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CHAPTER 6
THE JUDICIAL INTERPRETATION OF THE
FRAUDULENT AND RECKLESS TRADING PROVISIONS
"Courts should endeavour to give effect to the purpose of the
legislation. When they do this, courts are not indulging in the
idiosyncratic pursuit of policies which the judges conceive to be
desirable. On the contrary, they are avoiding idiosyncratic perpetuation
of law or policy which Parliament has overridden. The judges are then
effecting the will of Parliament and not frustrating it. To the extent that
courts fail to adopt this modern approach to statutory construction they
invite cumbersome, detailed and sometimes unintelligible legislation in
the attempts by Parliament to spell out its purpose in such detail as to
prevent the frustration of the legislative purpose by courts. Those
consequences can be avoided if courts give effect to the clear purpose
of Parliament, as disclosed by the legislative language".

Kirby P.,
Metal Manufacturers Ltd v Lewis (1988) 6 ACLC 725, 728-729.
1.

Introduction

It was observed in chapter 5 that the legislative development of the
reckless and fraudulent trading provisions has been both piecemeal
and reactive drawing as it does on a narrow legislative base.
Furthermore the Australian legislation has been plagued with drafting
and structural defects. In particular the concurrence of criminal and
civil causes of action and the discrete nature of the reckless trading
provision have generated problems.
It is proposed in this chapter to examine the judicial interpretation of the
reckless and fraudulent trading provisions. Emphasis shall be placed
on the Australian provisions immediately pre-dating the 1993 reforms
and, where appropriate, United Kingdom legislation, with the judicial
interpretation of the relevant New Zealand and South African provisions
being considered in chapter 8.
It will be observed that many other deficiencies in the provisions have
been identified by the judiciary. Furthermore the judicial analysis of the
defaulting officer provisions has shaped the scope and application of
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these provisions and contributed to an understanding of their
theoretical basis. It will be argued that there has been a discernible
trend towards extending the application of the provisions in furtherance
of a policy of protecting creditors and strengthening the obligations
imposed on directors. As a result many of the defects in the provisions
have been remedied by ameliorative judicial pronouncements.
Nevertheless problems have persisted.
The legislation considered
In chapter 5 it was observed that the United Kingdom defaulting officer
legislation was overhauled during 1985 and 1986. The criminal and civil
liabilities for fraudulent trading were separated and now appear as
S.458 of the Companies Act 1985 and S.213 of the Insolvency Act
1986 respectively. Together with S.215, S.213 reproduces S.630 of the
Companies Act 1985, as amended by the Insolvency Act 1985. S.630
as originally enacted had been identical to S.332 of the Companies Act
1948 and the predecessors to the current Australian fraudulent trading
provision.
It was also observed that, notwithstanding the recommendations of the
Jenkins Committee, the United Kingdom legislature did not enact a
reckless trading type provision until 1985. It now appears in the form of
the wrongful trading provision in S.214 and S.215 of the Insolvency Act
1986.
The operative parts of S.213, S.214 and S.215 are reproduced in
chapter 5 1 where the limited caselaw to date on the application of the
wrongful trading provision is also discussed.
The Australian fraudulent trading provision has, since 1981, been in the
form of S.592(6) and S.593(2) of the Corporations Law. It differs
significantly from its predecessors and the United Kingdom equivalent.
A reckless trading provision first appeared in Australia as S.303(3) of
the Uniform Companies Acts 1961/1962. This provision was merely an
offence provision and it was not until 1964 that amending legislation in
three Australian States inserted a provision imposing personal liability
for debts recklessly incurred. Similar legislation was eventually adopted
in all the Australian States. With the enactment of the Companies Code
a uniform position was established. This was taken up in the
Corporations Law. The reckless trading provision was enacted as
S.592 and S.593, the operative provisions of which are S.592(1) and
S.593(1). The main provisions of S.592 and S.593 are reproduced in
chapter 5, section 5.4.1.
1

In particular see section 2.2.5.
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The structure of this chapter
Clearly both the United Kingdom and Australian provisions contain
many features in common with themselves and their predecessors. It is
proposed in section 2 to analyse the judicial interpretation of the
features common to both the fraudulent and reckless trading
provisions, with reference predominantly to the Australian provisions. In
sections 3 and 4 the interpretation of features peculiar to the fraudulent
and reckless trading provisions respectively, will be considered.

2.

Features Common to Both Provisions

2.1 Companies to which the provisions apply
2.1.1 Generally - companies in the course of winding up
The United Kingdom provision repeats the traditional position by
requiring that the company at issue be in the course of winding-up. The
Australian Corporations Law adopts a slightly wider position, as did its
immediate predecessor, but nevertheless is pre-occupied with nonoperating and insolvent companies.
This feature can be traced to the genesis of the provision. The mischief
identified by the Greene Report, which was the basis for the original
fraudulent trading provision, occurred in the context of the imminent
winding-up of a company. Accordingly the provision was drafted in
such a way that it was limited to companies that were being wound up.
Indeed the provision was so restrictively expressed that it was
applicable only where the fraudulent trading came to light in the course
of the winding up.2 Although the Jenkins Report recommended that this
restriction be removed, 3 the amendments which were introduced 4 in
response to the report did not tackle the problem, nor have subsequent
amendments.
2.1.2 The United Kingdom exception - the fraudulent trading
offence
On a strict interpretation of the offence contained in S.332(3) of the
Companies Act 1948 (UK) and its Australian counterparts, it was not
necessary for the company to be in the course of being wound-up.
However the House of Lords in DPP v Schidkamp5 refused to give
2
3
4
5

Williams, 'Fraudulent Trading, (1986) 4 CSLJ 14, 16-17.
Para 503(c).
By S.96 Companies Act 1980.
[1971] AC 1; Also see R v Rollafson [1969] 1 WLR 815.
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S.332(3) such an interpretation and held that before a prosecution
could be initiated in respect of fraudulent trading while the company
was a going concern, the company had to be in liquidation. In the
words of Lord Up John, with whom Lord Reid agreed;
"I see much to be said for the view that subsection (3) is limited to
prosecutions after the commencement of a winding-up. Subsection (1)
which creates a new civil liability for fraudulent trading before winding
up is clearly so limited. I find it impossible to suppose that if Parliament
intended to create a criminal liability while the company was a going
concern it would not have imposed a civil liability at the same time ... If
it was intended that subsection (3) was to be of general application
while the company was a going concern, I should expect to find the
subsection clearly so expressed. Then in the absence of such express
words where you find subsection (3) joined by its opening words to
subsection (1) I should be inclined to think that the draftsman had been
careless in drafting and was not intending to create a new and quite
independent liability". 6
However two of his brethren did not share his lack of faith in the
draftsman. Both Lord Guest and Viscount Dilhome considered that the
close proximity of the two subsections and the fact that subsection (3)
imported part of subsection (1) but did not import the requirement of a
winding up meant that parliament must have consciously intended the
difference between the two subsections. In the words of Viscount
DiIhome:
"To hold that it was not deliberate and intentional seems to me to
involve a finding of incompetence on the part of Parliament and
Parliamentary draftsmen of a degree which I would regard as
inconceivable".7
In their opinion there was nothing even remotely doubtful or ambiguous
about the provision.8 In particular they were not concerned by the
positioning of the section in the part of the Act dealing with "Winding
up" and were prepared to look at the subsection on its own. It may be
that they had in mind the wider ramifications of dismissing the Crown's
appeal. The need to delay proceedings until the company had been put
into liquidation does seem absurd. There is something to be said for
the argument of the Crown that a man's dishonesty on a particular date
is not affected by the winding up or not of the company at a later date
and, in any event, the greater the fraud the less likely that the company
6
7
8

[1971] AC 1, 24-25.
Id, 18.
Id, 15.
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will be put into liquidation. Also as Viscount DiThome observed, 9 there is
no reason why, in order to successfully obtain a conviction, it is
necessary to require that the criminal conduct must have come to light
not before, for example as a result of an inquiry by inspectors, nor after,
but only during the course of the winding up. Furthermore, the fact that
there were persons already in prison following convictions for
fraudulent trading might have impressed the dissidents with a need to
confirm the validity of these incarcerations. 19
Thus, by the barest of margins this decision significantly limited the
ability of the Crown to obtain a conviction for fraudulent trading.
However by virtue of the Companies Act 1985 the minority decision has
been vindicated and the criticisms of the majority addressed. The
offence of fraudulent trading is now enacted as an independent section
in a more appropriate part of the Act and expressly provides that it
applies whether or not the company has been, or is in the course of
being, wound up. 11
Nevertheless the civil liability is still restricted to circumstances where a
company is being wound up.
2.1.3 The Australian position - extension to insolvent companies
S.589 of the Corporations Law specifies to which companies the
defaulting officer provisions apply. Basically this section refers to a
company which is in the course of being wound up or its equivalent,
has ceased to carry on business, is unable to pay its debts or has
entered into a compromise or an arrangement with its creditors.
Subsection (2) deems certain circumstances to amount to a cessation
of business or an inability to pay debts. This latter criterion will be
deemed to be met if execution proceedings are returned unsatisfied.
Thus, the Australian civil liability is cast more broadly than its United
Kingdom equivalent and can be called upon at an earlier stage in the
demise of the company, in fact as early as the first indications of
insolvency. Nevertheless the restriction to non-operating companies or
companies approaching that state remains.
When is a company unable to pay its debts?
This restriction is a major limitation on the application of the provisions.
An attempt to extend the application of the defaulting officer provisions
Id, 21.
9
10 R v Inman [1967] 1 QB 140; R v Schildkamp [1969] 2 All ER 835.

11

Originally inserted by S.96 Companies Act 1980; This would appear to satisfy the
criticisms of Lord Upjohn in DPP v Schidkamp (supra) at p.25. See the discussion in
R v Kemp (1988) 4 BCC 203, noted by Kiggundu, (1988) 19 Co Law 141.
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failed in Bush v Wright & Ors, O'Connor v Wright & Ors and Dunn v
Wright & Ors. 12 Proceedings had been commenced under S.592(1)
prior to the commencement of the winding-up of the company. Rogers
J. held that the statements of claim should be struck out as no cause of
action existed at the time they were issued. The cause of the action did
not arise unless the company had been or was in the course of being
wound-up. Thus, the "later time" referred to in S.592(1) and (6) could
not be a point in time latter than that at which the proceedings were
commenced.
These were unusual cases because normally a company would be a
company to which the provisions of S.592 apply by virtue of S.589(1)(f),
viz that the company is unable to pay its debts. Sub-section 2(b) deems
this state of affairs to have arisen "if and only if" execution or other
process issued on a judgment or court order in favour of a creditor of
the company is returned unsatisfied in whole or part.
This provision was not available to the plaintiff in the Wright cases
because there was evidence that sub-section 2(b) was not satisfied.
Rogers J. appeared to take the view that sub-section (1)(f) could only
be proved in the manner set out in sub-section 2(b) and no amount of
other evidence would suffice. This approach was also taken in DM
Drainage & Construction Pty Ltd v Lewis 13 and Sunshine Management
Services Ply Ltd v Russo. 14 Again the expression "if and only if"
influenced the Courts in both instances as did the need to interpret the
provisions strictly, enabling as they did criminal as well as civil
proceedings to take place.

12 (1985) 3 ACLC 312. The Wright cases are to be contrasted with Wren v Lyndon
(1972) CLC 27,383, a decision on S.303(3), where the view was taken that a
company did not have to be in the course of being wound up for the cause of action to
arise. The case turned on an allegation by the defendant that the complaint was out of
time. This contention would only be upheld if time ran from the date the debts were
contracted rather than from the date when the winding-up order was made. Redapple
J., after analysing the imprecise wording of S.303(3), especially the phrase if it
appears", concluded that time ran from the date on which the debts. In his Honour's
opinion because the section did not state to whom "it must appear an intention could
not be imputed to the legislature to deem the offence to be committed when the
conduct out of which it arose was discovered by some person, rather than when the
conduct took place. Clear wording would be required for such an intention to be
imputed, especially as the effect of such an intention may in some circumstances
render the director liable to prosecution and other consequences for a period of nine
years or even longer, in contrast to more heinous offences created by S.300 of the
Act. Nevertheless it appears that his Honour may have had some reservations about
this conclusion because he purports to confirm this view by reference to a rule of
construction of last resort.
13 (1989) 7 ACLC 74.
14 (1991) 4 ACSR 192.
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This seemingly settled position was thrown into doubt by the Western
Australian Court of Appeal in Cooper & Dysart Pty Ltd v Sargan. 15 The
expression If and only if" was interpreted as emphasising that only
prima facie proof of insolvency could be established under the deeming
provision. These provisions simply facilitated the conclusion of an
inability to pay debts. Other evidence could be introduced to satisfy this
requirement. Such an interpretation was seen as more consistent with
the legislative intent and necessary to prevent injustice.
Subsequently the issue came before the New South Wales Court of
Appeal in Macquarie Bank Ltd v Fociri Pty Ltd. 16 The Court was
divided, the majority holding that the word "deemed" meant "judged"
and thus there was an express statutory direction that this was the only
way it could be established that the company was unable to pay its
debts for the purposes of S.589(1).
The decision in Cooper & Dysart was not followed on the basis that
certain new arguments had not been considered in that case.
Furthermore the injustice there referred to, namely that the defendant
could not establish that the company was indeed able to pay its debts
and so not a company to which S.592 applied, did not follow because it
could be that S.589(2) creates only a presumption which the defendant
could rebut with appropriate evidence.
In a strong dissenting judgment Kirby P. analysed the issue from the
perspective of canons of legislative construction. The purpose of the
legislative, the need to avoid grotesque or inconvenient results and the
need to adopt a construction favouring the liberty of the citizen all
supported the view that the word "deemed" was used in a nonexclusive sense. Furthermore the desirability of ensuring that National
legislation was interpreted consistently from State to State suggested
that the decision in Cooper & Dysart be followed.
Most recently the Queensland Court of Appeal also considered the
issue in Butler Rains Menzies & Co v Devine. 17 In a short decision the
Court favoured the majority view in Macquarie Bank over Cooper &
Dysart.
It is suggested that given these conflicting authorities the issue remains
open until such time as the High Court addresses the matter. If the
restrictive Macquarie Bank interpretation is embraced then the effect of
15 (1991) 4 ACSR 649. Followed in Geraldton Building Co Pty Ltd v Woodmore (1992) 8
ACSR 585.
16 (1992) 6 ACSR 553.
17 (1992) 8 ACSR 579.
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this is to put a procedural obstacle in the path of creditors which only
serves to delay proceedings and multiply legal costs. 18
At least sub-section 2(b) would appear to be drafted broadly. For
instance, it is unnecessary for the execution proceedings to have been
undertaken by the party bringing the action provided that they were
undertaken by a creditor of the company.
2.1.4 Timing considerations in the application of the provisions
Must the debt have been incurred after the provisions become
applicable?
It was held in MacPherson v Carrigan: Ex parte Carrigan 19 that an
officer of a company may be held to be personally liable
notwithstanding that the relevant debt was contracted before the
commencement of the winding up of the company. It had been argued
that the reckless trading provisions only apply to officers who contract
debts after the company became a company within the meaning of
S.347E.28
The Full Court of Queensland rejected this construction on the basis
that it would give the section remarkably little operation. Upon the
making of a winding-up order all the powers of the directors cease and
the contracts of service between the company and its employees are
deemed to be repudiated by the company. Accordingly there would be
no-one left who would qualify as an officer of the company.
Furthermore the liquidator in a compulsory winding up is not an officer
of the company as defined, and in any event his power to carry on the
business of the company is severely limited.
The Court also found that the wording of S.374C, viz "knowingly a party
to the contracting of a debt" and "had at the time the debt was
contracted no reasonable grounds of expectation", looked back to
events before the company became a company to which S.374C
applied. Further, this interpretation was consistent with insolvency law
where "looking back" provisions were not uncommon.
The Court expressed their approval of a passage from the judgment of
Harris J. of the Supreme Court of Victoria in Re Concept Constructions

18 See Herzberg, "Insolvent Trading", (1991) 9 C&SLI 285 at 290-291 and see his
earlier article at (1985) 3 MU 202 at 204. Also see Mangioni, 'Directors' personal
liability: S.592 of the Corporations Law and related matters", (1991) 27 BCLB para
507.
19 (1978) 3 ACLR 880.
20 Now S.589.
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Pty Ltd (in liq)21 to the effect that the object of S.374C was to ensure
that company officers would act on the basis that their conduct might
be objectively assessed by others at a later point in time.
A prospective operation was also argued by the defendant in Karounos
v Flave1.22 The Full Court of South Australia referred to MacPherson v
Carrigan and rejected the defendant's submission. The Court also
rejected the argument that such an interpretation of S.374C created
uncertainty because it made criminal liability dependent upon whether
the company flourished or floundered. In the words of Zelling J., with
whom the other members of the Court concurred on this point:
"This criticism is not very apt when one considers S.374C and the
context in which it appears. The object of S.374C is the protection of
creditors from feckless directors. If the company flourishes the creditors
have their remedy against the company. However, if the company is
liquidated or becomes insolvent the creditors have otherwise no
remedy. S.374C is designed to prevent directors from taking advantage
of the corporate veil in order to prevent claims from hapless
creditors" 23
S.592 - sufficient if provisions apply at a "later time"
S.592 would appear to confirm this view by providing that the
provisions apply if the company becomes a relevant company at a
"later time" from the time when the debt is incurred or act is
performed.24
The reference to this "later time" was considered in Russell Halpern
Nominees Pty Ltd v Martin & Anor25 , where it was confirmed that the
phrase is merely clarifying that the debt need not be incurred during the
winding up or at a time when the company was insolvent. However
because of the extension of the provision to apply to insolvent
companies in most cases it is likely that the debt at issue will have
been incurred at a time when the company was "a company to which
the section applies" as otherwise it will not be possible to establish that
the relevant expectation existed.
When does the cause of action arise - when the debt is incurred or
upon winding up or the equivalent?
In Russell Halpern Nominees Pty Ltd v Martin & Anor the relevant
debts had been incurred prior to 1 July 1982, the date when the
(1976) 2 ACLR 219.
21
22 (1984) 9 ACLR 66.
23
'bid, 70-71.
24 See Coleman & Anor v R (1986) 11 ACLR 589, 600.
25 (1986) 4 ACLC 393.
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Companies Code came into effect. The Court had to decide whether
these could be the subject of a S.592(1) application. The majority of the
Court of Appeal of Western Australia considered that to hold in the
affirmative would be to give the provision a retrospective application
which was not justified given that the right of recovery created by the
provision was entirely new and not merely procedural in operation.
Olney J. dissented on this point. He noted that a peculiar feature of
S.592(1) is that personal liability may arise at a time removed from that
at which the debt is incurred. This was so because the provision
provides that the company may become one to which the section
applies at a date subsequent to that on which the debt is incurred.
Accordingly, on the facts of the case before the Court, S.592(1) only
took effect when the company became a company to which the section
applied. As that was a date subsequent to 1 July 1982 then, in his
Honour's opinion, the appellant's statement of claim should be allowed
to stand.
His Honour emphasised that there was no question of giving the
section a retrospective operation. There was no question of the
company ceasing to carry on business or being unable to pay its debts
prior to 1 July 1982. If there had been then a purported application of
S.592(1) would be retrospective in nature.
Thus it is clear that in contrast to the majority who were emphasising
the date on which the debt was incurred as the crucial date, his Honour
considered the date on which the cause of action arose as the crucial
date.26 In relation to S.303(3) it had been held in Wren v Lyndonv that
the important date was when the debt was incurred. This was due to
the fact that according to the wording of the provision whether a cause
of action arose depended upon it appearing to someone during the
course of the winding-up that the debt had been contracted in the
relevant way. Thus it was impossible to precisely identify a time when
the cause of action arose and hence it was decided that it arose at the
date the debt was incurred.
This difficulty has been eradicated by the current legislation which fixes
the time when the offence/cause of action is made out as the time of
the winding-up. That is, the fact of a winding-up, or the satisfaction of
an alternative requirement of S.589, is necessary in order to make out
the offence/cause of action. 28

26 See the Wright Cases (supra).
27 Supra.
28 Also see the Wright cases (supra).
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It is submitted that the judgment of Olney J. is preferable to that of the
majority. It is more in accordance with the earlier decisions which
establish that a cause of action may nevertheless be made out under
the reckless trading provision where a debt is incurred prior to the
company being a company to which the section applies. 29
2.1.5 Recognised companies

Generally a recognised company is not a company for the purposes of
the Corporations Law. In Re Hanlon Homes Pty Ltd (in liq)30 this gave
rise to the absurd result that a director of a company incorporated in
New South Wales, which conducted its entire business in Queensland,
could not be liable under S.556 of the Queensland Companies Code.
Rather the action should have been brought in New South Wales under
the New South Wales legislation.
2.2 The ambit of the discretion to declare liability

Traditionally the courts have interpreted both the United Kingdom and
Australian provisions in such a way as to provide them a wide
discretion as to whether to declare a person personally liable for the
debts of a company and also as to the quantum of this liability. The
Companies Code amendments to the legislation, although changing
the format of the provision granting this discretion, have endorsed this
interpretation. A number of the issues have arisen in relation to the
exercise of this discretion.
2.2.1 Implications of criminal liability - compensatory or penal
civil liability?

Both the United Kingdom and Australian provisions declare fraudulent
trading and, in Australia, reckless trading to be both a criminal offence
and a civil wrong.31 It was observed in chapter 5 that as a result of this
judges have tended to view the fraudulent trading provisions as being
of a penal nature and have interpreted them strictly. One effect has
been to elevate the burden of proof for the civil remedy to that normally
required in criminal cases.32 The recent separation of the criminal and
In the absence of a debt having been incurred no cause of action will exist: Exsta
Batteries Manufacturing (Aust) Pty Ltd v Lau (1992) 9 ACSR 622.
30 (1986) 11 ACLR 481.
There is no offence of 'wrongful trading ° in the UK.
31
32 See Hadden, Company Law & Capitalism (2nd edition) 1977, Weidenfield and
Nicolson at p.202 and also see Williams (Op. cit.) 17-19 and the authorities he cites
there. Contrast the South African cases where the issue has been whether the civil
burden is as high as on the balance of probabilities: Joh-Air Pty Ltd v Rudman 1980
(2) SA 420(T).

29
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civil provisions in the United Kingdom should now ensure that the
appropriate burdens of proof are imposed. 33
S.592 and S.593 adopt the format of S.374C and S.374D and make a
conviction for fraudulent and reckless trading a condition precedent to
the availability of a civil remedy under S.593. This is so notwithstanding
S.592(3) which, in relation to the reckless trading provision in S.592(1),
purports to make civil liability independent of criminal liability. It was
observed in chapter 5 that this is just one of a number of confusing and
inconsistent features of the provisions.
Nevertheless it is clear that in relation to fraudulent trading a conviction
is a prerequisite for civil liability. If a person is granted an indemnity
from prosecution or if he dies or absconds before he can be convicted
the victim of the fraud will have no civil remedy under the Australian
provisions. 34 This dependency of a civil remedy on a criminal conviction
has never been adopted in the United Kingdom.

Compensatory or penal liability?
Another issue that has arisen as a result of the coupling of the criminal
and civil aspects of fraudulent and reckless trading is whether the civil
sanction should be merely compensatory or whether it too should be
penal. That is, if a particular person is declared to be personally liable
should the quantum of that order be limited to the debts or liabilities
proven to have been incurred through his fraudulent or reckless
conduct or should it be extended to all the debts of the company
fraudulently or recklessly incurred?
In this regard Maugham J. in Re William C Leitch Bros Ltd (No 1 ) 35 said
of the fraudulent trading provision that it:
"... is in the nature of a punitive provision, and ... it is in the discretion of
the court to make an order without limiting the order to the amount of
the debts of those creditors proved to have been defrauded by those
acts of the director in question, though, no doubt, the order would be in
general so limited."36
In Re Cyona Distributors Ltd37 Lord Denning M.R., with whom
Danckwerts L.J. agreed, held that the sum awarded may be either
33 See Re L Todd (Swanscombe) Ltd [1990] BCLC 454 for the last (hopefully) illustration
of the criminal burden of proof being applied in a civil claim for fraudulent trading.
34 Or if the court exercises its discretion not to record a conviction: NCSC v Sharp
(1990) 1 ACSR 322.
35 [1932] All ER 892.
36
Id, 896. This case was followed in Re Casual Capers Ltd (i liq) (1983) 1 NZCLC
98,590 where the order was so limited.
37
[1967] 1 All ER 281.
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compensatory or punitive although the amount ordered to be paid may
never exceed the company's indebtedness outstanding during the
period of fraudulent trading. Thus, an order may be punitive in that it
orders the officers to pay debts incurred by the company before the
period began, as well as debts incurred during it. 38
In Re Maidstone Buildings Provisions Ltd39 Pennycuick V.C. took the
view that the section was penal and accordingly should be construed
strictly and any ambiguity resolved in favour of the person against
whom the penalty is sought. This was so notwithstanding that the
action was being brought by the liquidator and was not an action by the
Crown under the offence provisions.
On the other hand, the Australian authorities have generally held that
the provisions are not penal in nature. For example in Re Klintworth
Homes Pty Ltd49 a case concerning the reckless trading provision,
Needham J. stated that it was not part of his function in exercising the
power given by the relevant provision to punish the officer. The section
is simply concerned with removing the privilege of limited liability in the
appropriate cases. He emphasised the different purposes of the
imposition of a penalty from a declaration as to personal liability. The
former isEdesigned to punish the officer whilst the latter is directed at
salvaging something for the creditors. 41
It is surprising that the Australian cases have reached this conclusion
given the even greater inter-relationship of the civil and criminal
remedies in this jurisdiction. It is suggested, however, that these
decisions are correct and civil liability ought be merely compensatory in
nature. It would be a strange result if an individual creditor could sue
under these provisions and impose a penalty on a corporate official, the
proceeds from which the creditor would be free to enjoy. That this issue
has ever arisen is a product of the unhappy union of the civil and
criminal aspects of the provision.
A similar conclusion was reached by the New Zealand Court of Appeal
in Re Maney & Sons Deluxe Service Station Ltd, Maney v Cowan 42 in
relation to the fraudulent trading provision. The question before the
Court was whether a two or six year limitation period applied. If the sum
awarded was by way of penalty then the former period would apply
and the action would be out of time.
38
Id, 284.
39
[1971] 3 All ER 363.
40 [1977] 2 NSWLR 904.
Id, 907. For a recent acknowledgment that the provisions are civil in nature see Re
41
Satellite Productions Pty Ltd (in lig.); Sky Channel Pty Ltd v Gray (1992) 9 ACSR 519.
42 [1969] NZLR 116.
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The Court held that the section did not create a liability in the nature of
a penalty and that the matter had not been comprehensively
considered in Re William C Leitch Brothers Ltd (No 1) nor in Re Cyona
Distributors Ltd where comments on the punitive nature of the provision
were obiter and should not be followed or, alternatively, the judges in
each case meant no more than that damages may by punitive in the
sense in which that word is used in actions to recover damages at
common law.
2.2.2 In relation to which debts can liability be imposed?
The issue has arisen as to whether the court has jurisdiction to declare
a corporate official liable for all or any of the company's debts or only
those debts incurred in the course of fraudulent or reckless trading.
In Re Klintworth Homes Pty Ltd44 the Court stated that where a person
has been convicted of reckless trading the declaration which can be
made by the Court is limited to the debts in respect of which the
conviction was made. This case was directly applied in Re Mahel
Investments Pty Ltd, 45 a case which involved convictions for fraudulent
trading. Waddell J. stated the general rule to be that the amount for
which a defendant should be declared to be liable, should be limited to
the debts which may fairly be attributed to the course of conduct on
which he had been convicted. 46
In applying this principle to the facts his Honour was confronted with
the difficulty that the defendant had pleaded guilty to a general charge
and not guilty to three specific charges which were not pressed by the
Crown. His Honour was of the opinion that the not guilty verdicts for the
three specific charges did not preclude him from making a declaration
in relation to the debts arising from these three transactions. From an
examination of the evidence it appeared that the plea of guilty to the
general charge covered all the transactions which it was alleged flowed
from the defendant's fraudulent conduct.
Thus it is arguable that this case extends the principle laid down in Re
Klintworth Homes Pty Ltd and provides the Court with a wider
Id, 129. Turner J. ( at 132) was prepared to concede that a section can be punitive in
nature without the amount which it authorises to be awarded being a sum by way of
penalty. However his Honour did not elaborate as to how these propositions could be
reconciled.
44 Supra, 906.
45 [1979] 1 NSWLR 110.
Id, 112. Similarly, in Re L Todd (Swanscombe) Ltd [1990] BCLC 454 liability was only
46
imposed in relation to debts of the creditors whom the director had intended to
defraud.
43
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discretion when making orders as to personal liability for fraudulent
trading. This is by virtue of the fact that the fraudulent trading connotes
a course of conduct and so the nature of a conviction is that it must
relate to numerous transactions.
It is not possible to extend this notion to the reckless trading provisions
contained in S.592(1) and S.593(1) because of their discrete nature,
that is that these provisions only enable specific charges to be laid
relating to the contracting of a single debt. 47 Any attempt to draft a
general charge on the strength of this provision would fail for duplicity
and a civil claim would need to particularise the debts claimed. Thus
the position appears to be that upon a conviction and application under
S.592(1) and S.593(1) respectively the court is limited to making a
declaration in respect of the debt the subject of the conviction whereas
upon a conviction and application under S.592(6) and S.593(2) the
declaration could encompass numerous debts. This aspect is
considered further in section 4.4.4.
2.2.3 What is meant by "debts"?
The provisions authorise the court to declare a person personally liable
for the "debts" of the company. Thus the meaning of the term "debt" is
very important in this context.
The meaning of "debt" is considered in detail in section 4.4 below. The
term is particularly significant in relation to the reckless trading
provision as an element of the action has always been that a debt has
been contracted or incurred whereas the fraudulent trading provisions
are more generally prescribed, referring to the carrying on of a
business or the doing of an act.
The fraudulent trading provisions contained in the former United
Kingdom and original Uniform Companies Acts empowered the court to
make a declaration holding a person responsible for all or any of the
"debts or other liabilities" of the company. The Companies Code and
amended Uniform Companies Acts restricted this discretion to the
"debts" of the company, so bringing the provision into conformity with
the reckless trading provisions which have always simply referred to a
"debt". The current United Kingdom fraudulent and wrongful trading
provisions contain no similar expression and simply allow the court to
order that the person make contribution to the assets of the company.

