC).

c. Includes inactivity or omission as well as active steps (ASIC v Plymin).

9. If these elements can be made out, the director is prima facie liable. However defences need to be considered.

10. Defences to Breach of Duty under s 588G
a. These defences apply to 

i. an alleged contravention of s 588G; and

ii. a claim for compensation against a director under s 588M (s 588H(1)).

b. Reasonable Grounds to Expect Company was Solvent (s 588H(2))
i. Reasonable grounds = same objective consideration as under s 588G (above)

ii. Expect = likely to happen, requires greater degree of certainty than mere hope or possibility (CBA v Friedrich @ 956-57)

1. Implies higher threshold of proof than proof of “suspecting” in establishing breach of duty

iii. Defence requires proof of reasonable basis for a degree of confidence that it is likely that the company is solvent (Metro Fire v Miller).

iv. Defences requires admission that did actually expect solvency: “and did expect”.

v. Defence not available where director does not inform themselves of the true financial position of the company either before being a director or while acting as a director (Friedrich).

c. Reasonable reliance on competent and reliable person to provide information as to solvency (s 588H(3))
i. Would need to show that they had reasonable grounds to believe and did actually believe that:

1. A competent and reliable person was responsible for providing adequate information about the company’s solvency (s 588H(3)(a)(i)); and

2. The person was fulfilling that responsibility (s 588H(3)(a)(ii)); and

3. On the basis of the information actually provided, the company was solvent at the relevant time (s 588H(3)(b)).

ii. Not available if defendant director has been put on inquiry as to whether the person relied upon is performing their duties (managing director not complying with board’s requirements for financial information) and does not make inquiries (regular lists of debtors and creditors and regular profit and loss and cash flow statements) and receive reasonable assurances (ASIC v Plymin)

d. Director ill, or for some other good reason was not involved in management of the company (s 588H(4))
i. Words “good reason” must be read down so that they do not conflict with the obligation of the directors generally to participate in the management of the company (including financial management) (DFCT v Clark)

ii. Director is not excused where, although being deceived and excluded from management by co-director, has not demonstrated a proper a degree of commitment to become involved in the financial management of the company (Tourprint v Bott)

iii. Director not excused where abdicating duties of director to a spouse, a co-director, as it is inconsistent with duties imposed on all directors by both statute and caselaw (DFCT v Clark)

e. Director took all reasonable steps to prevent incurring of the debt (s 588H(5) & (6))
i. In looking at this defence, the court will have regard to:

1. Any action with a view to appointing an administrator to the company (s 588H(6)(a)); and

2. When the action was taken (s 588H(6)(b)); and

3. Results of the action (s 588H(6)(c)).

ii. A mere expression of reservation by an executive director to a company’s MD concerning company’s decision to continue trading where solvency in doubt is not likely to be sufficient (Byron v Southern Star).

iii. This encourages directors to make prompt use of voluntary administration (s 588H(6)).

11. Effect of Breach
a. Director can commit a criminal offence (s 588G(3)-(3B)).

i. Only applies where director has acted dishonestly.

b. Section 588G is a civil penalty provision under s 1317E. 

i. This could result in payment of compensation (s 588J), the imposition of a pecuniary penalty order (s 1317G) or disqualification from managing corporations (s 206C).

ii. Compensation
1. On an application for a civil penalty order, the court may make an order to pay compensation (s 588J). Must be satisfied that:

a. The person committed the contravention in incurring the debt (s 588J(1)(a)); and

b. The debt is wholly or partly unsecured (s 588J(1)(b)); and

c. The creditor has suffered loss or damage in relation to the debt because of the company’s insolvency (s 588J(1)(c)).

2. The value of compensation is equal to the amount of loss or damage (s 588J(1)).

c. If company is now in liquidation…
i. Liquidator may have a right to seek compensation from the director who contravened s 588G under s 588M(2).

ii. The liquidator can still mount compensation recovery proceedings whether or not ASIC has commenced an application for civil penalties or criminal proceedings (s 588M(1)(e) & (f)). Further, ASIC will bear the cost of any proceedings.

d. If creditor-initiated compensation
i. If the plaintiff is a creditor of the company which is now in liquidation, they may be able to seek compensation under s 588M(3).

ii. Creditors can only sue with the liquidator’s consent (s 588R).

iii. Must wait 6 months after commencement of liquidation, and must serve a notice on the liquidator: (s 588S)

1. Stating that creditor intends to bring proceedings under s 588M; and

2. Asking the liquidator to give the creditor, within 3 months:

a. A written consent to bring proceedings (s 588S(b)(i)); or

b. A written statement of reasons why consent refused (s 588S(b)(ii))

iv. If have served notice but no response within 3 months, can apply to court to bring proceedings (s 588T(2)).

v. Circumstances where creditor unable to bring proceedings are where the liquidator has:

1. Applied under s588FF in relation to the debt; s588U(1)(a);  or
2. Applied begun proceedings under s588M CA; s588U(1)(b); or

3. Intervened in an application for a civil penalty order against the director for breach of s588G CA: s588U(1)(c).


(ii)	Civil Penalty Provisions


In addition to compensation orders under s588J CA, the court may impose pecuniary orders: s1317G CA, or disqualify [director] from managing companies: s206C CA.  





Pecuniary Orders


Only ASIC (s1317J(1)) or the responsible corporation (s1317J(2)) may apply for a declaration or pecuniary order.  The court may order a pecuniary penalty payable to the commonwealth if a declaration is made under s1317E, and the contravention is of a civil penalty provision, and is materially prejudice against the company or its ability to pay creditors: s1317G(1) CA.  





Here [director] [would/would not] be required to pay a pecuniary order.  The maximum payable is $200,000 for an individual: s1317G(1B)(a) CA, or $1 million for a body corporate: s1317G(1B)(b) CA.  





Disqualification from Managing Companies


Here, in addition to compensation orders, [director] may be disqualified from managing any corporation for a number of years: s206C CA.  The court must be satisfied that disqualification is justified: s206(1)(b) CA.
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