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The Secretary
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SUBMISSION OF ERNST & YOUNG AUSTRALIA TO THE PARLIAMENTARY JOINT COMMITTEE ON CORPORATIONS AND FINANCIAL SERVICES INQUIRY INTO THE OPERATION OF AUSTRALIA’S INSOLVENCY AND VOLUNTARY ADMINISTRATION LAWS





Ernst & Young Australia welcomes the opportunity to make a short submission to the inquiry by the Parliamentary Joint Committee on Corporations and Financial Services into the operation of Australia’s Insolvency and Voluntary Administration Laws. 





Where we reference Sections, Parts and Divisions, we are referencing the Corporations Act, 2001.








A Simpler Approach To Creditors Voluntary Liquidation





There appears to be increasing concern at the following two aspects of the Voluntary Administration process: (i) the administrative cost, and (ii) the consistent use of the Voluntary Administration process as a means to placing a company into liquidation quickly rather than using the process for its intended purpose of enabling companies to continue in existence.





The result of using the Voluntary Administration process to achieve liquidation is that given the limited timeframes within which Administrators have to investigate, creditors are often not fully informed of the insolvent trading, voidable transactions and other potential recovery options available.





It is our suggestion that the Creditors Voluntary Liquidation process be simplified to enable directors to immediately place a company into liquidation and have the appointment confirmed or the Liquidator replaced at a meeting of creditors held within fourteen days.  Liquidators should then be required to report to creditors of potential recoveries within 45 days of appointment and if necessary hold a further meeting of creditors to discuss the recovery actions. If a Deed of Company Arrangement was subsequently considered probable, the Liquidator could elect to appoint an Administrator under S436B.





Simplification of the Creditors Voluntary Liquidation process would likely result in reduced costs of Administration which are often duplicated in the liquidation as a result of subsequent investigation.  In addition, it would provide insolvency practitioners and creditors with a more thorough investigation of the possible recovery actions.   








The Objective Of Part 5.3A and Proposing Deeds Of Company Arrangement


Section 435A sets out the objectives of Part 5.3A : 


‘The object of this Part is to provide for the business, property and affairs of an insolvent company to be administered in a way that: 


(a) maximises the chances of the company, or as much as possible of its business, continuing in existence; or 


(b) if it is not possible for the company or its business to continue in existence - results in a better return for the company's creditors and members than would result from an immediate winding up of the company.’


It is clear from this Section that the intention of the Voluntary Administration regime is for the company, or as much of it as possible, to continue in existence.  It is our view that the role of the Administrator in this process is to facilitate the creation of a proposal to put to creditors and that the Administrator needs to possess the skills to be able to put a proposal together.  It is our opinion therefore that greater responsibility needs to be placed on the appointed Administrator to provide a proposal for creditors to consider which assists the company to continue in existence and not accept that if the company or its directors do not put a proposal to creditors that the company be placed into liquidation.  This is not currently an objective of Part 5.3A.








The Time Frame For Deciding The Company’s Future





Section 439A (5) prescribes that generally the Administrator must convene a meeting to inform creditors and decide the company’s future within 21 days of appointment.  Only the court can grant an extension of the convening period.





It is our view that in more complex and difficult situations such as the Ansett and Pasminco Voluntary Administrations, the convening period is not sufficient for the Administrator to properly consider all the alternatives available nor present a proposal that sufficiently addresses the ‘work out’ scenario as contemplated by the objects of Part 5.3A.





It is our view that consideration should be given to allowing creditors to decide the length of the convening period at the first meeting of creditors or subsequently by resolution.  This would avoid the expense of court applications and court time and allow each company to be considered on its complexity and circumstance.  Court application should be a last resort by an Administrator.  The court would likely to want to be aware in any case of the creditors position on the matter. 








Appointment Of Administrators As Liquidators Under Section 446A 





Creditors may disagree with the recommendations to accept a Deed of Company Arrangement put by the Administrator at the second meeting of creditors and instead resolve under S445E or S439C(c) that the company be placed into liquidation.  At this time, it is our view that creditors should have the right to appoint another person (s) as liquidator for the purposes of the winding up to ensure that the Administrator has undertaken his duties appropriately and impartially and that there is no perceived bias in the Liquidator’s approach to recoveries in a winding up.








Defences To Insolvent Trading – Reliance On Letters Of Comfort





Division 3 of Part 5.7B outlines the Director’s obligation to prevent insolvent trading. There is a positive obligation imposed on directors to prevent insolvent trading by Sub-Section 588G(2).





Sub-section 588G(2) provides: 


By failing to prevent the company from incurring the debt, the person contravenes this section if: 


(a) the person is aware at that time that there are such grounds for so suspecting; or 


(b) a reasonable person in a like position in a company in the company's circumstances would be so aware. 


Section 588H outlines the defences upon which directors can rely to avoid personal liability for insolvent trading.   


In particular, Subsection 588H(2) states ‘It is a defence if it is proved that, at the time when the debt was incurred, the person had reasonable grounds to expect, and did expect, that the company was solvent at that time and would remain solvent even if it incurred that debt and any other debts that it incurred at that time.’