47

See chapter 5 for further implications arising from the differences between the
provisions.
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It is arguable that the reference to "debt" and "debts" in S.593(1) and
S.593(2) respectively, has the effect that the Australian courts do not
have the power to impose personal liability for other than contractual
debts. This is in contrast to both United Kingdom provisions and to the
original Australian fraudulent trading provision in relation to which it
was assumed that the reference to "other liabilities" extended the
provision beyond contractual debts.
On the other hand, in Re Gerald Cooper Chemicals Ltd, 48 Templeman
J. endorsed a broad interpretation of the word "debt" so as to include a
judgment debt on a claim for unliquidated damages arising from a tort
claim. This is apparent from the example he gives of a car dealer telling
lies when he sells a car, thereby defrauding a customer. As this
customer had a right to sue the dealer then he was, to the extent of the
damages arising from the tort claim, a contingent creditor within the
meaning of the fraudulent trading provision. Further, since S.592(6)
refers to a company doing "any act," the word "debt" should be
interpreted as referring to any liability flowing from such an act,
although it is to be observed that S.592(1) refers to "debts", rather than
to "acts".
In section 4.4.2 of this chapter it is observed that although there is
some support in Australia for this wide view it is not universally
accepted. It is suggested that the discussion in that section as to the
inclusion of contingent debts within the meaning of "debts" is only
marginally relevant to the discussion here because by the time the
issue of the court's power to make an order arises the contingency
which existing at the time the debt was incurred or act was performed
would normally have been satisfied.
2.2.4 May exculpating circumstances be taken into account?

It would appear that in declaring a person liable in the court has a
discretion to take mitigating factors into account. In considering the
guiding principles in the exercise of this discretion the Court in Re
Klintworth Homes Pty Ltd stated that regard must be given to whether
in the circumstances there is or is not some exculpatory fact mitigating
the basis of conviction. Furthermore:
"... the exercise of the discretion to declare the respondent personally
liable for some part, but not all, of the amount of the debts the subject
of the conviction or convictions must equally be based upon evidence
of some fact which tends to reduce the propriety of making him
responsible for the whole ... A suspicion that such a declaration might
48

[1978] 2 All ER 49.
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create hardship to the respondent is not a sufficient ground upon which
to decline to make an order otherwise proper to be made". 49
This would appear to be the settled position notwithstanding that every
enactment of the provisions prior to the current United Kingdom
fraudulent trading provision has stated that the delinquent officer shall
be responsible "without any limitation of liability". The courts have
apparently ignored the possible interpretation of this phrase as a
restriction on their discretion to exculpate the officer in part or whole.
Such an interpretation would be inconsistent with the tenor of the
discretion granted elsewhere in the provision, which is clearly
unfettered. The better view is that the phrase simply acknowledges that
the effect of the application of the provision is to remove the privilege of
limited liability.
In any event the fraudulent trading provision contained in the
Insolvency Act 1986 does not adopt this phrase and makes it clear that
the court has the discretion not to order the payment of any
contributions by a delinquent officer should it so desire. Similarly the
phrase does not appear in the wrongful trading provision.
What constitutes mitigating factors?
The issue thus arises as to what constitutes mitigating factors. In Re
Klintworth Homes Ply Ltd it was submitted on behalf of the officer that
he was unversed with figures and accounting documents. The Court
stated that it was not prepared to entertain these trifling excuses
especially where the officer concerned was in charge of the day-to-day
affairs of the company.
Thus it would appear that the general attitude of the courts is that
something substantial is required in mitigation. This is well illustrated by
Re Conceit Constructions Pty Ltd (in liq)50 where a number of matters
had been raised by the respondent in an effort to persuade the Court
not to make the orders sought. These included the fact that it was five
years since the relevant events occurred 51 , that the respondent's
conduct could possibly by described as acting with an excess of
optimism and that the respondent believed, albeit an unfounded belief,
that the debts would be paid in the normal course of business and as
soon as he began to think otherwise he placed the company in the
hands of accountants experienced in the work of assisting ailing
companies. These matters were all considered by the Court to be
insufficient grounds for not making the orders.
49 Supra, 908.
50 (1976) 2 ACLR 219.
Also see Corporate Affairs Commission (SA) v Karounos (1984) 9 ACLR 405.
51
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This proposition is also supported by the decision in Metal Component
Industries Pty Ltd (in liq) v Clark & Anor. 52 In this case the defendant
claimed that although he was the managing director he had been kept
in ignorance of the true financial position of the company and/or misled
by the company's accountant who was also the financial director.
Further, he himself had advanced the company a further $24,000 in
reliance on his perception of the company's sound financial position.
Lavan S.P.J. was not impressed by these submissions and, although
conceding some sympathy for the defendant, did not consider that
these factors served to excuse his conduct. His Honour compared the
case to that of Re Southern Highlands Building Co Pty LtcP 3 where,
notwithstanding evidence that the defendant had shown a degree of
responsibility in limiting the debts and improving the position of the
company and that the reasons for the company's collapse were
substantially beyond his control, Needham J. made the orders sought.
Lavan S.P.J. stated that although financial hardship to the defendant
was a proper consideration so too was hardship to the creditors which
in the circumstances necessitated the making of the orders.
Nevertheless his Honour was of the opinion that in view of the financial
position of the defendant he should order that the amount be paid by
instalments or not be payable until a certain date.
The only reported decision where a court has been induced to exercise
its discretion to restrict the orders to part of the sum claimed is Re
Eagle Pest Services Pty Ltd. 54 The managing director of the company
concerned had fled the jurisdiction and so the Corporate Affairs
Commission had turned its attention to the defendant who had been
the sales and credit manager and responsible for the accounting
records of the company.
A number of submissions were put to the Court as to why no orders
should be made. These included allegations that there had been a
failure to take all reasonable effort to prosecute all the officers
concerned, that it had not been established that the liquidator had
collected all moneys recoverable in the winding-up and, due to the
respondent's critical financial position, there would be no gain to the
creditors in any event should the orders be made.
Needham J. held that none of these submissions were established by
the facts. Nevertheless he conceded that in the appropriate
circumstances the first two submissions might induce a court to decline
52 (1979) 4 ACLR 862.
53 [1979] ACLC 40-516.
54 (1978) 3 ACLR 592.
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to make orders as to personal liability. As to the question whether
futility was a defence his Honour left the issue open.
Subsequently his Honour ordered the respondent personally liable for
approximately 50% of the debts outstanding. This decision was
induced by the fact that the respondent held no shares in the company
and could not have been motivated by a prospect of any substantial
financial reward, merely continued employment. Further there were
others who bore the responsibility for the plundering of the creditors
and in those circumstances the respondent did not deserve to shoulder
the whole burden. 55
Notwithstanding this decision the authorities illustrate that a stringent
approach will be adopted by the courts in assessing the liability of
officers under the fraudulent and reckless trading provisions. 56
2.2.5 Is relief under S.1318 available?
S.1318 empowers the court to excuse persons liable for negligence,
default, breach of trust or breach of duty. It was argued in 3M Australia
Pty Ltd v Kemish57 that the provision could apply in respect of S.592
proceedings. Foster J. found it unnecessary to decide this issue. The
evidence before him, particularly the defendant's conduct in inducing
the incurring of the debts by making promises that they would be paid,
was not such as to entitle him to relief under S.1318, even if it were
available. 58
More recently in Commonwealth Bank of Australia v Friedrich 59 the
Court held that no defence under the provision was available because
it applied only to an action for negligence, default, breach of trust and
breach of duty, none of which described an action under S.592. Still the
Court went on to examine whether the defence was available in the
circumstances, concluding that it was not, but nevertheless casting
some doubt as to the certainty of its earlier conclusion.

55

In Australian Securities Commission v Snellgrove (1991) 10 ACLC 1542 the court
recognised that the right of contribution was present in the legislation and hence only
required that the directors, the parties to the action, pay their proportion of the debts
the subject of the action. Also see Spika Trading Pty Ltd v Harrison (1990) 1 ACSR
609 and BL Lange & Co v Bird (1991) 7 ACSR 715.
56 This view is shared by other commentators; for example see Baxt 54 AU 231.
57 (1986) 4 ACLC 326.
58
For a similar conclusion see Southern Star Group Pty Ltd v Taylor (No 2) (1991) 9
ACLC 1211.
59 (1991) 5 ACSR 115.
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In the United Kingdom the equivalent provision 60 also has a doubtful
application in the context of the wrongful and fraudulent trading
provisions. In Halls v David directors charged with wrongful trading
were not allowed to rely on the defence on the basis that the
requirements for wrongful trading were objective. 61 Similarly in Re DKG
Contractors Ltd, whilst the directors had acted honestly, they had not
acted reasonably and could not, therefore, be excused. 62
Thus there remains some doubt as to whether an officer impeached
under S.592(1) could be able to found a defence based on S.1318. 63 It
may be, however, that the availability of the section may add nothing to
a defendant's case given the wide discretion to make orders vested in
the Court by virtue of S.592 and S.593. Furthermore it is likely that a
stringent approach to the application of this provision would be
adopted, analogous to the approach taken in the cases referred to in
section 2.2.4 above.

2.3 The application of compensation payments
Both current United Kingdom provisions, the most recent Australian
fraudulent trading provision and the immediately preceding Australian
provisions direct that liability is to be in favour of the company. The
Australian reckless trading provision contained in S.592 and S.593
provides for liability to creditors in 5.593(2), with the civil liability
contained in S.592(1) being silent on the issue.
2.3.1 The former legislation - no guidance
Company as beneficiary
The earlier United Kingdom and original Australian provisions simply
stated that the delinquent officer would be "personally responsible,
without any limitation of liability". The judiciary were soon required to
determine the beneficiaries of any awards.
In Re William C Leitch Bros Ltd (No 2),64 Eve J. ordered that monies
recovered by a liquidator under an order made pursuant to the
fraudulent trading provisions were to be dealt with as general assets of
the company and applied accordingly. That is, the sum recovered was
60 S.727 of the Companies Act 1985.
61
[1989] 1 WLR 745.
62 [1990] BCC 903.
63 The Companies & Securities Law Review Committee in its report on Company
Directors: Indemnification, Relief & Insurance (Report No. 10, May 1990)
recommended that the provision be amended to provide a defence to any liability that
may arise under the Corporations Law.
64 [1932] All ER 897.
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not to be paid as compensation to the victims of the fraud, on the basis
that the section did not seek to regulate the procedure on a winding up
of the company. The fact that the liability was measured by the debts of
the defrauded creditors was not of itself a ground for holding that the
ordinary rules of distribution could be disregarded and a preference
created in favour of the defrauded persons.
A similar view would appear to have been accepted by Needham J. in
Re Klintworth Homes Pty LtcP5 where his Honour commented that:
"It is noticeable that S.374D does not provide that sums recovered from
the officer are to be disbursed by the liquidator to the particular
creditors whose debts were the subject of the convictions ..." 66
This decision was, however, based on S.374D which clearly stated that
payment was to be made to the company.
Creditors as beneficiaries
There is dicta contained in the judgments of the High Court in Hardie v
Hansonv casting doubt on this view and particularly the decision in Re
William C Leitch Bros Ltd (No 2). Dixon C.J. was of the view that that
decision miscarried the purpose of the provision, whilst Menzies J. was
more circumspect and, although of the opinion that the language of the
provision suggested that any order should direct payments to the
liquidator for the benefit of the persons actually defrauded, thought it an
important consideration that an English court had given the provision a
different interpretation.
A similar view was expressed by the majority of the English Court of
Appeal in the case of Re Cyona Distributors Ltd. Lord Denning M.R.,
with whom Dankwerts L.J. agreed, stated that the Court had full power
to direct the destination of the sum, which could be applied in discharge
of the debt of a particular creditor, a class of creditors or creditors as a
whole.
The liquidator had argued in that case that monies received by a
particular creditor upon a threatened action based on the fraudulent
trading provision were impressed with a trust in favour of the liquidator
or general body of creditors. However this argument was rejected. In
the opinion of the Court the provision was phrased in wide terms and
should be given its full width. Accordingly the Court had a wide
discretion as to the orders it could make. It was certainly not the case
65 [1977] 2 NSWLR 904.
66 Supra, 907.
67
(1960-61) 105 CLR 451.
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that the creditor applied as trustee for the other creditors. Rather he
applied on his own account.
Russell L.J., although agreeing with the majority, came to this
conclusion by a different route. He was of the view that the section did
not confer the benefit of any declaration exclusively on defrauded
creditors of the company. Orders made pursuant to the provision must
direct payment to the company for distribution in due course on winding
up. Otherwise the priorities envisaged by the Act upon a liquidation
would be offended. Furthermore this appeared to be the view shared
by Maughan J. and Eve J. in Re William C Leitch Brothers Ltd (No 1)
and (No 2) respectively.
However Russell L.J. was unable to find that the payment to the
creditor was sufficiently connected with the S.332 claim and so was not
impressed with a trust in favour of the liquidator.
The view expressed by the majority is in accordance with the position
that exists in South Africa 68 and appears to have been accepted in New
Zealand 69
Problems with creditors as beneficiaries
Apart from the conflict that this view generates with general winding-up
principlesn it can also give rise to practical problems. These were
recognised by Templeman J. in Re Gerald Cooper Chemicals Ltd71
where his Honour envisaged the need to regulate any application by a
creditor in order to avoid the officer concerned being placed in a
position of double jeopardy by the possibility of further proceedings by
the liquidator. This could be avoided by instructing the creditor bringing
the application to ask the liquidator to elect whether to intervene or not
or whether he wishes to contend that the whole or any part of any
money for which the defaulting officer may prove to be liable should be
paid to him and not to the creditor. The liquidator should be advised
that if he does not choose to intervene prior to the hearing of the matter
he will not be able to successfully institute S.332 proceedings in the
future. Only in this way could the court know whether to order payment
to the applicant or to the liquidator.n

68 Dorklerk Investments Pty Ltd v Bhyat 1980 (1) SA 443 (W).
69 Re Maney & Sons Ltd [1969] NZLR 116 (North P).
Discussed further in chapter 11.
70
[1978] 2 All ER 49.
71
72 In Re Nimbus Trawling Co Ltd (1983) 1 NZCLC 98,762 the issue was avoided by the
creditor agreeing to pay any sum awarded to the liquidator.
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2.3.2 The subsequent position
This issue was addressed by the United Kingdom legislature during
1985.73 Now only the liquidator can bring an application under both the
fraudulent and wrongful trading provisions and the court only has
power to order that a person found liable "make such contributions (if
any) to the company's assets as the court thinks proper .7'
S.593(2) of the Australian Corporations Law states that a delinquent
director is to be liable to the company, whilst S.593(1), the reckless
trading provision, renders the offender responsible to the particular
creditor. As observed earlier, S.592(1) is silent in this regard.
2.3.3 Implications of the Australian legislation
This novel feature of S.593(1), namely the express recognition of a
direct liability to creditors, does however give rise to an anomaly in that
a creditor who is the victim of a less heinous wrong has a cause of
action whereas the victim of a more heinous wrong does not.
Accordingly it has been argued that a creditor would be much better
advised to base his claim on the unreasonable incurring of a debt
rather than on fraudulent trading. 75
The nature of the fraudulent trading provision raises the question of
whether a creditor, who obtains payment of his debt from the officers of
the company out of their own resources by threatening to take
proceedings against them, is entitled to the sum or whether he holds it
in trust on behalf of the creditors as a whole? In Re Cyona Distributions
Ltd all members of the English Court of Appeal refused to find that a
trust has been established but it is the clear that the majority reasoning
cannot be supported on an interpretation of both the United Kingdom
and Australian provisions. Thus, this possibility must be considered as
open.

2.4 When is payment to be expected?
S.303(3) and S.374C(1) stated that the expectation at issue was as to
the payment of the debt. S.592(1) states a more stringent test, viz
payment of the debts "as and when they become due". S.214 refers to
73 Although as originally enacted S.630 of the Companies Act 1985 simply repeated
S.332(1) with extended categories of potential applicants to include the official
receiver, the amendments to the section effected by the Insolvency Act 1985 altered
the position.
74
Uncertainty remains however. See chapter 5, section 2.3.3.
75
Williams (op. cit.) 20-21.
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whether a person knew or ought to have known that the company
would go into "insolvent liquidation" where that is defined as having
insufficient assets for the payment of the company's debts at the time
of liquidation.
The Australian provisions clearly raise the issue of when are debts due.
The issue would not appear to be raised by the United Kingdom
provision, although in determining whether the defendant knew or
ought to have known that an insolvent liquidation was imminent, it may
be that the courts will need to inquire as to when the debts of the
company were due for payment.

Flexibility in the time for payment recognised
It would appear that S.592(1) is merely restating the position under the
earlier provisions as established by the courts. In Dunn v Shapowloff, 76
Mahoney J.A. stated, with reference to S.303(3), that it was not
necessary for the officer to expect that the debt would be paid on the
specific date on which it was to fall due for payment. The time for
payment of the debt is not determinative, although the fact that there is
a reasonable or probable ground of expectation that the company will
be able to pay the debt at a distant time from the time when the debt
falls due will not normally be an answer to a prosecution. It is
necessary in each case to take an account of the particular facts and,
in his Honour's view, the words "being able to pay the debt" admit of
some flexibility.
A similar sentiment was expressed by Cantor J. at first instancen who
required that it be expected that the debt would "be paid within a time
which is appropriate for the payment of a debt of the type in
question". 78
In so holding his Honour rejected the test advanced on behalf of the
defendant namely, "Will the company ever be able to pay the debt?".
This test would require the prosecution to prove that the company had
no prospects of ever being able to pay the debt. In rejecting it his
Honour stated that words or phrases should not be implied into the
section but rather it should be read in a "common sense, natural and
ordinary fashion".79
In 3M Australia Pty Ltd v Kemish, Foster J. also took the view that
some flexibility must be imported into the question of the time for
payment. In his Honour's view:
76 [1978] 2 NSWLR 235.
77 2 ACLR 458.
78
Id, 467.
Ibid.
79
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" ... A debt does not necessarily become 'due', within the meaning of
the section, upon the date originally stipulated for its payment ... it is
appropriate to take into account ... whether a course of dealing
between the company and a particular creditor would reasonably lead
to an expectation on the part of the defendant that some reasonable
extension of a period of credit would be allowed by the creditor as a
matter of grace". 80
Whilst typically this approach has been followed81 there would,
however, appear to be limits to the flexibility that will be admitted. In
Pioneer Concrete Ply Ltd v Ellston82 the defendant argued that in
determining the due time for payment the Court had to consider the
circumstances prevailing in the particular industry, which in this case
showed that creditors were slow to enforce trading terms against
debtors. The Court rejected this argument, holding that the question
was to be determined solely by reference to the legal agreement
between the parties and hesitation on the part of a creditor, for
commercial reasons, in enforcing its rights against a debtor was
irrelevant.
It may be that the reconciliation of these decisions requires drawing a
distinction between industry practice and the practice adopted by the
parties as evidenced by their previous dealings.
The issue of whether and when it is to be expected that debts will be
paid also arises under the fraudulent trading provision. In Re William C
Leitch Bros Ltd (No 1) the Court referred to the directors' expectation
as to whether the creditors would ever receive payment as part of the
test for fraud. Although the case has generally been discredited as
authority as to the meaning of fraud in the fraudulent trading provision,
it has been argued that it does illustrate ingredients which, when
established, may give rise to an inference of fraud. 83
In R v Grantham84 this view was adopted. However it would appear
from the decision in that case that it is sufficient for an inference of
fraud that the defendant had no reason to believe that the company
would be able to pay its creditors in full by the due dates of their debts
or within a short time thereafter, in contrast to the more liberal test
stated in Re Williams C Leitch Bros Ltd (No 1).
80 Supra, 193.
81
Mangioni, "Directors' personal liability: Section 592 of the Corporations Law & related
matters", [1991] 27 BCLB para 507.
82 (1984) 10 ACLR 289.
83
See Farrar [1980] JnI of Bus L 336,341.
84
[1984] 3 All ER 166.
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Arguably the decision in R v Grantham is too strict and has the effect of
excluding trade credit as a source of company finance. Involuntary
trade credit becomes evidence of dishonesty. Rather a flexible test as
to the time for payment would be more in tune with commercial
realities.85
2.5 May a respondent seek reimbursement from the company?
S.594 of the Corporations Law states that nothing in the fraudulent or
reckless trading provisions affects any rights to indemnity or
contribution from the company that any officer may have. Thus, it is
possible that in some circumstances an officer of the company
impeached under S.593(1) or (2) might have the right to claim
reimbursement from the company. This is in contrast to where a person
has been rendered liable under S.592(1). In those circumstances
S.592(5) specifies that payment by that person does not render the
company liable in respect of the amounts so paid and so presumably
no right to reimbursement can exist. It may be that because a
conviction under S.592(1) is a prerequisite to liability under S.593(1),
S.592(5) also applies to liability under S.593(1). Certainly it is difficult to
reconcile the effect of S.592(1) and S.592(5) on one hand with the
position established by 8.594 and S.593(1) on the other.
The United Kingdom legislation is silent on this issue.
S.594 does not create a right of reimbursement but merely states that
such a right is not affected. The issue arises whether in fact such a
right to contribution or indemnity does exist. The fact that S.593(2)
refers to a person being declared liable for payment of "the debts of the
company" and renders the person liable to pay the company would
suggest that no such right exists in relation to liability for fraudulent
trading. The debt remains that of the company and the person in
question is not placed in the position of a joint and several debtor with
the company, as per S.592(1), or owing a debt to creditors, as per
S.593(1). Further, he could not be characterised as a guarantor since a
guarantor would be liable to pay the creditors, not the company. Also, it
has been argued that the liability which arises by virtue of S.593(2) is
analogous to that for breach of a common law fiduciary duty, in which
case no right to contribution or indemnity exists. 86
85 See Farrar 11984] JnI of Bus L 357, 360.
86
Williams (op. cit.), 21-22. Note his analysis of the South African position. As liability
in South Africa may be directly in favour of creditors then this analysis may have
implications for the interpretation of S.592(1).
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2.6 Procedural matters - the availability of discovery

The burden of proof established by the defaulting officer provisions
renders the extent to which applicants87 can make use of discovery
procedures to summon evidence vitally important. Since the courts
have a discretion to excuse the production of documents in civil
proceedings if it would tend to incriminate the party in other
proceedings88 then, conceivably, in some circumstances this principle
could operate to excuse a party from discovery.
Thus in EL Bell Packaging Pty Ltd v Allied Seafoods Ltd39 discovery
was refused on the basis that in the circumstances the mere revelation
of the possession of particular documents might tend to incriminate the
defendant . The Court was influenced by the fact that S.592 required
an applicant to establish the elements of a criminal offence before it
could succeed in its civil claim.
Where, however, the defendant has admitted the claim against it and
the only issue is whether it could make out a defence the applicant will
be entitled to discovery. Thus, in Southern Star Group Pty Ltd v
Taylora° discovery was not excused, the Court emphasising that it
would only be excused in rare cases. The Court acknowledged that
much of the usefulness and purpose of S.592 would be defeated if
defendants were readily excused from giving discovery. Bell Packaging
was to be distinguished.
This issue further illustrates the desirability disassociating the civil and
criminal aspects of the provisions and, possibly, of removing the
criminal element completely. 81
Inspection orders under S.486
It should also be observed in this context that pursuant to S.486 of the
Corporations Law the court can order that a company's books be made
available for inspection by a creditor or contributory. The definition of
"books" is contained in S.9 and is particularly wide, including all the
statutory and accounting records however compiled, recorded or
stored.
.

87 Essentially creditors. The ASC may use its statutory powers (eg. SS 13 & 19 of the
ASC Law). Whilst liquidators do not have standing (Ross McConnel Kitchen & Co Ply
Ltd v Ross (1985) 3 ACLC 326), if they could bring an application they too could rely
on certain statutory powers to access evidence (eg. S597) and they would have
access to the company's records.
88 See EL Bell Packaging Pty Ltd v Allied Seafoods Ltd (1990) ACLC 1135.
89
lbid
90 (1991) 9 ACLC 386.
See the discussion in chapters 5 and 9.
91
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Traditionally this provision has been interpreted narrowly, it being a
requirement that the inspection be with a view to the general benefit of
the contributories or creditors of the company and not merely for the
purpose of attempting to establish a personal claim against the
directors.92 However recently in Re MMC Ply Ltd (in liq)93 a creditor
was permitted inspection for the purposes of supporting a personal
action under S.592. It was accepted that the earlier authority
acknowledged some scope for inspection in such circumstances. 94
Moreover the section had to be interpreted in the context of the current
law which provided creditors with a cause of action under S.592 and
contained court rules providing for discovery by non-parties. Justice
and good sense therefore demanded the conclusion that the purposes
for which the S.486 power existed had been widened to encompass
cases where it would be "just" to grant inspection to facilitate
proceedings under S.592 or would be in aid of or analogous to the
discovery remedy provided by the rules of court. 95
Whilst this was clearly an ameliorative decision there remains one area
of residual doubt. It appears to have been conceded by the Court that
the provision only had an application where the relevant company was
in the course of being wound up. 96 As was observed above, the
application of S.592 is not limited to such companies but, for example,
extends to insolvent companies. Arguably the S.486 procedure would
be available to creditors of such companies contemplating S.592
proceedings, notwithstanding that a winding up order has not been
made. Such a conclusion would be consistent with the general thrust of
the decision in Re MMC Pty Ltd (in liq).

92 See the obiter comments of Cotton L.J. and Lopes L.J. in In re North Brazilian Sugar
Factories (1887) 37 Ch D 83 at 87 and 88 respectively. The primary ground for the
decision was that it was necessary to show that the books were in the company's
possession which was not made out on the facts.
93
(1992) 10 ACLC 365; (1992) 6 ACSR 741. Discussed in Antrobus, "A creditor's right
under the Corporations Law, S.486, to inspect, for purposes of a S.592 action, the
books of a company in liquidation", (1992) 10 MU 346.
94 At 367-368.
95 At 370.
96 At 368.
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3.

Features Peculiar to the Fraudulent Trading Provisionsw

3.1 "Intent to defraud" and "fraudulent purpose"
3.1.1 Initial assimilation of recklessness with fraud

In both the United Kingdom and Australia the essential feature of the
provision has always been the requirement of either an "intent to
defraud" or of a "fraudulent purpose". The first reported decision to
consider what is meant by the phrase "intent to defraud" was Re
William C Leitch Bros Ltd (No 1). Maughan J. stated that:
"...if a company continues to carry on business and to incur debts at a
time when there is, to the knowledge of the directors, no reasonable
prospect of the creditors ever receiving payment of those debts, it is, in
general, a proper inference that the company is carrying on business
with intent to defraud
..." 98

However in Re Patrick and Lyon Ltd99 the same judge the following
year retreated from this broad proposition and stated that:
"... the words defraud and fraudulent purpose, where they appear in the
section in question, are words which connote actual dishonesty
involving according to current notions of fair trading among commercial
men, real moral blame". 100
3.1.2 Reconciliation of conflicting cases

Arguably these cases can be reconciled on the basis that the latter
reflects the true substantive legal position, while the former merely
gives practical guidance on the evidence required. 101 Certainly the test
97 Generally see Beckman and Ross, 'Fraudulent or wrongful trading", (1991) 141 New
LI 1744, (1992) 142 New 11 62, (1992) 142 New LJ 100.
98 Supra, 895.
99 [1933] All ER Rep 590.
100 Id, 593.
101 See Farrar, [1984] JnI of Bus L 357. In Re White & Osmond (Parkstone) Ltd
(Unreported, but cited in Palmers Company Law (23rd ed, 1982), Vol. 1 paras 84-85,
p.1192) Buckely J. stated his agreement with both decisions, although he concluded
by stating a proposition of law more in accordance with Re Patrick & Lyon Ltd to the
effect that the fraudulent trading provisions required drawing a distinction between
directors who obtained credit in the state of business optimism even though they
know the debts cannot be met as they fall due and those who obtain credit where they
know the company would never be able to pay its debts. In his view the provisions
would not impeach directors who "... genuinely believe that the clouds will roll away
and the sunshine of prosperity will shine upon them again and disperse the fog of
their depression". It has been suggested by Farrar that this judgment neatly
reconciles the two cases: [1980] JnI of Bus L 336. Also see Dixon CJ in Hardie v
Hanson (supra) at 460.
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propounded in the former decision appears too broad as it would cover
reckless as well as fraudulent trading. Notably Re Patrick & Lyon Ltd
has been consistently followed.=
Had the wide view first stated by Maughan J. been accepted as the test
for fraud, then the need which 30 years later inspired the Jenkins
Committee recommendation supporting the introduction of a reckless
trading provision, may not have eventuated. His Honour's statement
was, in a sense, visionary, a vision which, as will be observed in
chapter 8, still survives in South Africa.
3.1.3 Limitations of strict approach
Recently in R v Cox & Hodges103 the English Criminal Court of Appeal
confirmed the need to establish dishonesty on the part of an officer
sought to be prosecuted for fraudulent trading. The dishonesty must
be in the mind and intentions of the officer and involves an examination
of the knowledge and belief of the officer as to the company's position
at the relevant time.
Clearly the onus of proving these requirements is a difficult one to
discharge 104 and it is easy for officers to establish a defence. This
criticism of the result of the decision in Re Patrick & Lyon Ltd was
recognised as early as 1934. Wortley lamented in an article in that
year105 that the interpretation of the fraudulent trading provision
adopted by that case enabled a director in control of an insolvent
company, not only to claim limited liability for his share capital, but also
to claim priority for his loan capital by taking a debenture just over six
months before a contemplated liquidation.
Furthermore, Wortley was critical of the decision using the standards of
commercial men as a guide rather than the traditional standards of the
Court of Equity. Not only was the former difficult to ascertain but there
was likely to be no one standard.
As a criticism of the interpretation of the provision as drafted these
comments are probably unfair. They do, however, reflect a frustration
with the inadequacies of the fraudulent trading provision as a recovery
mechanism for creditors affected by abuse of the privilege of limited
liability. It is clear that even Maughan J. had to temper his frustration as
he handed down his decision in Re Patrick & Lyon Ltd for he said:
102 For example see R v Poster Plywood Co Ltd; referred to by Farrar [1984] JnI of Bus L
357 at 358.
103 [1982] AC 291.
104 See Re Concept Constructions Pty Ltd (supra), 224.
105 (1934) 50 LOR 405.
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"... it is not high-minded for a person who is forming a company to form
it with a very small share capital and to cause the company to purchase
his stock-in-trade by an issue of debentures to himself; but that has
never been held to be fraud, and for some reason, which I do not
understand, it has not been prohibited by the Companies Acts". 106
3.1.4 Australian endorsement of strict approach
The traditional United Kingdom position was endorsed by the High
Court in 1960 in Hardie v Hanson. The Court was of the opinion that
the section clearly contemplated proof of dishonesty and not merely
proof as to "the incurring of debts without reasonable prospect of
payment". 107 Menzies J. considered this requirement in detail. He
stated:
"To obtain goods on credit with the intention of not paying for them is
dishonest; to obtain goods on credit when it is known that there is no
chance of paying for them may amount to much the same thing; in
either case the unpaid creditors could be said to have been
intentionally defrauded. It is different however if no such intention can
be imputed to the buyer or if he does intend to pay for goods but in the
event fails to do so. In such a case the degree of fault depends upon
the buyer's estimate of the probability or improbability of payment at the
time the goods were purchased, but even if the chances of payment of
all creditors in full was so remote that it belonged to the realms of hope
rather than belief it seems to me that the fault, grievous that it may be,
falls short of fraud unless it is coupled with something else, such as
misrepresentation of the position or an intention to use goods
purchased on credit for the purpose of dishonest gain, which gives it a
fraudulent character". 108
Similarly Dixon C.J. expressed the view that the intent to defraud must
be "express or actual and real" as opposed to "constructive, imputed or
implied" 109 while Kitto J. said that "an actual purpose consciously
pursued of swindling creditors out of their money had to be
established". Furthermore:
"It was not enough for the respondent to prove that the appellant acted
with blameworthy irresponsibility, knowing that he was gambling (in
effect) with his creditors' money as well as his own, and with much
more of their money than of his. And the respondent's case was still not
106 Supra, 593-594.
107 Supra, 460.
108 Supra, 466.
109 Supra, 458.
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made out by proof of the additional facts that the appellant, while thus
indefensibly hazarding the assets available for the payment of debts,
was drawing from the business for his own use substantially more than
he was putting into it and must have realised that the excess would turn
out to have been drawn at the expense of the creditors unless the
business should be more successful than he had any right to expect.
The evidence did not justify a finding that it was in order to draw out
more than he paid in that the appellant continued to carry on the
business. The circumstance that he did draw out more than he paid in
demonstrates the unfairness, not to say the utter wrongness, of the
course he pursued; but with what intent he pursued it is the question;
and in my opinion the only answer which can be given on the material
advanced is that although he was clearly justified in his chasing of the
rainbow, he was not shown to have had any more sinister intent than
an intent to try, however despairingly, to carry the business through its
difficulties to a success which, if it had been reached, would have
benefited the creditors as well as himself. In whatever terms his
conduct may be condemned, his intent is not, I think, to be described
as an intent to defraud the creditors". 110
Thus the Australian courts have adopted a purely subjective standard.
It follows that genuine optimism, albeit completely unfounded, negates
an intent to defraud. ,
3.1.5 Return to a partly objective test
The courts in the United Kingdom have moved away from a purely
subjective standard for an "intent to defraud" towards an objective one.
In Re Gerald Cooper Chemicals Ltd, Templeman J. said that the word
"intent" is used in a sense that a man must be taken to intend the
"natural or foreseen consequences of his act". 112 It has been argued
that the word "natural" in this context can be equated to "foreseeable"
therefore importing an objective standard. 113
Similarly in R v Gosh, 114 a case concerning the meaning of dishonesty,
it was held that it involves determining:

110 Supra, 463-464.
111 Williams (op. cit.) 24. This approach has also been adopted in New Zealand: Re
Nimbus Trawling Co. Ltd (1983) 1 NZCLC 98,762, Re Casual Capers Ltd (in liq)
(1983)1 NZCLC 98,590 and Re Lake Tekapo Motor Inn Limited (in liquidation) [1988]
NZ Recent Law 193.
112 Supra, 53.
113 Williams (op. cit.) 25. Note that he admits that this is a contentious view and that
Denning J, as he then was, in Hosegood v Hosegood [1950] WN 218; 66 TLR 735 at
738 would not appear to agree.
114 [1982] QB 1053.
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(I)

whether the accused's action had been dishonest according to
the ordinary standards of reasonable and honest people, and if
so,

(ii)

whether the accused himself had realised that his actions were,
according to those standards, dishonest.

Thus it is arguable that objective factors are infiltrating the notion of
dishonesty. Even if the accused has a genuine belief that he is morally
justified in taking a certain course of action, it will be no defence if he
knew that ordinary people would consider such conduct to be
dishonest.
High water mark of this movement
The high water mark of this approach to date is the case of R v
Grantham. 115 A company had contracted to buy a quantity of potatoes,
payment to be made with 28 days and delivery to be by way of
instalments over that period. Prior to completion the potato market
collapsed but the company took delivery of the potatoes selling them at
a greatly reduced price. As a result the company was unable to honour
the contract and became insolvent. The question for the Court was
whether this conduct amounted to fraudulent trading.
The Court of Criminal Appeal held in the affirmative in the process
refusing to follow earlier authorities which would have had the effect of
limiting the application of the fraudulent trading provisions. In the view
of the Court the directors had deceived the supplier into delivering
further potatoes on the incorrect assumption that he would be paid
within 28 days. This deception constituted fraudulent trading.
The Court endorsed a direction to the jury to the effect that if a man
obtains credit when he knows there is no good reason for thinking
funds will become available to pay the debt when it becomes due or
shortly thereafter then you are entitled to think this dishonest and that
there is an intent to defraud.
Thus it would seem that the criterion is now partly subjective and partly
objective. Objectively there must be no good reason for thinking that
funds will be available to pay the debt; subjectively the person in
question must know there is no good reason. 116

115 [1984] 3 All ER 66. Re William C Leitch Bros Ltd (No 1) was also followed in Re L
Todd (Swanscombe) Ltd [1990] BCLC 454 although on the facts fraud clearly existed.
Discussed in a case note by Kobrin, (1991) 107 Accountancy 39.
116 Williams (op. cit.) 25.
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The finding of dishonesty was undoubtedly influenced by the fact that
the company was under-capitalised, that no overdraft facilities had
been obtained and that there had been a failure to pass on to the
supplier the entire sum obtained for the potatoes. It is arguable that on
this approach an honest director who makes a contract for the supply
of goods to a company but realises prior to delivery the company's
inability to pay, would be liable for fraudulent trading. In such a case
the deception is the taking of delivery without informing the supplier of
the changed circumstances.

Criticisms of this decision
Arguably this case is too strict on company officials. It makes the whole
question of criminality dependent upon the legitimacy of the risks taken
in business. Furthermore its effect is that trading whilst illiquid and
technically insolvent may give rise to an inference of dishonesty and
hence an intent to defraud. 117
An attempt to rely on R v Grantham in In Re Augustus Barnett & Son118
was unsuccessful. A liquidator had sought to recover from a parent
company, which had failed to adhere to a letter of comfort given in
relation to a subsidiary, on the basis that it was a party to fraudulent
trading by the directors of the subsidiary. The action was struck out on
the grounds that as no fraudulent intent had been alleged against the
directors and that no one other than them carried on the business of
the subsidiary, then no fraudulent trading could be established.
Furthermore there are indications that the decision in R v Grantham
may be anomalous given the decision of the Privy Council in Re EB
Tractors Ltdt 18 where it was held that the inability to repay debts on or
shortly after the due date for repayment was insufficient to show an
intent to defraud creditors in the absence of knowledge in the directors
that the company was insolvent. Absent were the "badges of fraud"
such as badly kept accounts and "blatantly self-serving manoeuvres".
If ultimately the courts embrace the view that unfounded optimism will
no longer negate an intent to defraud then this will represent a major
departure from traditional judicial interpretation and a broadening of the
scope of the fraudulent trading provisions. 120 In particular, if this view
were to be adopted by the Australian judiciary it would create
considerable uncertainty as to the point of demarcation between the
fraudulent and reckless trading provisions.
117 Farrar, [1984] JnI of Bus L 357, 360. Also see (1989) 4 Cant LA 12 at 30-31.
118 [1986] BCLC 170.
119 [1987] PCC 313.
120 Williams (op. cit.) 25.
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3.1.6 Can preferential payments amount to fraud?

"Peculiar circumstances" required
The mere preference of one creditor over another does not give rise to
an inference that an intent to defraud exists. In In re Sad/ax Ltd121 a
company, upon ceasing to trade, sold its fixed assets, stock-in-trade
and work in progress at book value to a creditor, the price being set-off
against outstanding indebtedness to that creditor. Upon the company
going into liquidation the liquidator brought an action against two
directors and the parent company, the shareholders of which were the
two directors, for fraudulent trading.
Oliver J. held that the mere fact of preferring one creditor over another
could not constitute fraud, although he conceded that in "peculiar
circumstances" preferential payments might give rise to an inference
that an "intention to defraud" existed. However it would appear that the
mere fact that the preference was in favour of a parent company was
not a "peculiar circumstance". 122
Although this case may operate to favour the financial creditor at the
expense of the trading creditor there are other aspects of the decision,
discussed below, which contribute to a broad application of the
fraudulent trading provisions and hence enhance the position of a
trading creditor.
The decision is in accordance with the South African decision of
Dorklerk Investments Pty Ltd v Bhyat123 where the Court held that if it
were otherwise then every voidable or undue preference would
constitute fraud or, in the South African environment, recklessness and
could render directors of a company liable.
Also Maughan J. in Re Patrick & Lyon Ltd drew a distinction between
the use of the term "fraud" in the fraudulent trading provision, which
arguably requires dishonesty, and a fraudulent preference, which
possibly may not involve moral blame at all. Thus, it would appear that
an intent to prefer is not to be equated with an intent to defraud within
the meaning of the fraudulent trading provisions.
What is meant by "peculiar circumstances"
Some insight into the type of "peculiar circumstances" that Oliver J.
may have had in mind is provided by R v Grantham. In that case the
supplier of potatoes to the company could not be paid. There was
121 [1979] 2 WLR 202.
122 Id, 220. Also see Coleman & Anor v R (1986) 11 ACLR 589 and cases there referred
to at page 596.
123 Supra.
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evidence that a substantial proportion of the funds that had been
received as a result of the on-selling of the potatoes had been paid to
the director or to companies controlled by him.
It was argued on his behalf that there was no fraud as the director had
done no more than prefer himself to another creditor, which on the
authority of In re Sari/ax Ltd was not fraud. This argument was rejected
on the basis that there had been a great deal more than the bare fact
of preferring one creditor to another as was the case in In re Sari/ax
Ltd. Here the unpaid creditor was allowed or induced to continue to
supply potatoes with no real prospect of being paid on the due date.
The Court also relied upon evidence of a failure to obtain overdraft
facilities and the insufficient capital backing of the company in arriving
at a conclusion that fraud had been established. It does not appear
from the judgment in In re Sad/ax Ltd whether or not these features
also existed in that case. The fact that the preferred creditor was the
parent company, whereas in R v Grantham the preferred creditors were
a director and companies controlled by him, does however suggest a
similarity between the cases. In fact there is, it is suggested, little to
distinguish the cases and this supports the criticism of the decision in R
v Grantham referred to above.

3.2 Who must possess the fraudulent intent or purpose?
The United Kingdom provision refers to the business of the company
being carried on with an intent to defraud or for a fraudulent purpose.
The Australian provision refers to the company doing an act with intent
to defraud or for a fraudulent purpose. It would appear then that the
requisite intent or purpose must be imputable to the company itself.
That is, the individual who possessed the intent must have been the
"directing mind and will" of the company. 124
Accordingly if a fraudulent intent or purpose exists but cannot be
imputed to the company then the fraudulent trading provisions will not
be applicable. Such a situation may well arise where the person sought
to be declared personally liable is not a director. This may explain why
there have been few reported decisions in which the fraudulent trading
provisions have been invoked against persons other than directors.
Even where the person sought to be impeached is a director the
question arises as to whether his or her knowledge is always imputable

124 Williams (op. cit.) 25. But see Farrar (1989) Cant LA 12, 26.
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to the company. In JC Houghton & Co v Nothard Lowe and Wills125 the
Court was prepared to assume that the knowledge of the directors was
in ordinary circumstances the knowledge of the company. However
this is far from a universal view. In Freeman and Lockyer v Buckhurst
Park Properties (Mangal) Ltd126 the Court was of the view that the
identification of the person whose knowledge constitutes knowledge of
the company depends on the facts of the particular case.
3.3 At whom must the fraudulent intent or purpose have been
directed?

Both the United Kingdom and Australian provisions require that the
business of the company be conducted with an "intent to defraud
creditors of the company or of any other personlv or for any other
fraudulent purpose". In R v Inman, 128 the Court of Criminal Appeal
stated that these words create the two distinct offences/actions of
fraudulent trading with intent and fraudulent trading with the intention of
achieving certain objectives. The issue arises as to at whom must
these intents be directed?
Distinction drawn between customers and creditors
In Re Gerald Cooper Chemicals Ltd, Templeman J. drew a distinction
in this context between "customers" and "creditors". It is not sufficient
for the intent to be directed at a person who is merely a customer.
This is possibly an artificial distinction and unjustifiably limits the
application of the provisions. Arguably the distinction is untenable. 129 In
any event, the matter may be of minor practical consequence because
a defrauded "customer" is likely to have legal recourse without the
need to rely on the fraudulent trading provisions. 130
Furthermore, it would appear that the offence of trading with a
fraudulent purpose does not require that the purpose be directed at
125 [1928] AC 1, 14.
126 [1964] 2 QB 480. Also see Buckley on the Companies Act (14th ed) at p.1004.
127 The reference to "creditors of any other person" has not been judicially considered. It
is difficult to identify its significance, although possibly it would have an application
where a party related to the company incurs debts and the company with fraudulent
intent acquires the benefit of these dealings in such a manner that the related party's
creditors will be defrauded.
128 [1966] 3 All ER 414.
129 See Williams (supra, 26).
130 For example he could rely on the various consumer protection legislation. In particular
the Trade Practices Act 1974 often has the effect of piercing the corporate veil by
enabling remedies to be sought against corporate officials involved in fraudulent
conduct.
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creditors. In Flavel v Semmens131 it was held that the phrase "for any
fraudulent purpose" could stand in isolation and was not affected by the
presence of the word "creditors" appearing elsewhere in the section. A
similar view was adopted by the English Court of Appeal in R v Kemp132
where it was stated that the expression had to be interpreted broadly
with the narrowest possible meaning being that it referred to fraud
directed at customers as potential creditors. There was no basis to limit
the scope of the offence by reference to the limitations inherent in the
relevant civil liability. 133

3.4 What level of activity is envisaged in carrying on a
business?
The United Kingdom provision applies only where the "business of the
company has been carried on" with the requisite fraudulent intent or
purpose. On the other hand, the Corporations Law specifies that
S.592(6) applies to "any act".
In Re Murray Watson Ltd, 134 Oliver J. stated that the United Kingdom
provisions were aimed at the "carrying on of business" and not at the
"carrying out of individual transactions". However in In re Sadlax Ltd
the same judge held that "carrying on business" was not synonymous
with actively carrying on trade. It is sufficient if the company is merely
involved in a continuous course of collecting assets and paying
creditors, notwithstanding that it has ceased active trading. His Honour
did not resile from his earlier decision, which he clearly thought could
be distinguished, but conceded that some of the observations he made
required qualification in the light of Re Gerald Cooper Chemicals Ltd. In
that case Templeman J. was of the view that a single fraudulent
transaction would fall within the section. This view is supported by the
revenue cases which have held that a single transaction can constitute
a trade or business.
The South Australian Supreme Court appears to have endorsed the
view that a single fraudulent act would not satisfy the requirement of
"carrying on a business" for a fraudulent purpose. In Flavel v Semmens
the Court embarked on an inquiry as to whether the fraudulent conduct
was merely incidental to or an integral part of the dominant activity of
131 (1987) 12 ACLR 178.
132 (1988) 4 BCC 203.
133 The judgment in R v Kemp provides strong arguments in favour of providing a
criminal remedy for fraudulent trading in all circumstances whether or not the
company is a going concern and without restricting it to creditors. See Sievers,
"Fraudulent Trading", (1988) 6 C&SLJ 192 at 194.
134 Unreported, 6 April 1977; referred to in Re Gerald Cooper Chemicals Ltd (supra).
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the business. Although the Court found that the conduct was an
essential part of the business activities and hence the section applied,
the implication was that the conduct on its own would not satisfy the
description of "carrying on a business".
An alternative explanation is that not everything that a company does
constitutes part of its business, but is it submitted that such a view
would create the need for an artificial and unwarranted inquiry.
This case does illustrate the sorts of issues that arise if the view is
adopted that the carrying on of a business requires a minimum level of
activity. Difficulties with defining the threshold are assured.
Nevertheless there is also some South African support for the view that
a single transaction cannot amount to the carrying on of a business.
Again, difficult fact situations have required the qualification that if a
company embarks upon a series of transactions each of which is
reckless/fraudulent, then its conduct as a whole amounts to the
reckless/fraudulent carry on of business. 135
Indeed, more recently the South African courts have resiled from this
proposition. In Gordon No & Rennie No v Standard Merchant Bank Ltd
& Others136 the Court stated that there was no reason to interpret the
section in such a way as to exclude a single transaction from its ambit,
an interpretation which would have the result of excluding from liability
a director who had committed a massive fraud on a single occasion but
to render liable a director who had stolen small amounts of money on a
few occasions.
The New Zealand courts have also endorsed the view that the section
catches isolated transactions in Re Nimbus Trawling Co Ltd.in That
case also adopted the view expressed in In re Sadlax Ltd that the
section applies to any transaction which was a business transaction of
the company, not necessarily in the usual business of the company. On
this basis the payment of dividends has also been held to fall within the
ambit of the phrase. 138
S.592(6) of the Corporations Law clearly applies to an isolated incident.

135 S v Harper & Anor 1981(2) SA 638, 683.
136 1984 (2) SA 519 (c).
137 (1983) 1 NZCLC 98,762.
138 Re Lake Tekapo Motor Inn Limited (in liq) [1988] NZ Recent Law 193.
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3.5 Being knowingly concerned

Under the United Kingdom provision liability for fraudulent trading
extends only to those persons who were "knowingly parties to the
carrying on of the business" with the requisite fraudulent intent or
purpose. Similarly under the Corporations Law the person must have
been "knowingly concerned in the doing of the act" with a fraudulent
intent or purpose.
Thus in both jurisdictions the individual whose liability is in issue must
be shown to have the requisite knowledge with, arguably, the
Australian provision requiring that the individual also have a fraudulent
intent or purpose.
3.5.1 Must the respondent be involved in the management of the
company?

An issue that has attracted judicial consideration is whether this
requirement means that only those persons involved in the
management of the company may be impeached under the sections.
In Re Maney & Sons139 directors who did not perform managerial
functions were found to be potentially within the section. However Wild
C.J. at first instancem held that where one person is an autocrat and
the other directors stand in fear of him the Court may find that they are
not knowingly parties to the carrying on of the business. Thus the case
is really of little assistance.

Management capacity required
On the other hand, in Re Maidstone Buildings Provisions Ltd141 a
company secretary was found not to be liable on the basis that the
office of secretary is not concerned in the management of a company.
Thus the decision implicitly limits the application of the section to only
those persons exercising powers of management. 142
That case concerned a failure to warn the company's directors that the
company was insolvent and that no further debts should be incurred.
The Court held that in performing the duties appropriate to the office of
secretary the defendant was not concerned in carrying on the business
of the company. Furthermore in order to be party to the carrying on of
the business a person must have taken some positive steps.
Notwithstanding the historical development in importance of the
139 (1968] NZLR 624, 629.
140 Affirmed by the Court of Appeal on other grounds: [1969] NZLR 116.
141 [1971] 3 All ER 363.
142 Williams (op. cit.) 28.
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position of secretary the Court recognised that the position is regarded
as a ministerial and administrative capacity with no managerial powers
or functions. It may be however, that this decision ought be viewed with
suspicion given the English Court of Appeal decision in Panorama
Developments (Guildford) Ltd v Fidelis Furnishing Fabrics Ltd 's* which
held that a company secretary could bind a company, at least in
matters of administration. Furthermore the Court did concede that a
person who holds the office of secretary may, in some other capacity,
be concerned in the management of the company's business.
On the strength of Re Maidstone Buildings Provisions Ltd it has been
suggested that a shareholder cannot be made personally liable for a
company's debts, however large his holding, merely because he was in
a position to influence the conduct of the company's affairs. 144

Wider view adopted
On the other hand in Re Gerald Cooper Chemical Ltd such a narrow
interpretation was not adopted. In that case personal liability was
imposed on a creditor of the company who had accepted the
repayment of a loan made to the company knowing that the company
must have raised the money fraudulently by obtaining an advance
payment from a customer on a contract which the company could not
hope to fulfil. Templeman J. stated that:
" ... a lender who presses for payment is not a party to a fraud merely
because he knows that no money will be available to pay him if the
debtor remains honest. The honest debtor is free to be made bankrupt.
But in my judgement a creditor is party to the carrying on of a business
with intent to defraud creditors if he accepts money which he knows full
well has in fact been procured by carrying on the business with intent to
defraud creditors for the very purpose of making the payment. Counsel
for the respondents said truly that S.332 creates a criminal offence and
should be strictly construed. But a man who warms himself with a fire
of fraud cannot complain if he is singed". 145
This case has been applauded for its non-technical approach to the
interpretation of the fraudulent trading provisions and the greater
protection it confers on trade creditors as against financial creditors. 146
Arguably the decision is so strong that actual knowledge is not required
in the creditor concerned but if he is merely wilfully blind then the Court
might be prepared to infer actual knowledge. 147
143 [1971] 2 QB 711.
144 Williams (op. cit.).
145 Supra, 54.
146 [1978] JnI of Bus L1130.
147 Farrar, [1978] JnI of Bus L 190.
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Thus the cases appear divided as to the capacity the respondent must
possess vis-a-vis the company. Probably the only reasonable
conclusion is that it all depends on the circumstances.
In section 4.3 below it will be observed that under the Australian
reckless trading provision and the United Kingdom wrongful trading
provision actual knowledge is not required. However liability is
restricted to directors, widely defined, or, in the Australian provision,
persons taking part in the management of the company.
3.5.2 The Australian position - arguably stricter

In Australia the position is arguably stricter under S.592(6). That
provision uses the phrase "concerned in the doing of the act". It is
arguable that this connotes participation in the doing of the particular
act itself whilst the United Kingdom and former Australian provisions
merely require participation in the carrying on of the company's
business generally.
The effect of this more specific requirement makes the reference to
"any person" otiose because if the section can only impeach those
persons who exercise managerial powers then liability will usually only
be imposed on directors of the company. 148
The Australian provision also appears to depart from the traditional
position by requiring that the individual concerned have the requisite
intent. Traditionally, only the company need have this intent and the
officer must simply have knowledge of it. If the new provision is stricter
then this casts doubt on whether the term "knowingly" adds anything to
the requirements of the provision.
3.5.3 The meaning of "knowingly"

There are no Australian or United Kingdom authorities on the
interpretation of the word "knowingly". However in S v Parsons149 Leon
J. of the South African Supreme Court held that the term meant "with
full knowledge of the facts". However the Court did not elaborate on
exactly what facts, in particular whether knowledge of the fraudulent
intent in another or merely the circumstances of the transactions was
required. Nevertheless it would appear that the person in question must
have participated in the act or business of the company either himself
possessing a fraudulent intention or purpose or knowing that another
148 Williams (op. cit.) 28.
149 1980 (2) SA 397. Also see Cronje No v Stone & Another 1985 (3) SA 597(T).
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participant had such an intent or purpose. 150 This view would tend to
support the proposition advanced in section 3.5.2 above to the effect
that this term adds nothing to the other requirements of the Australian
provision contained in S.592(6).
3.5.4 The meaning of being "party to" or "concerned in"
Traditionally the provision has required that the respondent be a "party
to" the business of the company. The Australian provision on the other
hand requires that he be "concerned in" the doing of an act by the
company.
Although it is clear that the company must be engaged in some positive
conduct it is unclear whether a respondent who merely omits to do
something can nevertheless thereby be a "party" or "concerned in". In
Re Maidstone Buildings Provisions Ltd a company secretary who had
omitted to give directors certain advice was held not to be liable under
the fraudulent trading provisions because his mere inertia could not
render him party to the carrying on of the company's business. On the
other hand in Re Gerald Cooper Chemicals Ltd liability was imposed on
the creditors notwithstanding that their only acts had been the passive
acceptance of the repayment of the loan.
S.592(6) has not been considered in this context.
3.5.5 Potential application to related companies
The concept of group companies raises the issue of whether another
company whose directors and/or employees are also directors of the
insolvent company can be liable under the fraudulent trading
provisions. There are no Australian cases on this point but the matter
has been considered in South Africa. 151

Difficulties in establishing related company liability
The matter arose in the context of whether a person who is vicariously
liable for the acts of another can be declared personally liable under
the fraudulent or reckless trading provisions where that other person
was a party to the reckless or fraudulent carrying on of the business by
the company in question. Clearly, this issue is of particular significance
in a group company context where it could be argued that a company
who has appointed a director to the board of a second company was
vicariously liable for fraudulent or reckless trading.