Directors, in various situations, have sort support from holding and or associated companies by getting that third party to provide a Letter of Comfort to support its financial obligations.





A Letter of Comfort can be generally described as a document indicating financial support as and when needed from one entity to another. There is no standard document as such, but as its name suggests, it is suppose to give the recipient comfort relevant to the entity being able to meet its financial obligations.  These are often used as support to receive an unqualified audit report where a company, from its own resources would clearly be insolvent and unable to continue trading.





Some Letters of Comfort are worded in a general and non-committal manner and even state that the letter does not provide a guarantee for debts of the entity requiring the support.  No evidence is usually provided of the third parties ability to meet its obligations under the Letter of Comfort.





In the past, there has been doubt about the meaning of Letters of Comfort and the extent of financial support offered in the event of demands being placed on the parties providing the Letter of Comfort. 





It is our view that if directors are going to rely on third party support, then that should be provided in the form of an unconditional guarantee and directors should have reasonable belief that the provider of the guarantee has the financial ability to service the guarantee. If not, directors of the financially stressed entity should be aware that if they continue to trade without such unconditional support then the defence available under S588H(2) is not available.








Costs Of External Administration





As a general observation, the risks and costs inherent in an individual acting as an external Administrator have increased substantially since the Co-Operative Scheme Companies and Securities Codes that have been in operation since 1982.





Increasing focus on the personal liability of managers and companies for non-compliance with other legislation such as Occupational Health & Safety, Environmental and Fair Trading Laws has resulted in additional expertise and systems to be put in place to manage compliance.  Notwithstanding, these almost “strict” liability laws have resulted in unintended consequences for external Administrators who take possession of assets or trade businesses.





Once appointed, external Administrators can be held liable for workplace accidents, environmental contamination etc.  Even though they may not have contributed to the occurrence of the situations.  These types of risks are unique to Insolvency Practitioners and need to be reflected in the costs of administration.





Rising insurance premiums, increased vexatious litigation, salary costs, and the investment in IT systems to manage compliance with the Laws continue to impact the costs of Administrations. 





We are of the opinion that any discussion around the cost of Administration should not only consider the cost to the companies under Administration and their creditors but also the cost and risks suffered by Insolvency Practitioners to ensure they are appropriately rewarded for the risks they are exposed to.














Requirement For Company Acting As Trustee To Be Audited





Whilst not specific to insolvency law, the auditing of trusts and trustee companies that would otherwise be considered as “large” proprietary companies needs to be considered as a means to early identification of insolvent trusts that operate businesses.  There does not presently appear to be any relevant legislation that appropriately monitors the performance of these types of structures.





This issue can be summarised as follows –





Section 45A(2) of the Corporations Act defines “small” and “large” companies. Section 292 requires a “large” proprietary company to prepare financial reports each year. Section 301 requires all companies except “small” proprietary companies to be audited.





There appears to be divergence of opinion as to whether companies that simply act as corporate trustees for a trust are required to be audited.  We suggest that consideration be given to clarifying the position.





In August 1994, ASIC released Accounting Commentary 67, which announced the withdrawal of NCSC Practice Note 328 "Disclosure in Accounts of Companies Acting as Trustees of Trading Trusts".  This removed the requirement to recognise the liabilities of a trust and the corresponding right of indemnity in the Statement of Financial Position of the corporate trustee where the trust had sufficient assets to meet its liabilities. Instead, these items are disclosed in a note to the financial report of the corporate trustee.  SAC 4 should be referred to in determining whether both the definition of liabilities and the recognition criteria are met in relation to liabilities incurred on behalf of the trust. 


On this basis, generally, the corporate trustee (assuming it undertakes no other activities), will simply record, say $2 assets and $2 equity, even though the trust may have gross assets > $5 million and gross revenue > $10 million. As only the corporate trustee is governed by the Corporations Law, and will be "small" in the above example, the business of the trust will not cause the trustee to be classified as "large".


Trustees may be required to consolidate the business of the trust if it satisfies the control tests under AASB 1024 and may therefore be classified as "large".


Generally however, corporate trustees do not control trusts (as defined in AASB 1024) because they act in a fiduciary capacity on behalf of the trust's beneficiaries and do not direct the trust for the benefit of the corporate trustee.


Where the trust is in a net asset deficiency, the corporate trustee may have a legal duty to meet that deficiency of the trust, in which case the corporate trustee may need to include a liability (being the deficiency) in its Statement of Financial Position, either as an actual liability (if it is probable that settlement will be required) or as a contingent liability (if settlement is not probable).  It is not however required to include the assets in its Statement of Financial Position and therefore would not be classified as “large”.


It is our view that as a trust cannot trade in its own right because it is not a separate legal entity and therefore it is the corporate trustee that is required to incur the liabilities on behalf of the trust, hold the assets and employ people, the trustee should be obliged to have accounts prepared which are audited to bring these large operating entities in line with other corporate reporting obligations.





If Members of the Parliamentary Joint Committee on Corporations and Financial Services wish to discuss the contents of our submission further, please contact the undersigned.














John Georgakis


Partner – Corporate Finance Restructuring


Ernst & Young 
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