150 Williams (op. cit.) 29.
151 Also see In Re Augustus Barnett & Son [1966] 3 All ER 414.
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It was held in Ensor NO v Syfrets Trust and Executor Company (Natal)
Ltd152 that the fraudulent trading provision could not be invoked against
persons who may be vicariously liable at common law in the absence
of compliance with the express requirements of the provision. This
conclusion followed from the plain wording of the provision irrespective
of any policy reasons in favour of adopting a less restrictive
interpretation.
Thus, for a company to be liable for reckless or fraudulent trading it is
necessary to prove that the company itself was knowingly a party to the
carrying on of the business of the other company in the relevant
manner. This necessitates analysing the state of mind and will of the
company. That is, if a person has the necessary state of mind to invoke
the operation of the reckless or fraudulent trading provisions then if it
can be proved that that person is the "alter ego" of the company then it
is conceivable that the company may be liable under the provisions.
Furthermore, the decision in Fisheries Development Corporation of SA
Ltd v Jorgensen & Another, Fisheries Corporation of SA Ltd v AWJ
Investments (Pty) Ltd & Others, 153 which endorsed Ensors case,
highlighted a difficulty that exists in proving a company liable. A director
of a company is, in that capacity, not the servant or agent of the
shareholder who procured his appointment. His duty is to the company
and this requires the exercise of an independent judgment solely
according to the best interests of the company.
Therefore, the acts of a director in participating in the reckless or
fraudulent trading of a company cannot be regarded as the acts of the
company or other person who procured the appointment unless it can
be shown that he in fact acted in the interests of the company
appointing him in breach of his fiduciary duty to the company he is a
director of.
These decisions were endorsed in Anderson & Others v Dickson &
Another NNO. 154 The Court stated that if it were shown that a company
through its directors had with male fides or recklessly performed acts to
induce credit for another company knowing it to be insolvent and
without reasonable prospects of meeting its obligations then such
conduct would support a finding that the first mentioned company
through its directors was knowingly a party to the reckless or fraudulent
carrying on of the business or affairs of the latter company. In such a
case the company would be liable on its own account and not simply
vicariously.
152
153
154

1976 (8) SA 762 (D).
1980 (4) SA 156 (W).
1985 (1) SA 93.
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These cases thus support the view, further considered in section 4.1 of
chapter 7, that although in principle such liability is possible if it can be
established that the knowledge of the directors was the knowledge of
the defendant company, real problems exist in imposing liability on
related companies and their controllers for fraudulent or
reckless/wrongful trading.

4.

Features Peculiar to the Reckless Trading Provisions 155

4.1 The central element - an expectation as to non payment
4.1.1 The operative provisions
The operative parts of both S.303(3) and S.374C(1) required proof that
the officer concerned "had no reasonable or probable ground of
expectation after taking into account the other liabilities ... of the
Company being able to pay the debt". S.592(1) alters the position by
requiring proof that "there are reasonable grounds to expect that the
company will not be able to pay all its debts" at the time when the debt
is incurred or as a result of the incurring of the debt. S.592(2)(b)
provides that it is a defence to establish that the officer "did not have
reasonable cause to expect" that the company would not be able to pay
its debts.
Thus although the S.592 alters the onus of proof it is clear that the
operative element of the provision remains whether there were
reasonable grounds to expect payment or otherwise of the debts of the
company.
4.1.2 What is meant by "reasonable grounds to expect"?
The leading authority on the meaning of this aspect of the provision
remains the High Court and New South Wales Court of Appeal
decisions in Dunn v Shapowloff. 156

155 The limited judicial interpretation to date of the wrongful trading provision was
considered in chapter 5, section 2.3.3.
156 (1980) 5 ACLR 577 (HC) and [1978] 2 NSWLR 235 (CA). Cantor J., at first instance
[(1977) 2 ACLR 458], accepted as a general proposition that where responsible
conflicting advice had been tendered to the officers of a company they cannot
properly be criticised for accepting one view rather than the other and are not obliged
to take a middle course contrary to both sets of advice. The Court of Appeal held that
the Magistrate's finding on this aspect was not reviewable..
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A prediction as to the future ability of the company
In the Court of Appeal, Reynolds J.A., when considering the requisite
expectation, drew a distinction between the ground of expectation
required by the section and "a speculative plunge with indifference to
the prospect of payment" which would give rise to an expectation which
was groundless. 157 In other words, whatever meaning is to be given to
"expect" it goes beyond a mere hope or possibility. It requires in a
sense a prediction as to the future ability of the company and the
measure of the reliability of that prediction is in the words "reasonable
or probable". 158
A blending of objective and subjective considerations
Mahoney J. emphasised that the subsection refers not merely to
expectation but to the grounds of the expectation. Thus the issue is not
whether the officer concerned adverted to the expectation but whether
he had grounds to advert to such an expectation. If subjectively he had
an expectation that the company would be able to pay the debt, or
simply had not adverted to the issue, he would still be open to
conviction if there were no ground for this expectation in existence
objectively. Similarly, his Honour was of the view that if he had a
subjective expectation that the company would not be able to pay the
debt, yet there may have existed, unknown to him, reasonable grounds
of expectation that it would be paid then this would not prevent his
being convicted. Further, if the debt was incurred in circumstances
where the officer of the company appeared not to care whether it would
be able to pay it or not he would be open to conviction if it appeared
that objectively there was no such ground of expectation.
A similar view was adopted by the High Court in the course of
dismissing the appeal from the Court of Appeal. Wilson J. considered
that the words in 5.303(3) were clear:
"The prosecution must prove beyond reasonable doubt that at the time
of contracting the debt the defendant himself had no expectation,
reasonably grounded in the whole of the circumstances then existent
as he knew them, of being able to pay the debt. It will be seen that the
test involves a blending of subjective and objective considerations. The
test of reason imports an objective standard, but it is to be applied to
the facts as known to the defendant. ... The defendant himself cannot
be the arbiter of the reasonableness or otherwise of an expectation that
he would be able to meet the debt. However, it is a question of his
expectation, and whether that expectation is objectively reasonable!"
[Emphasis inserted] 159
157
158
159

Id, 241.
Id, 238.
(1980) 5 ACLR 577, 586.
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Application to S.592
This decision was based on S.303(3) of the Uniform Companies Acts.
The relevant part of that subsection reads:
"If ... an officer of the company ... had ... no reasonable or probable
ground of expectation ... of the company being able to pay the debt, the
officer is guilty of an offence against this Act".
This is consistent with S.374C(1) but to be contrasted with the wording
of S.592(1) of the Corporations Law, the relevant requirement of which
is that an officer of the company will be guilty of an offence if there "are
reasonable grounds to expect that the company will not be able to pay".
Thus, under the Uniform Companies legislation, it had to be proved
that there was no reasonable or probable ground of expectation that
the company would be able to pay the debt whereas under the present
legislation it must be proved that there are reasonable grounds to
expect that the company would not be able to pay the debt. Hence, the
earlier decisions on the meaning of the word "expect" must be
considered in the light of the fact that they are referring to an
expectation that the debt can be paid whereas the use of the term in
the present legislation is in the context of an expectation that the debts
will not be paid.
Nevertheless the sentiments expressed by both the Court of Appeal
and High Court in Dunn v Shapowloff were endorsed by Foster J. in 3M
Australia Pty Ltd v Kemish, 160 a case concerning the current provision.
His Honour, on numerous occasions throughout his judgment
expressed the view that the authoritative passages in relation to the
construction of the old section contained in the Court of Appeal and
High Court judgments must equally apply to the construction of the
new. Accordingly the word "expect" must be contrasted with "suspect".
Rather it is synonymous with "predict" or "anticipate".
Elements personal to the director excluded
Furthermore, S.592 examines whether there uare" reasonable grounds
while the former legislation examines whether the officer "had" no
reasonable or probable ground of expectation. The existence of the
word "had" was used by Mahoney J.A. in Dunn v Shapowloff to justify
his view that if the officer had a subjective expectation that the
company would not be able to pay the debt, then the fact that unknown
to him there was a reasonable or probable ground of expectation that
the company would be able to pay the debt, would not prevent his
being convicted. It is arguable that the effect of the present legislation
160 (1986) 4 ACLC 185.
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is that even if the officer subjectively expects that the company will not
be able to pay its debts, if there are unknown to him reasonable
grounds to expect to the contrary, then he may escape liability under
the section. This point is examined further in section 4.2.3 below.
This view is supported by 3M Australia Ply Ltd v Kemish. Foster J.
stated that the reference to "reasonable grounds" is not a reference to
grounds personal to the defendant but rather to grounds which should
be adjudged "reasonable" according to the standard of a director or
manager of ordinary competence. 161 Elements personal to the
defendant are reserved for consideration should either of the defences
contained in S.592(2) be raised. In this way the blending of objective
and subjective factors is maintained with an objective analysis reserved
to the operative provision and subjective factors contained in the
defence provisions.
On this basis the defendant in Grimm v Roy Galvin & Co Pty Ltd162 was
held to be liable. Relevant factors, referred to by the Court, that would
reasonably induce a director of ordinary competence to anticipate that
the company would be unable to pay its debts included:
(i)
(ii)
(iii)
(iv)
(v)

the net deficiency of working capital,
the lack of any substantial corporate assets,
the substantial overdraft,
the existence of substantial cash payments to related
companies, and
the decision to seek no further contracts.

•

4.1.3 The "reasonable cause" defence - what facts is the
respondent taken to have been aware of?

Defence contains both objective and subjective elements
Whilst it is clear that S.592(1) contains a solely objective test, 163 the
defence contained in S.592(2)(b) involves both objective and subjective
considerations. 164 In Metal Manufacturers Ltd v Lewis & Anor, 165
Hodgson J., at first instance, stated that:
161 Tadgell J. in Commonwealth Bank v Friedrich (1991) 9 ACLC 946 took an arguably
stricter approach setting a higher standard required from directors.
162 (1988) 6 ACLC 852.
163 Although see Heide Pty Ltd v Lester (1990) 8 ACLC, 958 at 963, (1990) 3 ACSR 159
at 165.
164 For a consideration of the features of this defence generally see Southern Star Group
Pty Ltd v Taylor (No 2) (1991) 9 ACLC 1211. Farrar has observed that the awkward
relationship of subjectivity and objectivity in S.592 is confusing to say the least. He
refers to other commentators who argue that the predominantly subjective test
contained in S.592(2)(b) is anomalous and has the effect of miscarrying the apparent
intention of S.592 to impose a more stringent level of personal liability on directors:
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" ... in deciding whether or not a defendant has 'reasonable cause'
within sec. 556(2)(b), one can have regard to facts and circumstances
actually known to the defendant, and also facts and circumstances
which the defendant ought to know, having regard to the defendant's
position in the company and the duties associated with that position".
[Emphasis inserted] 166
His Honour was prepared to accept that matters such as illness were
relevant in ascertaining whether or not a person had reasonable cause
to expect something, but was not prepared to have regard to the
complete ignorance or neglect of a person's duties as a director.
Reference was made to the judgment of Foster J. in 3M Australia Pty
Ltd v Kemish167 to support his views on the nature of the inquiry
embodied by the phrase "reasonable cause". 168
Hodgson J. does however acknowledge one aspect of that judgment
with which he does not agree. Foster J. appears to contemplate that a
defendant must prove firstly that he did not have any cause to expect
that the company would be unable to pay its debts, and secondly that
his not having any cause was objectively reasonable. Hodgson J.
viewed this approach as placing too greater burden on the defendant.
Rather than require him to prove that he had no cause whatsoever to
expect something, his Honour would merely require that he prove that
he had no reasonable cause. That is, the defence should be
approached as a single question.
The approach adopted in Metal Manufacturers was followed in
Commonwealth Bank of Australia v Friedrich 169 and Morley v Statewide
Tobacco Services both at first instancem and in the Victorian Court of
Appea1. 171 The defence required that the defendant, on the facts as
known and as ought to have been known, have no reasonable cause to
expect that the company was insolvent. The alternative interpretation
would enable a director to avoid liability by totally ignoring his
obligations whereas a director who had taken sufficient interest in his
duties to be aware of the company's insolvency would be liable. 172

Farrar, The Obligations of a Company's Directors to its Creditors', an unpublished
paper, at p.15, and also see the references referred to in footnote 45 to that paper.
165 (1986) 4 ACLC 739.
166 Id, 748-749.
167 (1986) 4 ACLC 185.
168 Id, 749-750.
169 (1991) 9 ACLC 946.
170 (1990) 8 ACLC 827.
171 (1992) 8 ACSR 305.
172 Also see Rema Industries & Services Pty Ltd v Coad (1992) 7 ACSR 251 at 259.
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Whilst the decision at first instance in Group Four Industries Ltd v
Brosnanin cast doubt on the issue by requiring the reasonable cause
test to be only applied to the facts as known to the defendant this was
subsequently over-ruled on appea1. 174 The Appeal Court went to
lengths to emphasise that the obligations imposed on directors had
strengthened in recent times and that people using a corporate vehicle
to carry on business activities had to accept the consequential
responsibilities imposed upon them. 175
A narrow defence
It would therefore appear that this defence is very narrow in application
and difficult to prove. 176 It has been suggested that it is restricted to
situations where, for example, a director has been misled or badly
advised in circumstances which demonstrate that he could not
reasonably have ascertained the solvency of the company. 177 Thus
directors are inherently encouraged to actively monitor the company's
financial health in lieu of adopting a passive role. 178
Relevance of criminal liability
Finally it is of note that one of the arguments raised in favour of the
view that consideration ought only be given to the director's actual state
of knowledge was that the alternative view might result in criminal
liability being imposed on a director for what he ought to have known.
Whilst this argument found no favour in the Morley decision 179 the
Court as first instance in Group Four Industries Pty v Brosnan was
influenced by this possibility. 180 In the Appeal Court some sympathy
with this argument was expressed although ultimately it was not
embraced. 181 The Court recommended that in any recasting of the
legislation serious consideration ought be given to dealing with civil
remedies and criminal offences in separate sections. 182

173 (1991) 5 ACSR 649.
174 (1992) 8 ACSR 463.
175 Id, 476, 481.
176 See the comments by Tadgell J. in Commonwealth Bank of Australia v Friedrich
(1991) ACLC 946.
177 Vickery, 'Section 556: no rest for the sleepy', (1990) 64 Law Inst J 1181.
178 See Hill (1992) 14 Syd LA 504 at 507-509.
179 (1992) 8 ACSR 305 at 320.
180 (1991) 9 ACLC 1181.
181 (1992) 8 ACSR 463 at 483, 507 and 513.
182 Ibid, 483. Also note Vickery (1990) 64 LIJ 1181 at 1183 and Hill (1992) 14 Syd LA 504
at 510. See further the discussion in chapter 5, section 5.6.2 and this chapter at
section 2.2.1.
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4.2 What is meant by "ability to pay"?
4.2.1 The Achilles heel
A feature of all forms of the provision is that the expectation must be in
relation to the "ability to pay". This expression has proved to be the
Achilles Heel of the provision.
To be determined in a realistic way
It is clear from the New South Wales Court of Appeal decision in Dunn
v Shapowloff that an ability to pay is not assessed by simply comparing
liabilities to assets. In the words of Reynolds J.A.:
"The section is not directly concerned with the question of whether, if a
creditor pursued his legal rights to judgment and some form of
execution, satisfaction would have ensued, but is concerned with the
question of the company paying the debt. It surely cannot be a
satisfactory answer to a charge under this section that on a winding-up
there would be a probability that the creditor would receive dividends
amounting to 100 cents in the dollar. Creditors do not do business with
a company on this basis". 183
Mahoney J.A. confirmed these sentiments but added the rider that the
relationship of assets to liabilities, although not determinative, will be
relevant. However:
"What will constitute ability to pay must be determined, in a realistic
way, by reference to the facts of the particular case, after taking into
consideration, inter alia, the company's assets and liabilities and the
nature of them, and the nature and circumstances of the company's
activities ...The cash expected to be available at the particular time will
be relevant, but not necessarily determinative. It will, for example, be
relevant to consider whether the company could be expected to pay the
debt by borrowing; whether, if it must realise assets to obtain the
money to pay the debt, it can be expected to do this by the relevant
time and at what price; and whether what it will have to do in paying
and being able to pay the debt will involve the company or its officers in
avoidable transactions, improper preferences, or breach of obligations
under general law or relevant legislation. It would, I think, be proper, in
a particular case, for account to be taken appropriately of a promise,
legally binding or otherwise, to provide money or financial assistance
by loan, subscription for share capital, or ... by the provision of a
guarantee". [Emphasis inserted] 184
183 Supra, 240. Also see Heide Pty Ltd v Lester (1990) 8 ACLC 958.
184 Id, 244.
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Mahoney J.A. also examined the requirement, which was contained in
both S.303(3) and S.374(1), that the Court take into consideration the
liabilities of the company when assessing the ability to pay. 185 His
Honour expressed the view that the relevance of a long-term liability
would depend on the facts of the case and not merely on when that
liability was payable.
The decision in Geraldton Building Co Pty Ltd v Woodmore 186 is also
instructive as to the relevant principles to consider when determining
whether a company had the ability to pay its debts. Whilst it is
necessary to look only to the company's own moneys this does not
exclude reference to potential borrowings. However it is only
permissible to look at moneys obtainable by the company by borrowing
on the security of its own assets, with the exception of pre-existing
facilities secured by assets other than those of the company.
Furthermore contingent and prospective liabilities of the company are
to be taken into account.
The relevance of promises of support
Typically, however, the issue is whether an objective ground for the
defendant's expectation of the company being able to pay can be
found. In Flavel v Day187 the Court followed both the Court of Appeal
and the High Court decisions in Dunn v Shapowlof in holding that
taking into account the nature and circumstances of the company's
activities, especially the fact that the company was an alter ego of the
defendant and a family company, and the defendant's "promise" to
provide financial assistance to the company, the Court was not
satisfied that the defendant did not have reasonable or probable
grounds of expectation of the company's ability to pay the debt. Of
significance was evidence that the defendant was in the habit of
providing the company with funds to pay its debts.
The above quotation from the judgment of Mahoney J.A. was directly
applied by Prior J. in Flavel v Day. His Honour stated that applying this
passage "in a realistic way" he would take into consideration the nature
and circumstances of the company's activities and the defendant's
promise to provide financial assistance to the company. 188
Furthermore, the settled practice of the defendant in providing funds to
the company did not involve the defendant in breach of the common
law or his statutory duties. Had this been the case then his Honour was
185 See the discussion in chapter 5 on the change in terminology used in S.592(1) in this
regard.
186 (1992) 8 ACSR 585, 597-599.
187 (1984) 9 ACLR 502.
188 Supra, 505.
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of the view that the objective ground would be absent and a conviction
would result.
In considering this last point Prior J. compared the instant case with
that of the Deputy Commissioner of Corporate Affairs (WA) v Caratti. 189
In that case the settled practice of the defendant was that a group of
companies, which he controlled, supported each other by providing
borrowing facilities within the group. It was held that a prosecution,
pursuant to the former legislation, must fail because there was no
evidence establishing the absence of reasonable or probable grounds
of expectation that the company would be able to pay the debt. There
were, at all material times, reasonable grounds for thinking that the
company, as a member of the group, would be able to borrow sufficient
funds from other group companies to meet its obligations. In other
words, this was another case where there was a subjective expectation
that the company would be able to pay its debts, which was objectively
reasonable. Again this was only so upon a finding that the defendant
would not be involved in any breach of common law or statutory duties
by extending funds to a weak company when there was no prospect of
repayment.
The Commissioner for Corporate Affairs had argued that the Magistrate
should have taken into account not only that there were funds available
to be borrowed but also the ability of the company toAborrow. In other
words the capability of the company to borrow at arm's length was the
crucial test.
In the course of rejecting this argument, Levan A.C.J. stated that
because Caratti was in complete control of the source of the company's
funds the borrowing position of the company had been substantial and
completely correlated to its financial position. Thus its capacity to
borrow on the open market was irrelevant and it was open to the
Magistrate to conclude that the company was not unable to pay its
debts.
Indeed his Honour acknowledged that counsel for Caratti had
conceded that had the company been dependent on an outside source
of income independent of Caratti then the incurring of the debts may
have been improper.
4.2.2 Criticisms of caselaw - too liberal and theoretically unsound
The position thus established by the caselaw is that promises of
support from the controller of a company, whether an individual or
189 (1980) 5 ACLR 119.
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another company, may have the effect of defeating the application of
the provision notwithstanding that this support was not forthcoming.
Arguably this both establishes a too liberal test as to what is a
reasonable expectation of a company's ability to pay and is
theoretically inconsistent with other company law principles.
This too liberal test has resulted from the application of the general
principle stated by Mahoney J.A. in Dunn v Shapowloff to difficult fact
situations. The problem is that it was the defendant's decision as to
whether the company was to be provided with the necessary funds and
hence whether it would have an ability to pay. This problem was
identified by the Court but nevertheless it was held that no offence was
committed in the absence of evidence that the defendant did not intend
at the time of contracting the debts, to cause sufficient financial support
to be provided. In other words, the same evidence was used to
establish the existence of a subjective expectation of an ability to pay
and that this was objectively reasonable, whilst the subsequent
insolvency of the company at the whim of the defendant is arguably
consistent with the absence of this expectation.
The theoretical inconsistency is that in the application of the reckless
trading provisions it is thus permissible to have regard to the overall
financial strength of a group of companies whereas, as was
demonstrated by Walker v Wimbome190 the directors of any individual
company within a group must, in exercising fiduciary powersiiwith due
regard for shareholder's and creditor's interests, disregard any wider
interests of the group as a whole. 191
4.2.3 The position under S.592
S.592 of the Corporations Law is couched in different terms to S.374C.
As stated above, the offence/action contained in S.592(1) is totally
objective in nature. It must be proved that there are reasonable
grounds to expect that the company will not be able to pay. There is no
requirement to prove that the defendant had reasonable grounds or
otherwise. Thus it is arguable that the prosecution's burden in Carattis
case would have been satisfied by proof that the company was
insolvent when the debt was incurred.
This is supported by the decision of Foster J. in 3M Australia Pty Ltd v
Kemish. His Honour stated that S.592(1) requires proof that grounds
for the expectation, objectively reasonable, existed at the required time.
That is, the applicant must prove the existence of facts at the time of
190 (1976) 40 AUR 446.
191 See Barrett (1981) 55 AU 594-595 and the discussion in chapter 7.
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the incurring of the subject debt which would reasonably induce a
director or manager of ordinary competence to anticipate or predict that
the company would be unable to pay all its debts as and when they
became due.
It is at this stage that the defence contained in S.592(2)(b) is brought
into play. The defendant must prove that he did not have "cause to
expect" either, because he was unaware of the existence of the
grounds so established or, although being aware of them, was unable
to interpret their significance in relation to the company's ability to pay
its debts as they fell due. Furthermore, by virtue of the reference to
"reasonable cause", this ignorance or failure to properly interpret must
be shown to be objectively reasonable. This necessitates examining
the actual position occupied by the defendant in the company, the
range of responsibilities properly attached to it, and the degree to which
it properly fell on him to take steps to acquaint himself with the facts
going to make up the grounds established under S.592(1) or to acquire
the expertise necessary to interpret them correctly.
Thus it is submitted that the presence of the defence contained in subsection (2)(b) restores the position stated by S.374C but reverses the
onus of proof. S.592(2)(b) would allow Mr. Caratti a defence upon
proof, on the balance of probabilities, that at the time when the debt
was incurred he did not have reasonable cause to expect that the
company would be unable to pay. This onus would presumably have
been satisfied by the evidence of the settled practice of the Caratti
Group together with evidence as to the degree of control exercised by
Caratti.
In fact S.592 may actually compound this problem. Under the
preceding legislation, the absence of a subjective expectation as to
payment resulted in liability. However under the new provisions if
objective grounds to expect payment existed unbeknownst to the
director then he will not be liable notwithstanding that subjectively he
did not expect payment. Thus, the application of the objective test, and
particularly the issue discussed above, is now of primary importance.
On the other hand, the onus reversal may operate to mitigate some of
the effect of the position established by Carattis case and Flavel v Day.
Realistic application of objective test critical
Ultimately the significance of these cases depends upon the manner of
application of the objective test. Provided that the test is applied "in a
realistic way" then the provision applies without undue restriction.
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An example of a realistic application of the test is the decision in
Williams v NCSC; Lockyer v NCSC. 192 Whilst the appellants argued
that the company's banker was prepared to support the company the
Court held that on the evidence this support was so tenuous that
reasonable grounds to expect that the company would not be able to
pay existed. Furthermore the Court took the view that it was not
objectively reasonable for the appellants to argue that they expected
that the company would be able to pay given the company's history of
losses, negative net current asset position and future forecasts. 193

4.3 Must the respondent have knowledge of the debt?
4.3.1 The legislation
In section 3.5 it was observed that the fraudulent trading provisions
contain a requirement that the officer be knowingly concerned in or a
party to the fraudulent conduct. This requirement also appeared in
S.303(3) and S.374C(1) and is probably inherent in the United
Kingdom wrongful trading provision by virtue of the need to establish
that the director knew or ought to have known that insolvent liquidation
was imminent. On the other hand, S.592(1) does not contain such a
requirement. Rather, it is a defence for the officer to establish "that the
debt was incurred without his express or implied authority or
consent". 194 The issue arises whether this imports the same
connotations as being "knowingly a party" or whether the provision, as
well as shifting the onus of proof, extends or restricts the circumstances
in which liability will arise?
Implications of requirement of no implied authority or consent
It is suggested that as the defence requires proof that there was no
implied authority or consent then liability has been extended from that
contained in the earlier legislation. 195 It was observed in section 3.5 that
"knowingly" had been generally interpreted to mean "with actual
192 (1990) 2 ACSR 131.
193 It has been suggested that decisions of this nature provide a warning to directors
attempting to resurrect a company under an informal scheme of arrangement to
ensure the adequacy of financial facilities extended to the company: Bennetts,
"Expectations of financial support. Grounds for avoidance of directors' liability under
section 592, Corporations Law", (1991) 9 C&SLJ 268.
194 S.592(2)(a). Similarly the United Kingdom wrongful trading provision is not limited to
an investigation of the actual knowledge of the director but, by virtue of S.214(4), is to
be applied to a person possessing the knowledge of the director, as well as the
knowledge reasonably expected of a person carrying out the same functions as a
director.
195 Although, the change in application of the provision from officers to directors and
others concerned in the management of the company restricts the scope of the
liability, and it may be that the effect of these changes will cancel each other out.
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knowledge", although some scope exists for a broader interpretation. 198
Thus, implied knowledge would not have triggered liability under the
previous legislation. 197
The result of the extension of this provision is that the courts are
required to examine the circumstances of the officer concerned,
especially the position he occupies in the company, and determine
what knowledge he could be taken as having in those circumstances.
As S.592(1) requires that the person be a director or involved in the
management of the company the defence is seldom available. 198
Furthermore as it is arguable that the defendant may be liable even if
he performs no positive act and merely omits to act, such as failing to
revoke his authority to the incurring of further debts, this may have
particular implications for group companies, a matter considered further
in chapter 7.
4.3.2 The without "authority or consent" defence and the passive
director
Initial support for broad application of defence
Significant doubt as to whether liability had, in fact, been extended as a
result of the defence having a limited application was generated by
virtue of the decisions in Metal Manufacturers Ltd v Lewis which,
arguably, had the effect of increasing the scope of the defence
contained in S.592(2)(a) beyond that envisaged by the legislature. This
resulted in considerable judicial debate over the scope of the defence
which only recently appears to have been resolved.
Hodgson J. at first instance interpreted the wording of this section
strictly, with the result that what was required was actual authority or
consent as distinct from apparent or ostensible. Thus, although
acquiescence could in some circumstances amount to consent or
authority, it would not necessarily do so. Rather the consent or
authority would need to be normally communicated by words or
conduct, although all the circumstances of the relationship between the
defendant and the person participating in the incurring of the debt
would need to be considered.
Accordingly, on the facts before his Honour the defence was made out.
The defendant, the wife of the managing director of the family
company, had not communicated her authority or consent to the
196 There are no Australian or U.K. authorities on the meaning of the term. See Farrar's
(op. cit.) interpretation of the decision in Re Gerald Cooper Chemical Ltd (supra).
197 But see Vinyl Processors (New Zealand) Ltd v Cant [1991] 2 NZLR 416.
198 See the discussion at section 4.7.
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incurring of debts to her husband, who has simply assumed authority to
act as the company. She had merely acquiesced.
On appeal this decision was affirmed. 199 The majority emphasised that
the managing director derived his authority to incur debts from his
office as provided for in the Articles of the company, and not from the
authority or consent given by the directors. As the defendant had no
authority to prevent or to allow the debt being incurred, it was not
incurred with her express of implied authority. Also, she had not
signified her approval or assent to the incurring of the debt, whether
expressly or by implication, and so she had not given her consent.
Furthermore the authority or consent of which the section speaks is the
authority or consent to the incurring of the very debt and not an
authority or consent to the incurring of debts generally.
McHugh J.A. concluded with the observation that in the ordinary course
of business a director does not authorise or consent to the incurring of
the debts of the company. Appointing a person to an office requiring
them to incur corporate debts does not mean that the appointor is
authorising each debt of the company for which the appointee is
responsible.
Kirby's dissent
Kirby P., in a strong dissent, took the view that this approach
undermined the intended operation of S.592. Rather the reference to
"implied" authority or consent envisaged a situation, such as before the
Court, where a defendant allowed another director total autonomy over
the affairs of the company. In such circumstances the defendant must
have appreciated that debts would be incurred which would thereupon
be incurred with the defendant's implied authority and consent.
Furthermore, this authority and consent extended to any debt, at least
so long as it was incurred in the ordinary course of business. This
approach would prevent directors from abrogating their duty to exercise
the reasonable care and diligence. Otherwise they could surround
themselves with "a shield of immunity"200 from the operation of S.592,
by the simple expedient of relying on their own indifference to their
duties as a director. In his Honour's words:
" ... it seems scarcely credible that parliament would have intended the
blanket operation of this defence, to the frustration of the obvious
scheme of the section and the achievement of its purposes by the
simple expedient of a director's surrendering all of his or her powers to
199 (1988) 6 ACLC 724.
200 Id, 730.
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a co-director or managing director. This would involve the possibility of
completely frustrating the operation of the Act in every case by the
single device of donning the blinkers of indifference to, and assuming
the bridle of neglect of the interest in the company's affairs". 201
Kirby J. considered that the effect of the majority's decision was to
place a gloss on the section and to reverse the onus of proof. Rather
than requiring a director to prove that the debt was incurred without
their authority or consent, creditors were required to show,
notwithstanding a general course of surrendering that authority or
consent to another director, that the particular debt was actually
incurred with the authority or consent of the director.
It is clear that his Honour was particularly concerned with the policy
behind S.592, a provision he described as "exceptional and reformatory
... in the context of the history of company law". 202 At the same time he
acknowledged the benefits of incorporation and the view "that the
pendulum of legislative controls over corporations and their officers
may have gone too far and, as a consequence, may have dampened
excessively the valuable enthusiasm of corporate venturers". 203 This
was the background against which the Court was required to construe
S.592.
Kirby P. then examined parliament's purpose behind enacting S.592.
He concluded that it was not only to provide a means of redress to
creditors but also to impart in directors, during times of corporate
insolvency or economic difficulty, the need to take particular care in
incurring debts. These aims would be frustrated by the majority view.
His Honour saw S.592 as part of an integrated legislative scheme,
internationally adopted, requiring directors to devote a higher level of
attention to the affairs of the company than in the past. Thus:
"The time has passed when directors and other officers can simply
surrender their duties to the public and those with whom the
corporation deals by washing their hands, with impunity, leaving it to
one director or a cadre of directors or to a general manager to
discharge their responsibilities for them". 204

201 Id, 730-731.
202 Id, 727.
203 Ibid.
204 Id, 728.
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His Honour saw it as his duty to give effect to this statutory scheme and
the purpose of the legislation. 205
Implications of the decision in Metal Manufacturers
There was considerable comment on this case when it was decided,
mainly casting doubt on the decision and prohesizing the likelihood of
reform.206 One of these commentators was Kirby P. himself.207 Whilst
not taking the opportunity to parade his own view he did allude to the
need for legislators and judges to be alert to the impact of their
decisions which necessarily have an economic ripple effect. It is clear
that he regards an express consideration of policy issues as an
essential task of the judiciary as well as the legislature.
Indeed some indication of the ramifications of the view supported by
the majority in the Metal Manufacturers case is apparent from the
decision in Coates v Hardwick. 208 In that case the decision by Hodgson
J. in Metal Manufacturers was directly applied with the result that a
director escaped liability under S.592 as there was no evidence of any
action or inaction by the director which would have communicated to an
employee of the company an implied or express authority or consent to
the incurring of certain debts.
This case illustrates that the ambit of the decision in Metal
Manufacturers Ltd v Lewis was such that a director could even claim
that the actions of an employee, much less another director or the
managing-director, were not expressly or impliedly authorised or
consented to.
Subsequent decisions ambivalent
The Metal Manufacturers case was distinguished and doubted in
Morley Statewide Tobacco Services Ltd both at first instanceas and on

205 Notably Mahoney J.A. acknowledged this purposive approach to statutory
construction but stated that it must be done with care. The policy or purpose of
legislation may be difficult to ascertain and, in any event, judges may differ as to what
follows from it and how it operates in a particular case. With a section like S.592,
difficulties with this approach are compounded because the section is directed, not
simply to effecting a policy or purpose, but to achieving a compromise between it and
other considerations. Accordingly, his Honour did not consider that the policy and
purpose of the section were of assistance in determining the issue before him.
206 See for example: Baxt (1988) 62 AU 643; (1988) 16 ABLR 390; Herzberg (1987) 5
C&SU 200 and (1989) 7 C&SU 177, Kennett (1989) 63 AU 502; Hill (1992) 14 Syd
LA 504; and Starke (1991) 65 AU 300.
207 Kirby, The impact of legislation and regulation on business - Entrepreneurs in a
minefield', [1988] L Soc J 40. Also see Kirby, The impact of legislation and
regulation on business - a discussion of recent Court of Appeal decisions', (1988) 12
BCLB pare 276.
208 (1988) 6 ACLC 266. Noted by Pascoe at (1988) 6 C&SU 218.
209 (1990) 8 ACLC 827; discussed in a case note by Starke (1991) 65 AU 300
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appea1. 210 Accordingly Mrs Morely was not able to rely on her ignorance
of the business to claim that a debt was incurred without her authority
or consent. Rather, as a member of the board of directors she had
conferred the authority to act on behalf of the company to Mr Morley.
The word 'authority" was not to be construed narrowly in such a way as
to defeat the operation of the provision and ignore the realities of the
day-to-day management of companies.
However in Group Four Industries Ltd v Brosnan211 the Court, at first
instance, held that the Morley case was wrong and the consent by a
director to the appointment of another as managing director did not
confer authority for every act the managing director did but rather his
authority came from the nature of the office.
Furthermore, in Heide Pty Ltd v Lester212 a director established that as
she was simply following established practice in causing the company
to incur the relevant debts she had not authorised, expressly or
impliedly, their incurring. However her knowledge of the company was
such that the Court concluded that she had implicitly consented to the
incurring of the debts and so the defence was not made out.
A judicial reconsideration in the wake of calls for reform
The width of the defence established by these decisions, leaving to one
side the Morley cases, had been the subject of considerable criticism
as justifying unacceptable practices by directors, rewarding ignorance
and inactivity213 and debasing the significance of the office of
di rector. 214 Similarly a number of Government reports, precipitating the
1992 reforms, 215 drew attention to this inadequacy and paid particular
homage to the dissenting judgment of Kirby P. in Metal
Manufacturers.216

It is somewhat ironic therefore that as these calls for reform came to
fruition, in the form of the Corporate Law Reform Act 1992, first the
Victorian Court of Appeal decision in Morley was handed down and
then in September 1992 the South Australian Court of Appeal overturned the decision in Group Four Industries Pty Ltd v Bronson, 217
effectively settling the law. The Court emphasised the stringent
210 (1992) 8 ACSR 305; discussed in a case note by Hill (1992) 14 Syd LA 504.
211 (1991) 9 ACLC 1181.
212 (1990) 8 ACLC 958.
213 For example: Lennard, 'Liability of Passive Directors", (1991) 1 Aust JnI of Corp Law
185 and Herzberg, "Insolvent Trading", (1991) 9 C&SLJ 285 at 298. Also see the
discussion by Baxt in "Sleeping directors get a second chance", (1992) 20 ABLR 78.
214 Herzberg, "Insolvent Trading", (1991) 9 C&SLJ 285 at 298.
215 Id, 298, 301-302 and see the discussion in chapter 10.
216 Herzberg (id), 301-302.
217 (1992) 8 ACSR 463.
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responsibilities now required of directors and held that the defence
could not be established by proof of delegation but rather proof was
required of the actual withdrawal of authority or consent. Metal
Manufacturers was limited to where a formal managing director was
incurring debts on behalf of the company whilst the decision in Morley
was expressly affirmed and the decision at first instance quoted in
detail. Thus in order for a director to be able to make out this defence
he would be required to point to steps undertaken by him in an attempt
to prevent the particular debt or debts generally from being incurred. If
he was unable to effectively withdraw his authority to the incurring of
the debt he ought to have sought to have had the company wound up
or resign.
Thus the scope of this defence would now appear to have been
clarified with one caveat, namely where one director is acting in the
capacity as a managing director. Whilst Metal Manufacturers would
appear to be limited to applying in such circumstances query as to the
position where one director assumes control and becomes de facto
managing director? Debelle J. suggested in his judgment in Group
Four Industries218 that the defence would not be made out in such
circumstances where another director stood back and acquiesced in
this development. It is not immediately clear, however, why in the
circumstances of a managing director appointed pursuant to a contract
or the articles of a company that other directors ought be able to rely on
a lack of implicit authority or consent to the incurring of debts. Whilst it
could be said that the managing director's authority stems from the
contract or articles and not the other directors this ignores the
commercial reality that the directors would typically have negotiated the
contract or played a significant role in the settling of the articles.
Certainly it is arguable that Metal Manufacturers ought be restricted to
its facts219 and an approach adopted which does not encourage
passivity but rather recognises the role of directors as monitors of a
corporation's financial health 22O

218 Id, 509.
219 See Hill (1992) 14 Syd LA 504.
220 Id, 507-509. It has been suggested that such an approach will have significant
ramifications for the appointment of directors. Independent directors of near insolvent
companies will be more inclined to resign, more entrepreneurial companies may have
difficulty appointing quality director; an incentive will exist for directors to divest
themselves of assets and directors will be more likely to seek insurance cover.
Furthermore an increase in litigation is predicted; Burell and Long, "Apathetic
directors beware - recent case developments", (1991) 21 QLSJ 5 at 17-18. Also see
Griggs, Inactive directors - under attack", (1992) 11 Univ of Tas LA 76 at 88-90,
particularly as to the issue of insurance.
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Notably the New Zealand courts have not distinguished between
directors on the basis of whether they have an active or passive
involvement in the company, referring to the need to ensure that the
provision has its intended effect. 221
4.4 Issues arising from the application of the provision to the
incurring of "debts"
S.303(3) and S.374C(1) required the officer to be a party to "the
contracting of a debt", with S.303(3) requiring further that the debt be
"provable in the winding-up". S.592(1) simply refers to circumstances
where a company "incurs a debt".
4.4.1 The requirement that the debts be provable
In relation to the express requirement in S.303(3) that the debt be
provable it was established by the Court of Appeal and High Court in
Dunn v Shapowloff that it was not necessary to prove that the debt had
actually been proved because the subsection looked to the nature or
quality of the debt, that is to whether it was by nature provable in the
winding-up.222
4.4.2 Application to contingent and non-contractual liabilities
The issue of whether contingent and non-contractual liabilities are
encompassed by the provisions has been problematical.
Such liabilities within the mischief of the provision.
In relation to the earlier provisions much was made of the term
"contracting". The leading case was the Court of Appeal decision in
Dunn v Shapowloff It had been argued that as no contract was formed
until the delivery of certain share scripts then there was no debt
contracted. This argument was rejected on the basis that upon the
purchase of the shares from the stock exchange the company became
liable to pay a liquidated sum, albeit upon a contingency, viz, the tender
of the script. The fact that the contract was never completed did not
mean that there was not a contracting of a debt. In the words of
Mahoney J.A.:

221 Vinyl Processors (New Zealand) Ltd v Cant [1991] 2 NZLR 416.
222 Supra, 243. A claim under S.592 is a claim for a liquidated sum and hence a debt
provable in the bankruptcy of a director: CCA Systems Pty Ltd v Communications and
Peripherals (Australia) Pty Ltd (1989) 15 ACLR 720. Agreeing with, but on different
grounds: Re Adams (16 December 1988, Supreme Court of Tasmania, unreported).
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"The fact that, for eg. the company's obligations, as to payment or
otherwise are contingent, does not, in my opinion, alter the position. If
this be so, the fact that, as the result of a contingency or otherwise, the
debt never falls due for payment, does not mean that there was no
contracting of it. ... I see no reason why the contracting of a contingent
debt should not be within the mischief dealt with in the sub-section. Nor
should the fact that following the contracting of a debt, the company
ceases, for whatever reason, to be liable to pay it". 223
This view was affirmed by the High Court. Their Honours relied on the
fact that the provision which specified what debts and claims were
provable in a winding-up included debts which were contingent or for
some other reason did not bear a certain value. In making these
provable in the winding-up of a company the section had the effect of
extending the scope of S.303(3) so as to make it applicable to debts or
claims of a contingent or unqualified nature, including claims in tort for
unliquidated damages.

Action in debt required
The term "contracting" was also considered in Hamilton v Abbott and
Anor. 224 The issue before the Court was whether a debt was contracted
when delivery of supplies were made to the company or when supplies
were ordered. It was held that the debt was contracted when delivery of
supplies were made because until then no cause of action in debt
arose. In the words of Lavan S.P.J.:
"The word 'debts' means something recoverable by an action for debt
and nothing can be recovered in an action for debt except that which is
ascertained or can be ascertained: see Ogden's Ltd v Weinberg (1906)
9 SLT per Lord Davey at p. 567. While in each instance under
consideration a failure or refusal on the part of (the company) to accept
delivery of the material may have rendered it liable in damages for
breach of contract, in my opinion no cause of action in debt arose until
such time as delivery was made. In my view the correct conclusion is
that in each instance (the company) contracted a debt when it accepted
delivery of the materiar. 225
This is difficult to reconcile with the decisions in Dunn v Shapowloff.
Lavan S.P.J. would not appear to consider a contingent debt as falling
within the section. Furthermore, the fact that he draws a distinction
between an action for breach of contract and an action in debt
223 CCA Systems Pty Ltd v Communications and Peripherals (Australia) Pty Ltd (1989)
15 ACLR 720.
224 (1980) 5 ACLR 391.
225 Id, 392. This dictum leaves open whether an unliquidated claim for damages
becomes a "debt" once judgment has been given.
Page 257

Judicial Interpretation

suggests that he would not entertain the provision applying to anything
less than a contractual obligation.
This decision was, however, followed in Jenlin Pty Ltd v Johnson &
Anof226 where it was held that the incurring of a liability for damages by
virtue of a fraudulent representation did not constitute the incurring of a
debt. Little consideration of the issue was undertaken and it was a
decision of a Master Registrar.
Furthermore in Hussein v Good227 it was held that a debt only arose
upon the delivery of goods and not when they were ordered. This case
has been criticised primarily on the basis that it places directors in an
unfair position if their company becomes insolvent after goods are
ordered but prior to delivery. Directors attempting to avoid personal
liability in such circumstances would be required to refuse to take
delivery and so cause the company to breach its contract with the
supplier. 228

Practical and commonsense approach to be adopted
The issue would now appear to have been resolved by the New South
Wales Court of Appeal decision in Hawkins v Bank of China229 where it
was held that the giving of a guarantee constituted the incurring of a
debt. The Court stated that the words "incurs" and "debts" were not
words of precise and inflexible denotation and had to be interpreted in
a practical and common-sense fashion consistent with their context and
the statutory purposes of the section. A debt can be incurred even if the
obligation is to pay at a future time, the engagement is conditional and
the amount uncertain.
The Court was particularly concerned to avoid the proposition that a
debt arose at such time as the guarantee became enforceable as then
any change in the company's financial position between the giving of
the guarantee and its crystallisation would, inappropriately, be critical.
Furthermore, the Court was concerned to further the policy of the
provision by giving it a broad application.

Residual difficulties
Nevertheless residual difficulties remain. In Geraldton Building Co Pty
Ltd v Woodmore 230 the Court applied these principles to the issue of
226 (1987) 5 ACLC 463.
227 (1990) 8 ACLC 390. Discussed in a case note by Antrobus, 'Section 556 - When
does a company incur a debt?", (199) 8 C&SU 324. Followed in Rema Industries &
Services Pty Ltd v Coad (1992) 7 ACSR 251.
228 Herzberg, insolvent Trading", (1991) 9 C&SU 285-312 at 295.
229 (1992) 10 ACLC 588.
230 (1992) 8 ACSR 585.
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whether a claim in quantum meruit was a debt. The Court distinguished
between a claim for damages and a claim for a debt. A claim on a
quantum meruit fell within the former category. A claim for a debt was
restricted to claims for money due under a contract.
Whilst it was observed in section 2.2.3 that the position established in
the United Kingdom in relation to the term "debts" appearing in the
fraudulent trading provision, supports a wide view similar to that
expressed in Dunn v Shapowloff and Hawkins v Bank of China,
S.592(1), by referring to circumstances where a company "incurs a
debt," appears to be confined to debts which a company incurs
voluntarily as a matter of choice. Contractual obligations fit this
description but it is contentious whether other types of liabilities would,
for example liabilities arising by virtue of an action in tort against the
company. Furthermore, it is unclear whether only contractual
obligations involving the payment of money would fall within its scope
or whether, in the appropriate circumstances, it could be extended to
other types of contractual obligations.
The thrust of Hawkins v Bank of China would support the application of
the provision to non-debt contractual obligations and, possibly, tortious
obligations. Herzberg argues that tort creditors should be able to
proceed under S.592 as contract creditors at least know that the entity
they are dealing with has limited liability whereas tort creditors do
not. 231 On the other hand, the policy justification advanced in Hawkins
case might not be as acceptable in the case of involuntary obligations
and their Honours refer to the "undertaking of an engagement" 232 and
to where the company "renders itself liable. 233
Furthermore, in Castrisios v McManus; McManus v Castrisios 234 it was
held that unpaid sales tax di d not constitute a debt because the
obligation did not reflect the essential elements of a debtor-creditor
relationship as it was a compulsory payment to the Government. Rather
curiously however, sales tax was nevertheless to be taken into account
when determining whether reasonable grounds to expect payment of
debts existed but the incurring of sales tax was not the incurring of a
debt within the meaning of the section.
Similarly payroll tax also does not satisfy the description of a debt. In
Commissioner of State Taxation (WA) v Pol1ock235 it was held that the
231 Supra, 293.
232 (1992) 8 ACSR 585, 595.
233 Id, 598.
234 (1991) 9 ACLC 287. Discussed in Antrobus, 'Section 556 (Corporations Law, S.592);
Is a debt "a debt"?", (1991) 9 C&SLJ 349-350.
235 (1992) 24 ATR 273.
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expression ought not be given an expanded meaning in the absence of
an expanded definition in the legislation or policy reasons. In any event
the nature of the provision was that it was aimed at making directors
personally liable where the company obtained a benefit in
circumstances where it could not pay for that benefit. No benefit was,
however, received here. Furthermore the incurring of a contingent
liability could be distinguished from the circumstances at issue.
4.4.3 Conceptual difficulties arising from the use of the term
"debt"
The term "debt" was also considered by Young J. in Ross McConnel
Kitchen & Co Pty Ltd (in liq) v Ross & Others. 236 Whilst considering
some of the problems caused by the drafting of S.592 and S.593, his
Honour stated that the use of the word "debt" in S.592(1) also
presented problems. His Honour referred to authorities which held that
after the winding-up of a company has commenced the company no
longer owes a creditor the debt because the debt becomes merged in
the equitable execution brought about by the winding-up. Thus, as a
company can no longer be sued in debt after the winding-up has
commenced, the creditor's rights under S.592(1) are also probably lost.
On the other hand if the right is already vested in the creditor prior to
the commencement of the winding-up such that the creditor has the
right to sue the officer and the company severally, then it would seem
that even if the company's debt to the creditor is extinguished by the
merger, the officer's debt remains.
His Honour concluded by stating that maybe the answer is that the
liability of the officer and the commencement of winding-up arise at the
same instant. However, he concedes that if that happens there may
well be problems but leaves these to be sorted out another day.
Thus, not only does the word "debt" present interpretative difficulties
but there are also conceptual problems arising from its inclusion in the
legislation.
4.4.4 Difficulties arising from discrete nature of S.592(1)
It was observed in chapter 5 that the Australian reckless trading
provision is discrete in nature in that it accommodates actions by
individual creditors in relation to specific debts. However in so providing
a cause of action in relation to individual debts some procedural
difficulties have arisen.
236 (1985) 3 ACLC 326.
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Potential set-offs to be ignored.
Where a company has a continuing relationship with a creditor and
contracts are made from time to time, the issue arises as to whether
the liabilities arising from each of these contracts are debts for the
purposes of S.592(1) or whether the balance is the relevant debt?
Normally such a scenario does not present a problem because either
none of the liabilities arising from the contracts have been satisfied or,
if some payment has been made, it is possible to identify which
contracts the payments relate to. However where the balance is not
equal to the sum of the individual contracts due to set-offs or otherwise
then this issue is important.
The issue was considered by the New South Wales Court of Appeal in
their first decision in Shapowloff v Dunn. 237 The matter arose by way of
an application to the Court of Appeal by the defendant seeking, inter
alia, a declaration as to the construction of S.303(3). The Court noted
the difficulties that would arise in ascertaining the relevant time for
determining the state of knowledge of the officer of the company if the
balance was regarded as the debt for the purposes of S.303(3).
Accordingly, the Court made the following declaration:
" ... where a series of contracts are made from time to time which result
in a liability on behalf of the company to pay in respect of each of them
then each such liability constitutes a debt; and the time when each '
such debt is contracted is the time when each respective liability arises,
and not the time or times when the balance is declared or
computed" 238
The effect of this decision is that an officer of a company may be
personally liable for the debts to a sum in excess of the liability of the
company. Hence any potential set-off between the company and its
creditors will be ignored for the purposes of the director's liability and
instead will be payable to the company and be available for distribution
to the creditors who prove in the winding-up. From the creditors' point
of view this interpretation of the provision is particularly attractive.
Difficulties for the prosecution
On the other hand, the decision does present procedural problems for
the prosecution which can impact adversely on the creditors. It is now
incumbent on the prosecution, where there has been a continuing
relationship, to base their case on a specific contract or contracts. The
difficulty that this presents for creditors is that an order as to personal
237 [1973] 2 NSWLR 466.
238 Id, 473.
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liability may then only be made by the Court in respect to that or those
particular contracts.
The prosecution must be very careful to separate all the individual
debts concerned as otherwise it may be met with the plea of duplicity,
with the result that the charges may be struck out. Indeed this was one
of the grounds of the appeal in Shapowloff v Dunn. After the
declaration by the Court of Appeal the prosecution had elected to treat
a contract for the purchase of 5000 shares as the debt upon which
reliance was placed. On appeal from the Magistrate's decision,
Shapowloff alleged that, in fact, there was not one debt but 29 separate
debts resulting from the 29 transactions which the broker had entered
into on behalf of the company to fulfil the order for the shares.
Accordingly it was submitted that the complaint remained bad for
duplicity.
On this occasion this argument was rejected as the share purchases
were characterised as a single transaction which commenced with the
placing of the order and concluded when the last parcel of shares was
purchased by the broker to fill the order. At that stage a contingent debt
existed which became a present debt upon delivery of the share
scripts. 239
Nevertheless the issue remains a source of concern in practice. 240
4.4.5 When is a debt "incurred"?

Traditionally the Australian reckless trading provision has referred to
the "contracting of a debt". It was observed in section 4.4.2 that the
term "contracting" was considered of significance in ascertaining the
meaning of the term "debt" but that the authorities are divided as to its
meaning. It followed from that analysis that there was some doubt as to
whether the time at which a debt was contracted was when an action in
contract arose or whether it was when an action in debt arose.
S.592(1) refers to a debt being "incurred". The term "incurs" is arguably
neutral as to the resolution of the above issue.
The term "incurs a debt" was considered by the Court of Appeal of
Western Australia in Russell Halpern Nominees Pty Ltd v Martin &
Anor. The case involved rent payments in respect to a lease entered
239 The decision at first instance on this point was expressly affirmed by Wilson J. in the
High Court and implicitly by Stephen J. (supra, at 584 and 581 respectively).
240 Due to the nature of the provision the defence of duplicity is not available to a
defendant being prosecuted under the fraudulent trading provision. See R v Inman
(supra) and Coleman & Anor v R (1986) 11 ACLR 589.
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into some four years before the company ceased to carry on business.
The appellant had sought to recover the rent from the directors of the
company on the basis of S.592(1). As this provision had come into
operation on 1 July 1982 the appellant submitted, inter alia, that all rent
falling due since that date could be recovered under that section
because under the lease a debt was incurred from time to time as the
rent became payable.
The Court rejected this submission and dismissed the appeal. The debt
was incurred when the lease was entered into. In the opinion of Burt
C.J., with whom the rest of the Court concurred on this point:
"To hold otherwise would be to say that, if a company when in all
respects financially sound were to enter into a lease for a term of years
and at some time thereafter and for reasons which could not be
anticipated it were to fall on bad times and be unable to pay its debts,
the directors would therefore and on every rent day within the
remainder of the term be guilty of an offence for the reason that on the
rent day the company 'incurs a debt'. I am unable to accept that". 241
On the facts if could not be said that the tenant company incurred a
debt whenever a present liability to pay rent was created by the
tenant's covenant in the lease operating upon the passage of time. 242
Had there been a periodic tenancy in existence then his Honour
indicated that the position may have been otherwise.

Debt incurred on contracting
On this analysis, the time the debt was incurred was equated to the
time the contract was made. Thus, it was not necessary to analyse the
meaning of the term debt. It is apparent from the analysis in section
4.4.2 that it will not always be possible to equate these two times. It is
arguable that the decision supports the authorities establishing the
wider meaning of the term "debts", which encompasses the making of
a contract within the term. Clearly no action in debt arose when the
lease was executed, simply an action in contract.
Problems with this view
The reasoning of the majority in this decision is difficult to accept. The
decision means that S.592(1) could only rarely apply to leases and
similar agreements, such as loans. Indeed this comment is supported
by the decision in John Graham Reprographics Pty Ltd v Steffens &

241 Ibid.
242 A similar analysis can be extended to the incurring of interest on a loan: BL Lange
and Co v Bird (1991) 7 ACSR 715.
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Anor243 which directly applied the Russell Halpern decision with the
result that a continuing obligation to pay interest on a loan was held to
have been incurred at a time prior to the requisite "grounds to expect"
existing.
Furthermore, it has been claimed that the distinction created between
periodic and term leases is anomalous and, further that the decision is
contrary to the aim of S.592 which is to ensure that company
controllers promptly initiate winding up proceedings as soon as it is
apparent that the company is insolvent. 244
Further criticisms of the majority reasoning were advanced in section
2.1.4.
Subsequent decisions would appear to support the view that something
less than the availability of an action in debt is required. Whilst in
Hussein v Good245 delivery of the goods contracted for was the critical
event in Hawkins v Bank of China246 a debt was incurred when a
guarantee was executed. In Geraldton building Co Pty Ltd v
Woodmore247 had the Court concluded that a claim on a quantum merit
was a debt of the defendant then it would have been incurred when the
sub-contractors entered the site and performed the work.
These cases illustrate that the timing of the incurring of a debt would
appear to depend on the circumstances and is not governed by the
requirements for an action in debt.

4.5 The time for making the relevant inquiry
When inquiring as to whether there were reasonable grounds to expect
that the company would not be able to pay, S.592(1) provides that this
inquiry must be based on the facts existing "immediately before the
time when the debt was incurred". Furthermore the defence in S.592(2)
also focuses on "the time when the debt was incurred". These
provisions, therefore, repeat the position established by the former
legislation which made reference to "the time when the debt was
contractedu.248
243 (1987) 5 ACLC 904. Contrast the approach taken to the application of the fraudulent
trading provision in R v Grantham (supra), considered in section 3.1.5.
244 Herzberg, "Current Developments - Legal and Administrative", (1987) 5 C&SLJ 54 at
55 and at (1991) C&SLJ 285, 293.
245 (1990) 1 ACSR 710. Also see Hamilton v Abbott (1980) 5 ACLR 391 and Rema
Industries and Services Pty Ltd v Coad (1992) 7 ACSR 251.
246 (1992) 7 ACSR 349.
247 (1992) 8 ACSR 585.
248 See 3M Australia Pty Ltd v Kemish (supra), 192.
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The relevance of hindsight
Clearly if any degree of hindsight is included in this inquiry then the
defendant will be in a precarious position. For this reason the courts
have consistently emphasised the necessity of ruling out of
consideration any matters of hindsight. For example in Re Concept
Constructions Pty Ltd (in liq) the respondent's submissions as to the
dangers of the Court retrospectively examining his conduct were
greeted by Harris J. with the comment:
"In so far as the Respondent's statement is intended to be a protest
against judging a person too harshly in the light of hindsight, it is a
proper comment". 249
However in 3M Australia Ply Ltd v Kemish, Foster J. indicated that
hindsight may be of some relevance. If the happening of an event after
the incurring of the subject debt produced the situation of the
company's inability to pay all its debts then, if such a happening was
reasonably foreseeable, at the relevant time, by a director or manager
of reasonable competence, it would form part of the reasonable
grounds for the expectation of an inability to pay.
His Honour proceeded to endorse the use of expert witnesses in
assisting the court in ascertaining whether the relevant grounds
existed. Such an expert could be presented with the factual material
which would have been available for the consideration of a competent
manager at the relevant time.
Clearly the question of when the inquiry should be made is related to
the issue as to the meaning of the terms "incurred" and "contracted",
which in turn are related to the meaning of the expression "debt".
These issues were considered above.

4.6 Locus standi
It was observed in chapter 5 that locus standi under the reckless
trading provision has been in a state of flux since the first enactment of
the provision. S.304(1A) authorised liquidators and creditors to bring
proceedings, S.374D(1) referred to the appropriate officer, which, as
defined, included liquidators and similar officials, and creditors or
contributories provided that they had permission from the AttorneyGeneral or his delegate, whilst S.593(1) refers to the Commission or
appropriate creditors.
249 Supra.
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The difficulty with the S.592 and S.593 regime is that S.592(1), to the
extent that it also provides a civil liability, makes no reference as to who
has locus standi under that provision. Traditionally only the crown
could, or at least was concerned with, prosecuting offences. However
S.592(3) and S.592(4) would appear to envisage civil proceedings
under S.592(1) so raising the issue of locus standi. Similarly the
presence of S.592(7) and S.592(8) imply that S.592(1) authorises civil
proceedings, although they could possibly be interpreted as provisions
which have in mind S.593 proceedings.
The inadequacies of the drafting of these provisions was considered in
greater detail in chapter 5.

Creditors have standing under S.592
In 3M Australia Pty Ltd v Watt; NEC Home Electronics Australia Pty Ltd
v White, 250 the defendants sought to take advantage of these
difficulties in an effort to convince the Court that a creditor has no
standing to institute proceedings under S.592 for the recovery of a debt
incurred by the company. Rogers J. rejected this submission and held
that S.592(1) establishes both a civil and criminal liability and, further,
that the provision is available as a cause of action to creditors. In so
doing he acknowledged the difficulties presented by the provisions but
nevertheless felt disposed to give the provision an equitable operation
and refused to read it down in the way contended by the defendants.
The New South Wales Court of Appea1 251 endorsed the sentiments of
Rogers J. In its opinion his Honour's decision was in conformity with
the legislative intent, as stated in the Explanatory Memorandum. 252 The
Court, however, emphasised the need for legislative attention to be
given to the provisions so as to bring them into a greater degree of
conformity. 253

Liquidators do not have standing under S.592
Subsequently in Ross McConnel Kitchen & Co Pty Ltd (in liq) v Ross &
0rS254 these inadequacies resulted in a narrow interpretation of the
provisions. The case involved a liquidator suing on the basis of
S.592(1) on behalf of the creditors. Although Young J. recognised the
commercial convenience of such a course of action he was unable to

250 (1984) 9 ACLR 203; Discussed further in chapter 5.
251 (1985) 3 ACLC 324.
252 Paragraph 1219A.
253 See chapter 5.
254 (1985) 3 ACLC 326.
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find in the legislation any mandate for it.255 His Honour contrasted the
former legislation, both S.304(1A) and S.374D(1), with S.592(1) and
observed a change in that only the Commission or the person to whom
the debt is payable and not the liquidator may apply to the Court and,
further, the person to whom payment is to be made is the creditor and
not the company as under the former legislation. 256
His Honour would appear to have extended locus standi under
S.592(1) to creditors. It is arguable that although this is not readily
apparent from a reading of the provision it is probably implied by virtue
of S.592(3) and (4), and such a conclusion brings the provision into
conformity with S.593(1). Similarly although the provision, unlike
S.593(1), does not specify to whom payment is due again it is arguable
that analogous to S.593(1) the court may order payment to the
creditors concerned.
Both the proposition that the court may order payment to creditors and
the proposition that a liquidator does not have locus standi are
supported by the fact that under S.592(1) a defaulting officer may be
found to be jointly and severally liable with the company. This liability
must be to the creditor and not to a liquidator as that would amount to
being liable to the company, and of course, the company cannot be
liable to itself. Furthermore, if liquidators had locus standi this would be
inconsistent with the standing provided by S.593(1) 257 and might lead to
difficult issues of reconciliation where creditors had also brought
actions.
This limitation has been identified as one of the major criticisms of
S.592 given that it is often difficult and expensive for small trade
creditors to bring a successful S.592 action. 258 On the other hand, there
are strong arguments in favour of providing creditors with standing,
either in a personal or derivative capacity. The issue is discussed in
detail in chapters 10 and 11 in relation to the recent reforms which
have the effect of reversing the position.

255 There would also be a practical advantage in such a course as the liquidator has
complete access to the company's records and therefore is better able to satisfy the
onus of proof; Herzberg, "Current Developments - Legal and Administrative°, (1985) 3
C&SLJ 202 at 204.
256 See section 2.3 above. Both S.304(1A) and S.304(1) were also silent on the issue to
whom payment should be made and the caselaw is divided. S.374D(1) and (2) both
provided for payment to the company.
257 Farrar argues that the lack of standing in liquidators is completely contrary to the
whole logic of winding up; The Obligations of a Company's Directors to its
Creditors", an unpublished paper, Christchurch New Zealand, 1987, at p.13.
258 Burrell and Long, "Apathetic directors beware-recent case developments", (1991) 21
QLSJ 5, 16.
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4.7 Application of the provisions to other than directors

In addition to imposing liability on directors256 S.592(1) and S.593(1)
impose liability on any person who took part in the management of the
company.260 The issue has arisen as to the scope of this second
"management" category which has proven to be problematical.
Official man ogers261 and receiver managers 262 have been held not to
be subject to the provision as essentially they manage the assets of the
company, possibly even all the assets, but not the company itself.
Furthermore the potential imposition of liability on such persons would
render it impossible to perform their functions. 263 Similarly it is argued
that the provisions ought not to apply to liquidators.
Arguably this second category envisages in its scope persons who take
an active participation in management which is real and direct albeit
short of absolute contro1. 264 In Holpitt Pty Ltd v Swaab265 it was
suggested that the use of the word "director" implied that the section
embraced persons whose management role could be likened to that of
a director. The policy behind the provision required that a person to
whom the section applied have a significant role in the company that
incurred the debt. Thus the section did not apply to a person whose
role was a junior one giving him no real influence on the decision or if
his role was that of an outside adviser, such as a solicitor.
Given these interpretational difficulties and the limited application of the
category in any event, the need for this aspect of the provision must be
questionable.
5.

Conclusion

Further evidence of haphazard development and inadequate legislation
It was observed in chapter 5 that the legislative development of the
fraudulent and reckless trading provisions was haphazard, more in
response to difficulties and anomalies that arose in the application of
the provisions and political pressures than any cohesive policy.

259 The definition of 'director is broad and includes de facto directors. See S.60(1) of the
Corporations Law.
260 Contrast the UK wrongful trading provision which only applies to directors. See
chapter 5, section 2.3.3.
261 Fliway Transport Pty Ltd v Soper (1989) 7 ACLC 129.
262 North City Developments Pty Ltd; Ex Parte Walker (1990) 8 ACLC 1004.
263 Ibid.
264 See Mangioni (supra, 352).
265 (1992) 6 ACSR 488.
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This is also reflected by the judicial treatment of the provisions. The
judiciary has been frequently required, by ameliorative judicial
pronouncements, to render the legislation workable. To whom liability
is owed under the provisions, to which debts the provisions apply, what
relationship must the impeached officer have to the debts at issue and
what is meant by fraud and reasonable grounds, are only some of the
issues that the judiciary has been required to address.

A common theme?
If there is a common theme in these decisions it is towards a tightening
of the obligations imposed on corporate officials and a furtherance of
the goal of creditor protection.
This ought not, however, be over-stated. The judiciary has typically
adopted a restrained approach, seeking to give effect to the wording of
the legislation with the aim of furthering the intention of parliament. This
intention has not always been clear and, on occasions, rather
surprising judicial views have been expressed. The finding that
liquidators do not have standing, that, in the view of some judges,
passive directors are protected and that a defendant's promises of
support can provide evidence of an expectation of an ability to pay are
illustrations of restrictive judicial interpretations. Whilst, in each case,
the judges concerned could no doubt point to their quite rational
perceptions of the meaning of the legislation, clearly a different judicial
approach, such as that exemplified by Kirby P. in Metal Manufacturers
v Lewis, might have compelled a different finding.
His Honour's judgment is also illustrative of a view of the legislation
shared by many of his brethren, at least implicitly, that it provides a foil
to the privilege of limited liability and in the approach to its
interpretation regard must be had to maintaining a balance between the
competing principles of entrepreneurial stimulation and creditor
protection. However typically the focus has been towards identifying
the standards required of those enjoying the privilege rather than on
the broader issue of the need to provide creditors with a means of
recovery where an inappropriate level of risk has been shifted onto
them with the result that they have subsequently suffered loss.
Nevertheless this more narrow focus provides insight into the requisite
balancing act and the standards required of corporate controllers and,
at a more basic level, assists in both the interpretation of the defaulting
officer provisions and the identification of necessary reforms.
This is not to say that the judiciary itself has not added to the haze
surrounding the provisions. In particular the United Kingdom courts
created confusion by allowing criminal law considerations to influence
their approach to interpreting the civil remedies. Furthermore, the
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judicial analysis of the requirement of fraud, again mainly by the United
Kingdom courts, has exhibited some inconsistency. This can
undoubtedly be attributed to the pressures on the judiciary, in the
absence of legislative action, to fill a lacuna perceived to exist in
relation to creditors' rights.
Residual areas of uncertainty in the application of the legislation
In the result, notwithstanding that the judiciary has clarified some
aspects of the provisions, considerable doubt and uncertainty in
relation to the application of the provisions continues to exist. The more
important areas of doubt identified in this chapter include:
(i)

Given that the provisions only apply to non-operating or insolvent
companies there is uncertainty as to what is the relationship
between this feature and the existence of the causes of action
established by the provisions and also as to what evidence may
be relied upon to establish that a company is insolvent.

(ii)

The extent of the courts' powers as to the quantum of any award
ordered is uncertain. There are competing views as to whether
the provisions are punitive in nature and uncertainty in relation to
which "debts" liability can be ordered.

(iii)

An inconsistency exists between the fraudulent and reckless
trading provisions in relation to the application of the proceeds of
court orders. This raises difficult questions where a creditor
negotiates a settlement upon a threatened action under the
fraudulent trading provision.

(iv)

The meaning of a debt becoming "due" admits of some
uncertainty.

(v)

Whether, and in what circumstances, an impeached officer can
seek reimbursement from the company is unsettled.

(vi)

Some interpretations of the expression Intent to defraud"
generate an over-lap between the ambits of the fraudulent and
reckless trading provisions. Furthermore the circumstances in
which an Intent to prefer" will evidence an "intent to defraud"
requires clarification.

(vii)

The requirement that the intent be attributable to the company
generates difficult, and arguably unwarranted, qualifications.
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(viii) It is unclear whether the fraudulent trading provision has an
application to fraudulent conduct directed at persons other than
creditors, such as customers.
(ix)

The meaning of the requirement contained in the fraudulent
trading provision of being "knowingly concerned" is unsettled. In
particular doubt exists as to in what capacity the defendant must
be acting in relation to the company to satisfy this expression,
whether an omission to act may satisfy the expression, whether
the concern must be in the specific fraudulent act and not simply
the business of the company generally and whether an
associated company can be "knowingly concerned". There is
even some doubt as to whether the expression adds anything to
the requirements of the provision in any event.

(x)

The application of the objective and subjective tests contained in
the reckless trading provisions and their inter-relationship is
problematical.

(xi)

The feature of the reckless trading provision that there be an
expectation as to the ability of the company to pay its debts
presents difficulties where the reasonableness of the defendant's
expectation is dependent on a settled practice he established.

(xii) The degree of knowledge as to the incurring of the debt required
of the defendant under the reckless trading provision has
generated some uncertainty, in particular as to the relevance of
the defendant's acquiescence in the conduct of the business.
Whilst this may have now been substantially resolved, residual
difficulties remain.
(xiii) The expression "debt" engenders much uncertainty. Whilst it
would now appear to be settled that the expression
encompasses contingent liabilities, some doubt remains in
relation to non-contractual liabilities and as to whether a debt is
"incurred" upon contracting or only upon an action in debt
arising. Furthermore conceptual and procedural difficulties
emerge from the adoption of the expression.
The time for making the relevant inquiries under the reckless
trading provision depends in turn on the meaning attributed to
"debt".
There are two reckless trading provisions providing a civil
remedy, a feature which itself creates considerable confusion,
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standing in relation to one not being specified and requiring
clarification. Liquidators do not have standing.
(xvi) The availability of discovery procedures is unclear yet of critical
importance if the provisions are to provide an adequate cause of
action for individual creditors.
(xvii) The scope of the category of potential managerial respondents is
unclear.
In chapter 9 the issues identified above will be analysed further with a
view to identifying what would be the likely thematic development of
these provisions and to establishing a platform for future reforms.
However first it is proposed to examine, in chapter 7, the unique
difficulties encountered by creditors of corporate groups, together with
the avenues of redress available to them. Then, in chapter 8, legislative
and judicial developments in New Zealand and South Africa will be
considered.
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CHAPTER 7
CREDITORS AND CORPORATE GROUPS
"The glorification of the group may serve many beneficial purposes. It
can be a remedy to individual egoism and can provide a context for
genuine human concern - but only within the limits of the group. Since,
however, the concentration of one group is in general at the expense of
others, the group bias produces ill-affects on a large scale. It works
against wide collaboration among people; it leads to conflict between
rival classes, interest groups, or nations; and it promotes in
consequence a social order in which power, rather than the common
good, is the principle goal and determinant of policy."

Richard Viladesau,
The Reason for our Hope (1984) 180.
1.

Introduction

New problem - old law
The twentieth century phenomenon of the corporate group has given
rise to new concerns for creditors. Not surprisingly the company law
principles designed to protect creditors, languishing as they do in
nineteenth century concepts and inadequate to handle the issues
arising from a single company, exhibit major conceptual and practical
deficiencies when applied to group enterprises. This problem was
eloquently identified by Templeman L.J. in Re Southard and Co when
he said:
"English company law possess some curious features which may
generate curious results. A parent company may spawn a number of
subsidiary companies, all controlled directly or indirectly by the
shareholders of the parent company. If one of the subsidiary
companies, to change the metaphor, turns out to be the runt of the litter
and declines into insolvency to the dismay of its creditors, the parent
company and the other subsidiary companies may prosper to the joy of
the shareholders without any liability for the debts of the insolvent
subsidiary". 1
The inadequacies of the common law checks on the privilege of limited
liability in their application to corporate groups has been well

1

[1979] 1 WLR 1198 at 1208.
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documented. 2 As a consequence a parent company is able to create
layers of insulation from liability. This has eventuated because it would
appear that the principle of limited liability has been applied to
corporate groups simply by default without any consideration of its
appropriateness
. 3

Thus with the development of the corporate group, and especially
multinational groups, the potential difficulties facing creditors seeking to
recover debts owed by insolvent companies have taken on an added
dimension. The inadequacies of the law have provided the controllers
of these groups with virtual immunity from the claims of unsatisfied
creditors.
Disclosure requirements of limited protection
In chapter 2 it was observed that the legislature and judiciary perceived
company disclosure as the basis for creditor protection. This was a
product of both the market orientated philosophy that existed during the
late nineteenth century and a commercial naivety. The resourceful
ingenuity of the business sector quickly rendered the principle of
disclosure totally inadequate to accomplish the demanding task
required of it. In the case of group companies the disclosure
requirements could be readily avoided by corporate reorganisation. 4
In fact where corporate group structures are involved the principle may
actually aggravate the position of creditors. Where investigations are
undertaken creditors might find that the company has very wealthy and
powerful connections. Normally references contained in the company
letterhead will ensure that even the most casual perusal will bring these
connections to a potential creditor's attention.
More recently the implicit sentiments contained in such a reference
have been expressly conveyed through the medium of "letters of
comfort".5 In these letters, which are normally prompted by a
2
3
4

5

For example, see Blumberg, "Limited Liability and corporate groups", [1986] J of Corp
Law 573, 575.
Id, 605-611 and 623.
See Hadden; The Control of Corporate Groups; Institute of Advanced Legal Stud
(University of London) 1983. Also see Hadden, Inside Corporate Groups", (1984) Intl
J Soc L 12: 271. Nevertheless he perceives a need for disclosure, but disclosure of the
financial position and trading performance of functional units within the group, both on
a product and a national basis, rather than of the units as defined by arbitrary
incorporation. In order to avoid creative accounting through the agency of intra-group
no or low interest loans, management charges and transfer pricing, he recommends
the adoption of the taxation accounts for disclosure purposes. Notably Hadden also
recommends regulatory reforms to operate in conjunction with these new disclosure
requirements. See chapter 4.
See Wood's Law and Practice of International Finance, 1980 para 13.5.
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prospective creditor's request for a guarantee or indemnity, parent
companies vouch the credit worthiness of subsidiary companies
without going so far as to give a legal commitment. The courts have
generally placed a heavy burden on parent companies to prove that
these letters do not establish an intention to be legally bound and often
such letters afford the recipient more comfort than the giver may have
intended . 6
These letters epitomise the "janus like" nature of group companies.
Where it suits them the combined economic strength of the group will
be touted. However when difficulties develop, the individual companies
comprising the group retreat behind the legal fiction of corporate
identity. These companies want it both ways and more often than not
the courts allow them to have it. 7 The judicial endorsement of this
position is well illustrated by Re Greater London Properties Leases
where a subsidiary company was held to be a responsible assignee of
a lease because in the opinion of the Court its parent company was a
powerful concern which in practice would be unlikely to let it go to the
wall. This was so notwithstanding that it had refused to give a
guarantee for the rent. Apparently that was merely "a point which might
be taken by a pedantic chartered accountant". 9
Particular issues confronting creditors of group companies
The inadequacies of the common law checks on the privilege of limited
liability, especially the failure to recognise the commercial reality that it
is the group and not the relevant company whose interests are
considered by corporate officials when entering into a transaction or
making a decision, together with the limitations of the protection
provided by the disclosure requirements has given rise to a number of
particular concerns for creditors of group companies. These include:

(i)

6

7

8
9

What is the position of the creditor where the relevant company
is sacrificed for the interests of the group? That is, to what extent
are companies in the group responsible for the external debts of
the insolvent company? This issue arises because, prima facie,
a parent company might carry on a business through an under
capitalised subsidiary company without the parent incurring any

For example see Kleinwort Benson Limited v Malaysia Mining Corporation Berhad
[1988] All ER 714 where the letter was held to create an impression of an ongoing
obligation and hence created a legally enforceable obligation.
A similar comment can be made in relation to the publication of groups accounts by a
corporate group. The implication is that there is a group liability when there is not. See
Gower, 123.
[1959] 1 WLR 503.
Id, 507.
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liability for the subsidiary's debts should it become insolvent. 10
(ii)

In the above circumstances the issue often arises as to how the
claims of other group companies in the winding up of an
insolvent group company should be treated vis-a-vis creditors of
the insolvent company? This will clearly impact on an individual
creditor's prospects of recovering a debt and where these other
claims are postponed the effect may be that the creditor thereby
indirectly recovers from these companies.

(iii)

The issue arises as to whether certain non arm's length
transactions between group companies, such as the transfer of
assets at less than market value, the making of low interest
loans, the entering into of guarantees and the issue of dividends
without regard to cash requirements, can be challenged by
creditors as a misapplication of the company's assets by its
officials?11 Normally subsidiary company officials will be the
nominees of the parent company. Often their conduct, whilst in
the interests of the group, may be detrimental to the subsidiary
company. In such a situation to what extent will these officials be
personally liable to creditors should the company become
insolvent? Similarly are there any circumstances in which the
controllers of the parent company might be personally liable?

(iv)

These three areas of concern have both a domestic and
international face. Where a group includes multinational
companies then the problems for creditors are exacerbated by
virtue of the territorial limitations of the laws on which they rely
together with the practical limitations on pursuing judgments
against foreign entities. This raises the issue of whether the
jurisdiction of the country in which a subsidiary is operating
extends to some or all the other companies in the group?

These issues are essentially a reflection of those which arise in the
context of single companies. The parent company is but a corporate
version of the delinquent controller. Just as the involvement of a
particular individual with a company may render dealings with that
company more attractive to a creditor so might a company's affiliation
10 Hadden (op. cit. 23-24 and 31) acknowledges that senior company executives assert
that it would not be practicable for a holding company to "walk away' from the debts of
a subsidiary and rather, by guarantees or deeds of subordination, they normally accept
an obligation to meet these debts. However more difficult issues are bound to arise
where the holding company itself is only partially solvent or where the subsidiary is not
wholly owned, as in many joint ventures.
11
The issue also arises as to whether these transactions can be challenged as being
voidable preferences. A consideration of this issue is, however, outside the parameters
of this thesis.
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with a large conglomerate of companies. However just as the individual
has no legal obligation to satisfy the creditor's expectations should the
company encounter financial difficulties, neither do related companies.
Alternatively a crlditor might be mistakenly attracted to do business
with a company because of its apparent independence from an
individual or other companies but may suffer loss when this company is
subsequently deprived by the controlling individual or entity of the
assets it once had. 12

The scope of this chapter
The purpose of this chapter is to identify the principles that have been
derived in order to tackle these problems and provide creditors with an
effective recovery regime, with the aim of identifying an agenda for
future reforms. It will be observed that the common law has
demonstrated a limited capacity to recognise the commercial realities
of a group enterprise by the application of trust and agency principles
and a, generally discredited, economic equivalence principle. The
problems thereby presented to creditors by the inadequacies of the
common law have been compounded by the reticent of the legislature
to enter into this field. This reticence is particularly apparent from the
procrastination of the United Kingdom legislature, with the Australian
legislature fairing only slightly better. Only in New Zealand has some
resolve has been displayed.
It will be argued that reforms are urgently required although in the
interim torts law innovations may provide an avenue for creditors of a
subsidiary seeking recourse to the assets of the group. The uncertainty
and expense associated with this avenue does not, however,
recommend it as a mechanism for recovery other than for creditors who
have suffered major losses. Furthermore the divergence in policy
considerations on which torts remedies are based from those
underpinning the companies law raises a concern as to the integrity
and desirability of a creditor recovery regime that encompasses tortious
remedies.

12 The American courts have reacted to circumstances such as these by classifying them
within a wide definition of fraud so as to allow the veil to be lifted. Alternatively the
parent company is held to be liable on the basis that it °dominates ° the subsidiary, a
concept not dissimilar to the test for implied agency applied by the common law courts.
For a comparison of the English and American approaches see Whincup, "Inequitable
Incorporation - The Abuse of a Privilege", (1981) 2 Co Law 158.
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2. The Common Law Response to Group Companies
The application to group companies of the common law principles
impacting on creditors' recovery rights traditionally revolves around two
issues:
(i)

in what circumstances will the courts pierce the corporate veil and
treat a group of companies as a single company such that,
effectively, a debt may be recovered from a company related to
the debtor, and

(ii) whether and to what extent corporate officers of one group
company may take into account the interests of other companies
or the group as a whole when making corporate decisions?
Associated with this is the issue of whether controlling companies
and their officers can be viewed as officers of subsidiary
companies such that they owe fiduciary duties to these
subsidiaries?
It will be observed below that each of these issues has proved
problematical although the general approach has been to emphasise
the separate legal status of a company rather than to give legal
recognition to any concept of the group. Whilst this tension between
commercial reality and the law has worked against creditors seeking to
lift the corporate veil or impose liability on the ultimate corporate
controllers, it has also served to widen the potential liabilities of group
company officers in relation to the fulfilment of their duties. Any liability
would be, however, owed to their company and not to individual
creditors. Notably there have been calls for reform.

2.1 Piercing the corporate veil
2.1.1 The application to group companies of the exceptions to the
Salomon principle
In chapter 2 the exceptions to the Salomon principle were identified.
Clearly these exceptions may have an application irrespective of
whether the controller is an individual or a corporation. Indeed it was
acknowledged that there is some authority for the existence of a fifth
category of exception developed in response to group company
arrangements. This category would enable the corporate veil to be
lifted where the economic realities of the situation are that there is one
commercial entity. Ultimately, however, the balance of authority and
commentary is against the existence of this fifth exception.
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The agency exception
Nevertheless the law reports are littered with instances where the other
four exceptions have been applied in a group company context.
Typically these cases have been characterised as relying on the
agency exception. The leading authority is Smith, Stone and Knight Ltd
v Birmingham Corporation. 13 In that case Atkinson J. identified six
points relevant to determining whether a subsidiary was in truth
carrying on the business of the parent company, namely:
(i)

were the profits treated as those of the parent company?

(ii)

were the persons conducting the business appointed by the
parent company?

(iii)

was the parent company the head and brain of the trading
venture?

(iv)

did the parent company govern the venture and decide what
should be done and what capital should be embarked on it?

(v)

were the profits made by its skill and direction?

(vi)

was the parent company in effectual and constant control?

Gower has identified an additional criterion namely whether the
subsidiary is obviously under capitalised for the carrying on of an
independent existence. There are some cases in which this principle
has been recognised and it has been regarded as an important factor
in the United States. 14 However there has been no consistent judicial
recognition of this factor in Australia. 15
Relevance of domination
These factors are, however, only guides to determining whether in
effect the subsidiary company is the puppet or agent of its holding
company. In the Canadian case of Aluminium Company of Canada Ltd
v City of Toronto the Court stated the question in terms of whether or
not the parent company dominated the subsidiary in the sense that it
had no independent functioning of its own. 16 It would appear, therefore,
13
[1939] 4 All ER 116.
14 Gower, Principles of Modem Company Law (1979) 4th edition, 130. For a discussion
of the factors which the American courts look to when addressing this issue see
Hadden, The control of corporate groups (op. cit.), 162. The importance placed by the
American courts on under capitalisation is also considered at pp. 162 to 163.
15
Ford, 166.
16 [1944) 3 DLR 609, 614. The use of the word "domination" suggests that the Canadian
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that in the absence of evidence of something in the nature of
domination an agency relationship will not readily inferred. 17 The
difficulty of course is that the very nature of the holding company and
subsidiary relationship is that the former controls and, normally,
dominates the latter. Thus recent Australian authority has rejected any
attempted rationalisation of the principle by reference to the term
"domination" holding that such an approach is too simplistic. 18

Circumstances where the exceptions have applied to group companies
Notwithstanding the potential application of these exceptions, and in
particular the agency exception, to group companies a notable feature
of the caselaw is that the exceptions have seldom been used to justify
the imposition of liability on holding companies for the debts of their
subsidiaries. In fact normally they are relied upon by holding
companies seeking to escape certain unintended effects of conducting
business through a group environment. For example, in the
Birmingham Corporation case the issue was the standing of the holding
company to claim compensation for the compulsory acquisition of
premises owned by a subsidiary. 19
Again, as was observed in chapter 2, special considerations apply
where the creditor is the revenue authority. In such circumstances the
courts appear less hesitant about recognising the economic realities of
the arrangement. For example, in Aluminium Company of Canada
Limited v Toronton it was held that a subsidiary was merely a puppet
for the parent company and therefore the two companies should be
treated as one for taxation purposes. Similarly in Littlewoods Mail Order
Stores Ltd v McGregot21 rental paid by a holding company to a
subsidiary was disallowed as a deduction as the subsidiary was not in
truth a separate and independent entity but a creation of the taxpayer
company. Lord Denning M.R. referred to the lead taken by the

courts may have been influenced by the position in the United States.
However this in itself will not give rise to the finding of an agency relationship: R v
South Wales Traffic Licensing Authority, Ex parte Ebbw Vale Urban District Council
[1951] 1 All ER 806. Also see the cases cited at p.27 in Ziegel, Canadian Company
Law, Butterworths Toronto 1967.
18 See Briggs v James Hardie and Co Pty Ltd (1989) 7 ACLC 841; Dennis Wilcox Pty Ltd
v FCT ATC 4292; (1988) 79 ALA 267.
19 Another circumstance were a holding company successfully persuaded a court to
recognise the close association between it and a subsidiary arose in Kaiser Aluminium
and Chemical Corporation v The Reynolds Metals Company 43 AUR 156 where a
holding company was granted standing to oppose the grant of a patent where it was a
subsidiary company which would directly suffer.
20 [1944] 3 DRR 609. Also see Toronto v Famous Players Canadian Corporation [1936]
2 DLR 129; affirmed [1935] 3 DLR 685, where parent and subsidiary companies were
treated as one for tax purposes.
21
[1969] 3 All ER 855.
17
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legislature in recognising group accounts as assisting him in the
conclusion that the veil should be lifted in the circumstances. The other
judges looked at who was really benefiting from the arrangement,
concluding that it was the taxpayer company and not the subsidiary.

Conceptual inconsistencies displayed by caselaw
These decisions also illustrate the difficulties experienced by the courts
in applying these principles to group companies. Although the above
cases are traditionally characterised as agency cases the language
expressed in the judgments is not always compatible with such an
analysis. In determining whether an agency relationship exists the
courts appear to consider the same principles which are relevant to
determining whether one of the other exceptions to the Salomon
principle applies. In truth, in each case the court examines the
relationship between the companies to determine whether it is
sufficiently close to justify departing from Salomons case. This often
results in the courts reaching the anomalous conclusion that although
the two companies are separate legal identities, for the purposes of the
issue at hand they are to be treated as one. 22
Examples of cases illustrating this proposition exist in all jurisdictions in
various contexts. In JR McKenzie Ltd v Gianoutsos and Booleris23 the
New Zealand Court of Appeal held that a parent company was in
occupation of premises, within the meaning of the tenancies legislation
in that country, even though a subsidiary was in occupation. The Court
stated that the word "occupation" had to be interpreted in its popular
business sense. The companies were so closely related that they were
to be regarded "as being virtually one even though they are separate
legal entities".24
Similarly in the Canadian case of Nedco Ltd v Clarke et aP-5 the Court
upheld union activity against a subsidiary of a holding company, the
subject of a legal strike, on the basis that the subsidiary viewed "from a
realistic stand point rather than its legal form" was an integral
component of the holding company's business.26

22 See Sachs Li in the Uttlewoods case (supra) at 861.
23 [1957] NZLR 309.
24 Id, 330. Notably this decision was distinguished in Fisher v Wong Gee [1958] NZLR
212 on the basis that the controlling entity did not wholly own the subsidiary company,
holding only 7,000 shares out of 7,500. It was stated that the earlier case "should be
regarded as marking an extreme limit beyond which the Court will not readily pass in
attributing to one company identity with another ... (at 214).
25 43 DLR (3d); also see the cases cited therein at 721.
26 Id, 722. Contrast SchouIs v Canadian Meat Processing Corp et al 147 DLR (3d) 81.
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In the United Kingdom decision of Merchandise Transport Ltd v British
Transport Commission & Othersv the Court upheld the refusal to grant
a transport licence to the subsidiary of a parent company where the
parent company would not have been entitled to the licence. The Court
considered that the substance of the matter, namely that the two
companies together constituted the one commercial unit, could be
considered by the licensing authority. After considering various
authorities the Court stated the principle that the corporate veil could be
pierced where the character of a company, or the nature of the persons
who controlled it, was a "relevant feature". 28
2.1.2 Attempts to impose contractual obligations on related
entities
The difficulty of course is determining in what circumstances these
aspects are a "relevant feature". Where there is a blatant attempt to
avoid legislation the courts have less difficulty in making this
determination. Where however the purpose of the inquiry is to visit
upon the controlling company the contractual obligations of an
associated company the indications are that the courts will not lift the
corporate veil. This would appear to be the effect of the sparse
authority that exists where such circumstances have been
considered. 29
For example, in the Canadian case of Clarkson Co Ltd v Zhelka30 the
Court refused to disregard the separate corporate identity of a family of
companies under the control of an insolvent notwithstanding that there
had been a confusing sequence of transfers of assets and advances
between them, and that the only person who had benefited from these
operations was the insolvent. Although the Court acknowledged that
this was a borderline case it does illustrate the hesitation of the courts
to lift the veil where it is for the purpose of imposing contractual
obligations on another party.
Similarly another attempt to impute a contractual obligation of a
subsidiary to a holding company arose in the New South Wales
Supreme Court decision of Pioneer Concrete Services Ltd v Yelnah Pty
Ltd.31 A subsidiary had entered into a contract with the plaintiff for the
27 [1962] 2 QB 173.
Id, 180.
28
29 For a similar conclusion see Hadden, The Regulation of Corporate Groups in
Australian, (1992) 15 UNSWU 61.
30 64 DLR (2d) 457.
(1987) 5 ACLC 467. Also see Qintex Australia Finance Ltd v Schroders Australia Ltd
31
(1991] 3 ACSR 267 and Cromwell Corp Ltd v Sot rana Immobiliser (NZ) Ltd (1992) 6
NZCLC 67,997.
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supply of ready mix concrete. Subsequently the holding company
entered into a transaction with another party which the plaintiff alleged
breached its contract with the subsidiary. The issue was whether a
promise made by the subsidiary company was binding on the holding
company.
It was observed in chapter 2 that the Court expressed strong
disapproval of the principle enunciated in the DHN case32 and upheld
the separate legal identities of the two companies. The Court
considered that there were good commercial reasons for having
separate companies performing different functions and that this would
be given effect to.

Exceptions rarely embraced to rescind the privilege of limited liability
It can be concluded then that although there are numerous instances in
the law reports of cases where the exceptions to the Salomon principle
have been upheld in such a manner that it is difficult to determine any
guiding principles, the exceptions will rarely be embraced where the
court is asked to impose contractual liabilities across associated
companies. In such cases the onus of proving a sufficient connection
between the companies is very high indeed. 33
Probably the rationale for this phenomenon derives from the origins of
the relationship between corporate identity and limited liability. It is one
thing to lift the corporate veil for the purposes of applying compensation
legislation, tenancy legislation, industrial relations legislation or tax
legislation, but quite another thing to lift the veil to avoid the
consequences of limited liability. This would defeat the essential
purpose behind the legal recognition of corporate existence. 34

32 [1976] 1 WLR 852.
33 This onus was recently made out in Creasey v Breachwood Motors Ltd [1992] The
Times, 29 July where the defendant company had taken over the assets of another
company and, in the circumstances, was required by the Court to take over one of that
company's liabilities.
Thus, in the context of creditors' rights, the position is ably summarised by the Roskill
34
L.J. in The Albazero when he stated that it was: °... now unchallengeable by judicial
decision ... that each company in a group of companies (a relatively modem concept)
is a separate legal entity possessed of separate legal rights and liabilities so that the
rights of one company in a group cannot be exercised by another company in that
group even though the ultimate benefit of the exercise of those rights would ensue
beneficially to the same person or corporate body irrespective of the person or body in
whom those rights were vested in law. It is perhaps permissible under modem
commercial conditions to regret the existence of these principles. But it is impossible
to deny, ignore or disobey them°: [1977] AC 800 at 807.
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2.2 Company law duties
2.2.1 The general view •- no duty to the group

In chapter 3 the development of a fiduciary duty owed by company
officials to creditors was analysed. It was concluded that such a duty
exists where the company is approaching insolvency.
In the context of group companies an issue of particular importance to
non-controlling interest groups, such as minority shareholders and
creditors, is whether directors may properly take into account the
interests of other companies when performing their duties and whether
directors and other officials of group companies owe duties to
associated companies. Typically the authorities have refused to pierce
the corporate veil, in the sense of giving legal recognition to the
concept of the group. 35
In relation to the issue of the interests which directors may properly
take in to account, the general view is best illustrated by the High Court
decision of Walker v Wimbome & Others. 36 A subsidiary company had
made certain payments for the benefit of an associated company. The
issue was whether these payments amounted to a breach of duty by
the directors of the subsidiary. The majority held that they did, the
existence of the corporate group providing no justification. The rational
for the decision was stated as the need to protect the interests of the
creditors. Mason J. stated:
"... the creditor of a company, whether it be a member of a "group" of
companies in the accepted sense of that term or not, must look to that
company for payment. His interests may be prejudiced by the
movement of funds between the companies in the event that the
companies become insolvent ... The Directors in adopting the general
policy governing the movement of funds between the companies
completely disregarded the interest of the individual companies". 37
35 Cf. the Bullock Report (Cmnd 6706), chapter 8, para 38 where it was recommended
that directors of parent companies should be entitled to take into account the interests
of subsidiaries. The Report left open for consideration whether directors of subsidiary
companies should be able to have regard to the interest of the holding company and
its other subsidiaries.
36 (1976) 137 CLR 1. Discussed in a note in (1976) 50 AU 591 where the commentator
criticises this view as making "nonsense of the traditional and commonplace business
attitudes of company directors" (at 592). cf Nicholson v Permakraft (New Zealand) Ltd
(in liq) (1985) ACLC 453, per Cooke J. at 460 and Street J. at first instance in Walker v
Wimbome (supra) as noted in the judgment of Mason J.
37
Id, 7. Jacobs J. dissented on the basis that he could find no evidence to support the
view that the payment had not been for the benefit for all the companies. He required
evidence that the particular transactions were not intended to benefit the company.
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That this decision represents a fairly universal view cannot be
doubted. 38 For example, it is supported by the South African decision of
R v Milne and Erleigh39 where a director attempted to justify allegations
of acting in excess of his powers by reference to the existence of a
corporate group and the belief that he accordingly had more extensive
powers. The Court rejected the existence of a group personality distinct
from its constituent companies and controllers. In the words of
Centlivres C.J.:
no businessman could be deceived into thinking that in a group
there is, in effect, a pooling of assets and a right in the controllers to
deal with assets belonging to the companies without regard to their
respective interests ... E owed duties to the companies of which he was
a director and not to any concept called the group ..."4°
This point is also illustrated by the English Court of Appeal decision in
Cooper v Luxor (Eastbourne) Ltd, 41 although in a slightly different
context. The controller of two companies had, by virtue of his position
as managing director of both companies, determined to sell the
businesses they owned. However, after a buyer was found the
controller decided to sell his shares in the companies instead. The
major issue was as to the remuneration of a commission agent.
However, in the course of its judgment the Court reprimanded the
director for his conduct on the basis that he had breached his duty of
being disinterested in the dealings of the company. He had neglected
the companies' interests in the furtherance of his own private interests.
The fact was that the companies he served were entirely separate
persons. "The public policy upon which the privilege of limited liability"
had been given to the companies was that "the directors shall observe
the trust which Parliament has reposed to them". "This was the chief
protection of creditors". 42
Ultimately the position established by the authorities would appear to
be that directors of group companies must concentrate on the interests
of their particular company but may also take account of the interests of
the group as a whole, provided that in so doing they pay adequate
attention to the interests of any minority shareholders in their own
company and to the interests of the creditors of their own company. 43
38 Similarly directors of holding companies own no duties to subsidiary companies:
Lindgren & Ors v L & P Estates Ltd [1968] 1 Ch 572.
39
[1951] (1) SA 791 (AD).
40
Id, 794.
41
[1939] 4 All ER 411.
42
Id, 418-419.
43 From the paper by Hulme QC in The National Companies Legislation Handbook
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Significantly, from the perspective of creditors' recovery rights, this duty
is to the company and, therefore, any recovery for breach thereof is
owed to the company and not to the creditors directly.
2.2.2 What are the interests of a company?
The position established at common law essentially means that there is
no blanket restriction on directors considering the interests of the group
provided that it can be said that these interests coincide with that of
their particular company. This raises the issue as to whether and to
what extent it can be said that it is in the interests of a group company
that the group as a whole should prosper.
The issue arose in Charterbridge Corporation Ltd v Lloyds Bank Ltd &
Another44 where a group company had guaranteed the debt of an
associated company. The Court found that the directors had, in
deciding to give the guarantee, looked to the benefit of the group as a
whole and had not given separate consideration to the benefit of their
company. However, it did not necessarily follow that they had not acted
for the benefit of that company. Although the directors were not entitled
to look to the benefit of the group as a whole in circumstances where
they sacrifice the interests of their company, in the absence of
evidence of actual separate consideration the test was:
"... whether an intelligent and honest man in a position of a director of
the company concerned, could, in the whole of the existing
circumstances, have reasonably believed that the transactions were for
the benefit of the company". 45
Applying this test it was relevant that although the subsidiary would
have remained solvent had it not given the guarantee it would
ultimately have been much worse off than if the holding company had
not been given an opportunity to embark on the venture requiring the

44
45

published in November 1981 by the Institute of Chartered Accountants in Australia and
the Business Law Education Centre at p.167. Hadden (op. cit., 32) identifies the
difficulty thus placed on directors of subsidiary companies who, on the evidence before
him, were frequently given instructions on how they were to operate their companies
by senior executives at group headquarters and were required or expected to make
internal loans or to agree to buy or sell goods or services on terms which were more
favourable to the holding company or other group companies than to their own
company. He also observes that it is unclear how far the nature of a director's duty is
affected by the fact that a company is a wholly owned subsidiary. It is arguable that in
such cases the directors are entitled to give priority in the interests of the holding
company or the group as a whole.
(1970] 1 Ch 62.
Id, 74.
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guarantee. Thus it was concluded that a director of the subsidiary,
taking an objective view in the exclusive interest of that company, could
reasonably have concluded that the transaction was for its benefit.
Thus this case establishes that as long as it could be said that the
transaction might benefit the company by virtue of benefiting the group
then the directors will not be in breach. However this could well be a
double sided sword because should a company come to the aid of an
associate in the name of the group interest then should it not apply all
its resources to this effort, even to the extent of causing its own
insolvency, the directors may be in breach of their duty. 46
In summary, from a creditor's perspective the position would appear to
be that should the directors cause the company to suffer loss as the
result of conduct which could not have been beneficial to the company
but rather could only have potentially benefited associated companies
then an action would be available to the company or its liquidator
against the directors. No action would, however, be available to
individual creditors.
2.2.3 Holding company and director liability to related companies
Whilst actions against directors of subsidiary companies is one line of
attack, in the context of creditors' recovery rights the critical concern is
typically whether liability can be visited upon a controlling company, oá
its directors, where financial support is withdrawn from an associated
company or where the directors of such a company are induced to
conduct its business in a manner which ultimately results in a loss to
creditors.
Liability could conceivably arise on two bases. First of all it might be
that a failure to support a subsidiary could be said to be in breach of
the directors' duties to its holding company. It may be that it is in the
best interests of the holding company that the subsidiary be assisted.
In particular it might be that the demise of that company would have
serious repercussions for the holding company, such as the loss of an
integral part of its business or the loss of its good name. Liability would,
of course, be owed to the holding company and not to the subsidiary.
Implications of extended definition of director
Alternatively, although directors of holding companies generally owe no
duty to subsidiary companies, 47 to the extent that the holding company
and its directors have a controlling influence over the subsidiary, it may
46
Gower (4th edition), 120, footnote 53.
47 Lindgren & Ors v L & P Estates (supra).
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be arguable that they are shadow or de facto directors of the subsidiary
company and hence owe duties to it. At common law it could appear
that de facto directors are in the same fiduciary position as de jure
directors, but the position is far from certain. 48 Notwithstanding the
common law position, there has been a general trend in the companies
legislation towards a broader application of the statutory duties by
virtue of a wider definition of "officer" and "director". Basically this
legislation now imposes these duties on the person or persons who are
in fact in control of the company. 49 Given that the term "person"
includes a company50 then this opens up the prospect that a holding
company itself could be obliged to observe fiduciary standards towards
a subsidiary.
An opportunity for judicial consideration of this point arose in
Multinational Gas and Petro Chemical Company v Multinational Gas
and Petro Chemical Services Ltd & Others.51 At issue was the liability
of the directors of an insolvent company and the liability of three
international oil companies, the shareholders of the insolvent company.
It was alleged that the directors, who had acted at all times in
accordance with the directions of the three oil companies, had been
negligent and that their negligence should be visited upon these
companies.
It is clear from the judgment of the English Court of Appeal that their
Lordships were especially concerned to uphold the separate legal
identity of the companies concerned. They emphasised that the
company was not the agent of the oil companies concerned nor were
these companies as shareholders under any duty of care to the
subsidiary. As shareholders the oil companies were not "liable to
anyone except to the extent and the manner provided by the
Companies Act 1948". 52
It may be that given the subsequent amendments to that legislation
which had the effect of extending the definition of directors this case

48 See McLennan, "Directors' Duties and Misapplications of Company Funds", (1982) 99
SALJ 394,403.
49
For example see the definition of "director" in S.60 the Corporations Law and the
definition of "shadow director" in S.251 the Insolvency Act 1986 (UK).
50
S.10 to S.17 Corporations Law ; Schedule 1 Interpretation Act 1978 (UK).
51
[1983] 2 All ER 563.
52
Id, 571. Also see In re Southard & Co Ltd (1979) WLR 1198 and In re Sarflax Ltd
(1979) 2 WLR 202, where parent companies were held not to be liable for the debts of
their subsidiaries without proof of malpractice or fraud. Compare Scottish Cooperative Wholesale Society Ltd v Meyer (1959) AC 324, where a holding company
was held to owe a duty to a partly owned subsidiary not to act oppressively in its
dealings with it.
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would be decided differently today. 53 On the other hand, recently the
Privy Council in Kuwait Asia Bank EC v National Mutual Life Nominees
LtcP4 confirmed that a shareholder does not by reason of his position as
a shareholder owe any duty to anybody and, in particular, in the
absence of fraud or bad faith, does not owe a duty to a company's
creditors to ensure that a director appointed by the shareholder
discharged his duties with diligence and competence. Accordingly,
attempts to attribute liability for the acts of defaulting directors to a
controlling shareholder on the basis of, alternatively, vicarious liability,
agency, direct liability for breach of a duty of care to creditors and in
reliance on the extended definition of director were all rejected.
Nevertheless it is suggested that the potential for extended liability
remains. It may be, as will be discussed below, that this will manifest
itself in the extension of the specific statutory remedies to encompass
claims against holding companies and their controllers and officials.

2.3 The need for legal recognition of commercial reality
The niceties of the strict legal position identified above ignore the reality
that directors of group companies typically think in terms of the group
and in a group situation company boundaries are irrelevant. The
tensions between commercial reality and the law in this respect have
long been recognised.55 Most recently this tension was recognised by
Rogers C.J. of the Supreme Court of New South Wales in Qintex
Australia Finance Ltd v Schroeders Australia Ltd. 56 His Honour was
very critical of the state of the law and observed that parliament ought:

The statutory position is discussed further in section 4.1 below.
53
54 [1990] BCLC 868. Discussed in Watts, 'Company Lawn, [1990] NZ Recent Law Review
190. Also see National Mutual Life Nominees Ltd v Worn (1990) 5 NZCLC 66,384.
55 Baxt, 'The Group Entity and the law of company dividends - a puzzle?", (1978) 6 ABLR
325-333; Baxt and Harding, 'Duties of Directors and Majority Shareholders in Groups
of Companies - Tensions between Commercial Convenience and Legal Obligations',
Commercial Law Association Bulletin 127; Willett, "Conflict between modem
managerial practice and company law', (1967) 5 MULR 481; Wedderbum, "Company
Law Reform", (1965) Fabean Tract 363; Confederation of British Industry, A New Look
at the responsibilities of the British public company. (1973). Baxt has even suggested
that the directors of most public companies, in carrying on the activities of their
company, do not strictly comply with their duties in the traditional sense: Baxt, "The
Duties of Directors of Public Companies, the Realities of Commercial Life,
Contradictions of the Law and the Need for Reform', (1976) 4 ABLR 289 at 302-303.
A similar conclusion was also reached by Tomasic and Bottomley, 'Corporate
Governance and the impact of legal obligations on decision making in corporate
Australia", (1991) 1 Aust JnI of corp Law 55.
56 (1991) 9 ACLC 109. Discussed in casenotes by Baxt (1991) 65 AU 352-353 and
(1991) 9 C&SU 185-187.
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"...to consider whether this distinction between the law and commercial
practice should be maintained. This is especially the case today when
the many collapses of conglomerates occasion many disputes.
Regularly, liquidators of subsidiaries, or of the holding company, come
to court to argue as to which of their charges bears the liability ... As
well, creditors of failed companies encounter difficulty when they have
to select from amongst the moving targets the company with which
they consider they concluded a contract. The result has been
unproductive expenditure on legal costs, a reduction in the amount
available to creditors, a windfall for some, and an unfair loss to others.
Fairness or equity seems to have little role to play." 57
His Honour also stated that there was much to be said for the view that
the assets and liabilities of a failed group of companies ought be
aggregated
•

58

With the advent of the recession and the collapse of a number of
substantial corporate groups the issue of the commercial treatment of
the group as a single unit and the inadequacy of the law in dealing with
this issue has been repeatedly illustrated. 59 Typically in these cases the
courts have continued to focus on the individual company rather than
the group. It is this failure of the law to recognise that the group is now
the typical form of business organisation at all but the lowest level of
small proprietary companies that gives rise to avenues of manipulation
and abuse. 69 Whilst, admittedly, the courts are faced with the difficulty
of defining the group concept given that there is a wide range of
different types of corporate combinations with the result that precise
boundaries cannot be identified, 61 there is an urgent need to adopt a
more commercial approach.
Proposals for reform
As one possible reform prospect Hadden has examined the
development of the common law approach, observing that whilst this
57
(1991) 9 ACLC 109 at 111.
58 See the Law Reform Commission's proposal discussed in chapter 10.
59 For example, in ANZ Executors and Trustee Co Ltd v Qintex Australia Ltd (1990) 8
ACLC 980 directors of a holding company were not permitted to treat wholly owned
subsidiaries as being one entity for the purpose of forcing the giving of guarantees in
relation to a debt owed by the holding company (also see Re Spargos Mining NL
(1990) 8 ACLC 1218) whilst, on the other hand, in Equiticorp Financial Services Ltd v
Equiticorp Financial Services Ltd; Bank of New Zealand v Equiticorp Finance
Ltd (1992) 9 ACSR 199 the repayment of a debt owed by certain group members by
other group members was found to be justified on the basis that it advanced the
interests of the group as a whole.
60 See Hadden, The Regulation of corporate groups in Australia", (1992) 15 UNSWU
61.
61
Id, 80.
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provided both entrepreneurs and regulators with flexibility the downside
was the likelihood of increased complexity with resultant productivity
costs. Furthermore it would be difficult to achieve regulatory objects in
an environment in which corporate groups have complete freedom to
structure themselves with whatever degree of complexity they wish. 62
As an alternative he proposes that attention be focused on developing
specific and coherent regimes both for wholly-owned and for nonwholly owned subsidiaries in which the extent of group liability would be
linked to the extent to which the interests of the subsidiary were in
practice subordinated to those of the group. Thus directors' duties
would be more specifically formulated depending upon the type of
group. Furthermore he argues that consideration ought be given to
prohibiting the establishment of highly complex and confusing company
structures. 63
Similarly Fridman has also referred to this tension between law and
practice and the proposals to combine the assets and liabilities of
group companies and argues that an approach which pieces the veil of
group companies is only likely to result in unfairness. 64 In particular
creditors of solvent group companies may be prejudiced if their debtor
company becomes liable for the debts of associated insolvent
companies. Rather Fridman believes that the disclosure requirements
imposed on companies should be sufficient to protect a creditor who
properly does his homework. Furthermore the oppression remedy
contained in S.260 of the Corporations Law could be amended to give
standing to creditors to seek an appropriate remedy where they have
been the subject of oppressive or unfairly prejudicial conduct. 65
A more extreme proposal has been tendered by Schmitthoff who has
suggested that he would like to see the courts develop a rebuttable
presumption that a wholly owned subsidiary acts as an agent for its
parent in incurring debts, effectively the position stated by Vaughan
Williams J. when Salomon was first decided. In addition, Schmitthoff
1d81.
62
63
Id, 84.
64 Fridman, 'Removal of the Corporate Veil: Suggestions for law reform in Qintex
Australia Finance Ltd v Schroders Australia Ltd", (1991) 19 ABLR 211-216.
65 Also suggested by Farrar (1989) Cant LA 12, 31 but rejected by the New Zealand Law
Reform Commission, Company Law Reform & Restatement, Report No. 9, June 1989
at para 221. Also see the Companies and Securities Law Review Committee, Report
No. 12: Enforcement of the Duties of Directors and Officers of a Company by means
of a Statutory Derivative Action, November 1990, preceded by the Companies and
Securities Law Review Committee, Discussion Paper No. 11: Enforcement of the
duties of directors and officers of a company by means of a statutory derivative action,
July 1990. Creditors would have standing to commence a derivative action under the
Committee's recommendations.
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proposes legislative reforms to the effect that where a company is
controlled the parent should be liable for its debts. Control would be
presumed where a parent holds more than 50% of the capital. Where
the subsidiary is wholly owned the presumption should be irrefutable.
Otherwise the determination of control should be approached in a
flexible and pragmatic manner rather than by quantitative tests. 66
The problem with Schmitthoff's proposals is that they fail to
accommodate any of the arguments supporting the concept of limited
liability. If the entire resources of a company are to be pledged to
support a new venture a stifling effect on enterprise might be readily
imagined. The unfairness foreshadowed by Fridman is also likely to
manifest. Rather an approach paralleling that adopted in relation to
human corporate controllers, but providing greater flexibility, is
favoured.
These and other reform proposals will be considered further in
chapters 9 and 11 where a compromise is proposed which draws upon
the common law, together with the proposals advanced by Hadden and
Fridman, and permits flexibility without generating excessive
uncertainty.
3.

The Application of Torts Law Principles to Group
Companies

3.1 The limitations of torts based actions

In chapter 2 it was observed that the torts of deceit, conspiracy,
unlawful interference with trade, the general intentional torts,
misfeasance in a public office and negligence might avail a creditor
who is seeking recourse to a company's controllers for its defaulted
obligations. It was noted that given their present stage of development
these torts did not significantly add to creditors' rights, although
potential did exist. In particular the application of the intentional torts is
severely restricted by the requirement of proof of an unlawful act and
the defence of justification. Misfeasance in a public office required
considerable extension before it could be characterised as a cause of
action available to creditors. The utility of the tort of negligence suffered
from a lack of certainty where economic loss was involved, its
application depending predominantly on public policy. Nevertheless it
66 Schmitthoff, The Wholly Owned and the Controlled Subsidiary, [1978] JnI of Bus L
218. He concedes, in the body of his argument, that the imposition of absolute liability
on a parent company for the debts of its subsidiary creates problems in reconciling the
respective rights of the different creditors. However in his ultimate conclusions he
ignores this point.
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was argued that if these torts are to have an application it will most
likely be in the context of group companies.
The "unlawful act" requirement
Where it is necessary to establish an unlawful act this remains a major
limitation. Generally the courts have interpreted this requirement to
mean an act which is independently actionable, such that breach of a
simple prohibition on members of the public from doing what would
otherwise be lawful is insufficient; arguably even if it constitutes a
criminal offence. On the other hand, there is some authority for the
proposition that "unlawful" means simply the performance of an act
which the defendant is not entitled to perform. 67
In the absence of developments in favour of this second line of
authority it is arguable that these torts, with the exception of
negligence, may provide little benefit to creditors of group companies
notwithstanding the important feature of these actions that any liability
is owed directly to the creditor bringing the action. On the other hand, it
may be that an act which breaches the company law duties and
obligations owed to the company or the collective body of creditors may
therefore have the necessary element of unlawfulness, even on the
strict view of the term, and, in the appropriate circumstances, provide
individual creditors with a tort remedy.
The defence of justification
In any event, where it applies, the defence of justification may still
prove to be a major obstacle for creditors. Most actions would probably
be justified on the basis of the group interest. The issue would then
arise as to whether the action was in the interests of the company
which suffered. This would give rise to the anomalous possibility of the
group controllers arguing for the legal recognition of the group.
The potential application in the context of group companies of the torts
of unlawful interference with trade and of negligence will be explored in
greater detail below.

67

See the discussion in Carty, "Unlawful interference with trade", (1983) 3 Legal Stud
193. Especially see Lonrho Ltd and Anor v Shell Petroleum Co Ltd and Anor [1982]
AC 173 and Canada Cement La Farge v BC Lightweight Aggregate (1983) 145 DLR
(3d) 385 (SCC).
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3.2 The tort of unlawful interference with trade and group
companies
The severity of the limitations noted above is evidenced by the lack of
reported authorities on the application of these torts to group
companies. The exception is the English Court of Appeal decision in
Acrow (Automation) Ltd v Rex Chainbelt Inc & Another. 68
An American company with an United Kingdom subsidiary had licensed
the plaintiff Acrow to manufacture a particular item of equipment.
Chainbelts used in this manufacturing process were purchased by the
plaintiff from a subsidiary of Rex Chainbelt. There was a close
relationship between Rex Chainbelt and the American company and
the American company had the authority to direct Rex Chainbelt as to
whom they could supply chains.
Subsequently the American company sought to terminate its licence
with Acrow but an injunction was obtained restraining the termination of
this licence. The American company wrongfully believed that this
injunction only affected its United Kingdom subsidiary and in breach of
the injunction directed Rex Chainbelt not to supply chains to Acrow.
Acrow sued Rex Chainbelt and its subsidiary for conspiracy to injure
and unlawful interference with trade.
The Court of Appeal granted an injunction restraining the defendant
companies from obeying the orders of the American company and also
requiring them to use all reasonable endeavours to supply the
necessary chains. The Court did not discuss the issue of conspiracy
but rather based the decision on the existence of an unjustified
interference with the trade or business of another effected by unlawful
means.
The Court interpreted unlawful means as constituting acts which a
party was not at liberty to commit. It held that the failure to supply
chains would be in breach of the injunction previously granted and
hence unlawful. Rex Chainbelt would be, in effect, aiding and betting
an unlawful contempt of court.
Implications of the decision
It has been suggested that this decision displays a number of novel
features. 69 Firstly, the interpretation of unlawful means as an act which
68

Ibid.

69

See Carty (op. cit.) and also Mitchell, "Liability in Tort for causing Economic Loss by
the use of Unlawful Means and its application to Australian Industrial Disputes", (1976)
5 Adel Uni LR 428.
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the defendant was not at liberty to commit is a wide interpretation.
Secondly, the decision is authority for the proposition than an
interference with business expectations satisfies the requirement of an
interference with trade. Thirdly, Rex Chainbelt had no intention of
causing economic harm and it would appear that all that is required is
an intentional act which results in economic harm.
This second aspect has given rise to the claim that the case supports
the existence of the tort of unlawful interference with trade, the
existence of which is not universally supported, or an extension of the
tort of interference with contractual relations. 70 However it is submitted
that it is by no means clear that the case establishes such a
proposition. Certainly there were no contractual relations existing
between Acrow and the defendant companies for if there had been the
issue would simply have been one of breach of contract. Furthermore
the action was not against the American company which had granted
the licence and so the issue was not whether that company had
interfered with the trade between Acrow and Rex Chainbelt. Acrow was
in fact alleging that Rex Chainbelt had interfered with its trade by
refusing to supply the chains. Accordingly it must have had in
contemplation either the trade between itself and prospective
purchasers of the equipment or possibly the licensing agreement
between it and the American company as the relevant trade or contract
interfered with. If the former then the case is authority for the wider
proposition whilst if the latter then the decision is consistent with the
parameters of the tort of interference with contractual relations.
There is a third possibility namely that the relevant trade could have
been the trade between Acrow and the defendant companies
themselves and that the conduct of the defendants was a wrongful
interference with this trade. This would again support the proposition
that the case is authority for the existence of a wider tort because the
parties had no existing contract, the defendants simply refusing to enter
into any future contracts.
The third aspect of the case, namely that it is unnecessary to establish
an intent to injure, suggests the proposition that justification will no
longer be a defence. Alternatively if it remains a defence then as the
scope of the tort is much broader the circumstances where the defence
might be relied upon would be relatively fewer. The defence of
justification has proved difficult to establish where the act complained
of has been shown to be unlawful. Indeed this may explain why the
defence was not raised in the Rex Chainbelt decision, it conceivably
being difficult to justify an act amounting to contempt of court.
70

See Carty (op. cit.) at 200 and 206.
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If this decision is held to be authority for these propositions, especially
the first and third, 71 and if they are adopted in future cases then this will
constitute a significant broadening of the intentional torts. Restriction of
the mens rea to the act rather than the result significantly lowers the
burden of proving the tort and may render the defence of justification
less relevant. Similarly a wider definition of "unlawful act" increases the
scope for these torts. Such a development would significantly improve
the position of group company creditors in their efforts to recover from
related entities and persons.

3.3 Negligence and group companies
Both at common law and under the companies legislation directors
and other company officials owe duties of care and good faith to their
company. It was observed in chapter 3 that the good faith duty has
been developed to include a limited duty to creditors. It has been noted
that similar developments have not occurred in respect to the duty of
care and to date there is no authority for the proposition that company
officials owe a duty of care to the creditors of their company.n
A duty of care to creditors?
The issue arises as to whether circumstances could exist where a
company official could be held to owe a duty of care to the creditors of
another company or indeed whether the shareholders could be held to
owe the creditors a duty of care? Specifically, where a group company
has been rendered insolvent resulting in loss to creditors could the
creditors pursue an action against the controlling entity or persons,
whether control is effected via an intermediary or otherwise?
Policy arguments
The first thing to observe is that such a duty would not involve an
application of company law duties but rather of the principles
established in Donoghue v Stevenson:73 Furthermore the arguments
against the establishment of a duty of care owed by company
controllers to the creditors of their company are not necessarily
applicable. The most significant of these arguments is that the public
Balkin and Davis argue that the extension of the concept of "unlawful act" to one which
the defendant is not at liberty to commit begs the question and that the proposition that
the defendant need not intend to cause harm has been rejected by subsequent
decisions (at 667-669).
72 See chapter 2. It was there observed that there is some support for the view that this
duty, in fact, derives from tortious principles. The prevailing view is, however, that the
duty has its origins in the fiduciary duties of directors.
73 [1932] AC 562.
71
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policy which gave rise to the legislative recognition of limited liability,
namely the promotion of business enterprise, would be defeated if
corporate controllers owed a duty of care to creditors. Although it is
arguable that controllers of parent companies might be dissuaded from
conducting business through a subsidiary this is not to say that they will
not conduct that business at all. To the extent that group company
structures might be discouraged this is not in conflict with the policy of
the original companies and limited liability legislation at the time of
which the concept of a group company was not even imagined. 74
Furthermore the imposition on shareholders of a duty of care owed to
creditors would not necessarily be contrary to the public policy of
promoting enterprise as shareholders could still freely invest with
impunity and it would be only where they actively exercise their control
of the company that any liability might arise. In any event the
competing public policy arguments might be balanced by the imposition
of a lower standard of care.
On the other hand, the policy argument against the imposition of too
onerous duties on directors, namely that it would then be difficult to
encourage good people to become involved in corporate management,
remains a relevant consideration.
Subject to these policy considerations there is little difficulty in applying
the proximity test established in Donoghue v Stevenson to
shareholders and corporate officials. The application of this test in
circumstances of pure economic loss was examined in chapter 2. The
category of creditors ought satisfy any problems of indeterminacy,
whilst the public policy aspect has been discussed above.
Relevant caselaw
There is, however, no caselaw which has considered the issue,
although a possible indication of the attitude of the courts is apparent
from the decision, referred to earlier, of the English Court of Appeal in
Multinational Gas and Petro-chemical Co v Multinational Gas and
Petro-chemical Services Ltd & Others. 75 This case involved application
for leave to serve documents out of jurisdiction. A complicated joint
venture between three oil companies had necessitated the
incorporation of the plaintiff company in Liberia and the first defendant
company in the United Kingdom, the three oil companies being the sole
shareholders of each company. Due to speculative decisions the
plaintiff company encountered financial difficulties and was liquidated.
The decisions had been partly based on the information supplied by the
See Blumberg (op. cit.), 623-631.
74
75 Supra.
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first defendant company and its directors and the three oil companies.
Accordingly the plaintiff company bought an action in negligence
against its own directors, the first defendant company and its directors
and the three oil companies.
In the course of refusing leave to serve out of jurisdiction the Court
stated a number of propositions:
(i)

Although directors owe a duty of care to their company,
shareholders do not.76

(ii)

Where the shareholders unanimously ratify the acts of the
directors those acts become the companies and no action can
be maintained against the directors or shareholders, May L.J.
dissenting on this point.

(iii)

May L.J. stated that no duty "at any material time if at all" was
owed to the plaintiff company by the directors of the first
defendant company and it followed that the oil companies could
not be vicariously liable.n

What this case suggests is that the courts would be hesitant to impose
any additional duties on shareholders over and above those contained
in the companies legislation. This can be justified on the policy grounds
of certainty and the need to support the integrity of the presumably
well-reasoned and comprehensive position established by that
legislation. 78
It is perhaps possible to interpret the judgment of May L.J. as
acknowledging that in the appropriate circumstances directors of an
associated company may owe a duty of care to the other company. Still
this is a long way from the proposition that the shareholders or
directors of a parent company owe a duty of care to a subsidiary
company or its creditors.79

Likelihood and desirability of the application of torts law principles
Whether the tort of negligence will develop to be applicable in the
circumstances outlined above will probably depend on community
Supra, 571.
76
77 Supra, 574.
78
It was recently well illustrated by the decision in Kuwait Asia Bank referred to in section
3.3.
79 Also see Kuwait Asia Bank EC v National Mutual Life Nominees Ltd [1990] BCLC 868
(discussed in Watts, "Company Law", [1990] NZ Recent Law Review 190) and
National Mutual Life Nominees Ltd v Worn (1990) 5 NZCLC 66,384. Whilst the
directors were found in these cases to owe a tortious duty of care in the
circumstances, liability did not extend to the shareholder who appointed them.
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attitudes. To the extent that public policy is the catalyst for judicial
innovation, the development of an action in negligence against
company controllers may depend in part on the publicity received by
inadvertent group company controllers, the extent of losses sustained
by creditors and the adequacy of the recourse provided by other legal
avenues.
The greatest concern must be that the development of this duty, and
indeed all tortious remedies, whilst having their foundations in public
policy, may not have sufficient regard to the need to integrate the
cause of action with the principles of company law. It is primarily for this
reason, and also in recognition of the uncertainty and cost involved in
bringing tortious proceedings, that reliance by creditors on these
remedies is only sanctioned as an interim measure until more
considered reforms are in place. This point is further explored in
chapter 9.

4.

The Legislative Response to Group Companies

The companies legislation contains many instances where the identity
of a corporate group is recognised. For example, most legislation
contains restrictions on loans to and investments in holding companies
by their subsidiaries, provisions requiring the filing of group accounts
and provisions prohibiting subsidiaries from giving financial assistance
to persons to assist them to purchase shares in the subsidiary's holding
company or from making loans to directors of a holding company. 80
However when the issue is the imposition of liability on a holding
company for transactions and obligations incurred by a subsidiary the
legislature has been slow to acknowledge this empathy. 81
Legislation impacting on the recovery rights of group company
creditors will be explored below. It will be observed that until very
recently the legislatures have not responded to the needs of group
company creditors. Reform issues together with reform proposals and
resulting legislation, where it has been enacted, will be identified.

80 For example, see the Corporations Law S.234, S.316, S.185 and S.205, and S.234
respectively.
81
Some recognition is afforded by S.410 to S.415A of the Corporations Law which
facilitate schemes of arrangement, in particular, those involving the reconstruction or
amalgamation of group companies.
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4.1 The application of the defaulting officer provisions to group
companies

As was observed in chapter 6, particularly in section 3.5.5, a possible
head of liability is the application of the defaulting officer provisions to
holding companies. This is well illustrated by Re Augustus Barnett and
Son Ltd32 where it was alleged that a holding company was liable for
the debts of a subsidiary under the fraudulent trading provision and
Hoffmann J. held that it was possible for a holding company to be a
party to the carrying on of the business of its subsidiary within the
meaning of the provision. 83
Under the Australian fraudulent and reckless trading provisions
contained in S.592 and S.59384 the relevant requirement is that the
"person" be knowingly concerned in the doing of an act, and that the
"person" be a director or take part in the management of the company
respectively. Notably the definition of "director" in S.60 of the Australian
Corporations Law includes "a person in accordance with those
directions or instructions the directors of [a company] are accustomed
to act". As a company is a "person", the width of these provisions is
such that they could apply to a holding company. Furthermore it is
arguable that the degree of control required to be exercised in each
case would be much less than that required by the provision
considered in Re Augustus. 85
Similarly, the United Kingdom wrongful trading provision, would appear
to apply to holding companies. The provision refers to "directors".
S.214(7) of the Insolvency Act 1986 provides that the term "directors"
includes "shadow directors". Shadow director is defined in S.251 in the
same terms as the extended Australian definition of director referred to
above. Again, "person" is defined to include a company. 86 It has been
acknowledged that this is a considerable step in the direction of
82 [1986] BCLC 170. Also see In re Sarf lax Ltd (supra) where the action was against the
directors of the company and also its parent company. The action was however struck
out on other grounds.
83 Seemingly making redundant a clause purporting to extend the law on fraudulent
trading to holding companies, introduced during the debates on the Companies Bill in
1979, but not adopted in any event. See Parliamentary Debates, House of Commons,
Standing Committee A, 11 December 1979, col. 715.
84 The Corporate Law Reform Act 1992 inserted a number of provisions into the
Corporations Law impacting on group company liability. In particular, pursuant to
S.588V to S.588X, holding companies may be liable for insolvent trading by
subsidiaries. Furthermore provisions directed at voidable transactions and transaction
between related parties were also enacted. These reforms are considered in chapter
10.
85
See chapters 5 and 6 and Wilkinson, 'Piercing the corporate veil and the Insolvency
Act 1986", (1987) 8 Co Law 124 at 127.
86
See Schedule 1 of the Interpretation Act 1978.
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rationalising the legal position of groups. 87 In fact it has been suggested
that, with the recent enactment of the United Kingdom wrongful trading
provision, parent companies will be liable for the debts of subsidiary
companies where a parent company is shown to have failed to take
every step necessary to minimise losses to the creditors of the
subsidiary from the date when the parent ought to have concluded that
there was no reasonable prospect of the subsidiary avoiding an
insolvent liquidation. 88
A similar analysis can be extended to the other directors' duty and
defaulting officer provisions with the result that many of the liabilities
and obligations imposed on individuals may potentially be visited upon
a company in accordance with whose directions or instructions another
company acts. This is clearly an area of importance in relation to the
ability of creditors of group companies to seek redress from related
companies and individuals. 89
Difficulties with application to group companies
On the other hand, whilst there is no doubt that the definition of
"director" is very broad it does not mean that its application to holding
companies is free from doubt. The definition does not state the
frequency with which instructions or directions must be provided. It has
been suggested that it would appear reasonable to assume that the
requirement is satisfied if it can be shown that when a parent gives
instructions or directions they are generally complied with. 99 On the
other hand, as has been acknowledged by the Cork Committee, it is
often impossible to determine whether instructions had been given or
other means used to secure the compliance of a subsidiary. 91 Notably
the Committee therefore recommended that the parent company
should be presumed, in the absence of evidence to the contrary, to be
a party to decisions by the directors of the subsidiary wherever the
parent had been responsible for the appointment of the directors or
where the boards of the two companies consisted substantially of the
same persons.92 No legislation however was forthcoming.
87 Gower, 113-114.
88
Wilkinson, (op. cit.).
89 But note that in the comparable definition of 'shadow director for the purposes of the
Companies Act it is provided that in relation to certain provisions (S.309, S.319-S.322
and S.330-S.346) a company is not to be treated as a shadow director of a subsidiary
by reason only that the directors of the subsidiary are accustomed to act in accordance
with its instructions.
90
Wilkinson, (op. cit.).
91
Chapter 52. Note that the Jenkins Committee did not recommend any reforms in
relation to group companies other than the introduction of group accounts and that
subsidiaries be prohibited from acquiring holding company shares, together with
changes to the relevant definitions (at 148-156.)
92 At para 1937.
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The proposition that the defaulting officer provisions could, in principle,
apply in the group company context has also been acknowledged by
Hadden. However he believes that the uncertainty of the law and the
high cost of litigation makes it unlikely that holding companies or their
directors will be called to account by creditors of insolvent subsidiaries
except in the most flagrant cases of the manipulation of group assets. 93
Thus there are some practical difficulties with the application of the
wrongful trading provision, and presumably the reckless trading
provision, in the group company context. In chapter 8 it will be
observed that these sentiments have been confirmed by the South
African judiciary which has had cause to consider the issue. These
problems are compounded by the other difficulties identified in chapters
5 and 6 as arising in the general application of the provisions. Notably,
as is discussed in chapter 10, the new Australian insolvent trading
regime contains provisions specifically directed at holding company
liability.

4.2 Reforms proposed by the Cork Committee
Whilst some reform proposals were identified in section 2.3 above, the
most comprehensive government sponsored analysis of potential
reforms in this context was undertaken by the Cork Committee. Their
reform proposals and the resultant legislation will be discussed below.
4.2.1 Reform issues

Particular problems identified
The Committee conceded that the introduction of a wrongful trading
provision, even with an extended definition of director and the proposed
presumptive provision noted earlier, was inadequate to protect
creditors of group companies. This was a recognition of the unique
problems that such companies generate. The Committee documented
a number of group company practices which had particularly
undesirable consequences for creditors and in relation to which further
legislation was required. These included:
(i)

inter-company transactions designed to benefit the group at the
expense of individual companies, and

(ii)

the under-capitalisation of subsidiaries coupled with the provision
of funds by way of secured loans from related companies and

93 Supra, 33.
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unsecured credit from third parties (often induced by the group's
credentials). 94
Reform proposals considered
The Committee also documented a number of reform proposals that
had been submitted to it. These included the imposition of:
(i)

joint and several liability for external debts of the group on each
company either at the will of the group, which fact would be
publicised, or by general imposition but with provision for groups
to publicly contract out,

(ii)

liability on one or more of the other companies in the group in the
event of a proven departure from a pre-determined code of
conduct, or

(iii)

liability on a member of a group, pursuant to certain guidelines,
by virtue of a decision of a court in the course of the insolvency
of another member of the same group. 95

Reform considerations
The Committee referred to the many issues and difficulties in the way
of any plan of reform. Particular problems identified included defining
the existence of a group, protecting the position of minority
shareholders, identifying holding companies, the need to prevent
increasing the complexity of liquidations, the need to make provision for
pre-group status liabilities and the problems associated with the
introduction of a foreign element especially the thorny issue of the
liability of foreign companies. Furthermore the rights of the creditors of
the various companies would have to be balanced and, as any change
would have a retrospective significance, transitional provisions would
be required.
Ultimately the Committee, although acknowledging the serious
inadequacies of the law, decided against any fundamental changes on
the basis that their terms of reference were limited to insolvency law
whilst the ramifications of group trading spread throughout company
law. In particular any of the reforms mooted would have serious
implications for the duties of directors who would need to have regard
to the interests of potential contributories should their company become
insolvent and, furthermore, directors of companies liable to contribute
would wish to supervise and possibly control the activities of potential
94 Report of the Cork Committee on Insolvency Law and Practice 1982, London (Cmnd
8558) at paras 1930 to 1934 inclusive.
95
Id, para 1935.

Page 305

Chapter 7
Creditors and Corporate Groups

recipient companies. The Committee supported the immediate
establishment of the widest possible review.%
4.2.2 Cork Committee recommendations
Notwithstanding their hesitation to recommend general reforms the
Committee did make some recommendations to counter specific
undesirable features of the current law. There were four heads of
recommendations:
The deferment of inter-company indebtedness
The Committee refused to adopt a suggestion that all debts owed to
associated companies should be deferred to those owed to external
creditors but rather drew a distinction between normal trading debts
and those which represented long-term working capital. In respect to
the latter it recommended that on a winding-up such debts as were
owed to connected persons or companies should be deferred to the
claims of other creditors. Where the relevant debt was secured the
security would be invalid as against the liquidator or administrator or
any creditor of the company until such time as the external debts were
paid. The definition of "connected persons" would have the result that
this recommendation would lead to the deferment of a director's loan
account with his own company where it formed part of the capital
structure.
In determining whether a debt was part of the long-term capital
structure it was necessary to inquire whether there was a reasonable
expectation of repayment when the money or property was advanced
or whether as a matter of business reality it was risked upon the
success of the venture. Relevant considerations included:
(i)

the original debt-equity ratio,

(ii)

the adequacy of the paid-up share capital,

(iii)

the absence of a reasonable expectation of payment,

(iv)

the terms on which the advance was made and the length of time
for which it had been outstanding,

(v)

whether outsiders would make such advances, and

(vi)

the motives of the parties. 97

96
97

Id, paras 1950 to 1952.
Id, paras 1958 to 1965.
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Floating charges
The Committee refused to adopt a submission that directors,
controlling shareholders and their associates be prohibited from taking
the benefit of a floating charge over the assets of a company. It was
thought that this went too far and rather a number of specific reforms
were recommended which had the effect of circumscribing the freedom
of group companies to rely on a floating charge to protect their debts.
Specifically it was recommended that in the case of "connected
persons" floating charges created within two years of the
commencement of winding-up would be invalid. For all other persons
the period was one year and it was a defence to establish that the
company was solvent immediately after the creation of the charge. 98
Voidable preferences
The Committee examined in detail the difficulties facing creditors who
sought to challenge the repayment of inter-company debts as voidable
preferences. Reforms recommended included:
(i)

voluntary dispositions to "connected persons" during a period of
10 years prior to insolvency would be void,

(ii)

the reversal of the burden of proof where non-arm's length
payments were made, "connected persons" being presumed not
to be dealing with each other at arm's length, and

(iii)

where a creditor and debtor were members of the same group,
as defined, or otherwise closely associated the voidable
preference period would be 2 years rather than the normal 6
months.

The latter reform was designed to counter the practice whereby related
companies of a prospective insolvent would take steps to secure their
debts prior to the liquidation of the company and then attempt to keep
creditors at bay in the hope that the 6 month period would expire prior
to the presentation of a petition. 99
Misapplication of company assets
The Committee observed that although there was a duty on directors of
a subsidiary to apply its property solely for the benefit of the company
and not the group this principle was seldom honoured in practice.
Where the company remained solvent such a breach did not matter.
98
99

Id, paras 1966 and chapter 36.
Id, para 1967 and chapter 28.

Page 307

Chapter 7
Creditors and Corporate Groups

However in the event of insolvency the creditors would have been
prejudiced. Nevertheless in such a case the liquidator of a whollyowned subsidiary cannot complain of anything done at the direction, or
with the consent of parent, the only shareholder, unless the act was
ultra vires the company.
The Committee considered that the rule that a company is bound by
intra vires transactions which have the approval of all its shareholders
was unjustifiable where the company was insolvent at the time of the
transactions. This was because it could not be said that in such a case
it was only the shareholders who had an interest in the transaction.
Clearly the creditors did too.
Accordingly, it was recommended that where an insolvent company
was being wound up if it appeared that the directors had been guilty of
a misfeasance or breach of fiduciary obligation this wrong would be
actionable notwithstanding the assent of the members to it provided
that:
(i)

the misfeasance or breach occurred within the two years prior to
the winding-up, and

(ii)

the company was shown to have been insolvent at that time.

Where the wrong is actionable then, on normal principles, it should be
possible to recover not only from the directors responsible, but also
from any person or company which has received the assets with notice
of their misapplication.lw
4.3 The United Kingdom legislation - Insolvency Act 1986
4.3.1 Wrongful trading and "connected persons" identified
The Cork Committee proposals were only partly adopted by the
Insolvency Act 1985, since consolidated in the Insolvency Act 1986.
Firstly, as was observed in chapter 5 and section 4.1 above, this
legislation enacted a wrongful trading provision which, with the
legislative recognition of shadow directors, might have an application to
parent companies and their officials in relation to obligations incurred
by subsidiaries.
Secondly, provisions were enacted to the effect that where it is found
that a company which is being wound-up has entered into a transaction
100 Id, paras 1968 to 1974.
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at an under value or has given a preference to any person connected
with the company during the period of 2 years 101 prior to the windingup, the Court may make such orders as are necessary in order to
restore the company to the position it would have been in had the
transaction not been made or preference given. 102 Notably certain
rebuttable presumptions operate in relation to elements of the action.
Accordingly it can be expected that these provisions should have a
particular application to group companies, specifically to crossguarantees between companies where the guarantor company does
not receive appropriate direct consideration in return.
Finally, provision has been made for the avoidance of floating charges
where a company is being wound-up. 103 The provision differentiates
between connected and other persons along the basis recommended
by the Cork Committee.
Thus, the legislature did not embrace the full extent of the Cork
Committee recommendations. In particular, the recommendations
concerning inter-company indebtedness and the misapplication of
company assets were not enacted. Importantly, however, the reforms
which were introduced distinguished between connected and other
persons, in particular, for the purpose of establishing upon whom the
onus of proof should rest. Where the element that must be established
is the solvency of a company or the subjective intention or knowledge
of its management then these elements have often presented an
evidential barrier to applicants. Now with the reversal of the onus of
proof it has been suggested that these provisions will enable an
applicant to invite the Court to assess the "commerciality" of
transactions between parent and subsidiary companies. 104
4.3.2 The meaning of control - the essential issue
The dichotomy drawn in this legislation between connected and other
persons provides an important concession to group company creditors.
However this raises the fundamental issue of definition. Whilst a need
for group company reforms is readily apparent this presupposes that
101 In the case of non-connected persons the relevant period is only six months.
102 S.238 and S.239. In both cases it is an element of the action that the company be at
the time, or as a consequence of the transaction or preference, unable to pay its
debts. However, there is a presumption that this requirement is satisfied in the case of
dealings with connected persons. Transactions at an under value are defined very
broadly but it is a defence to establish that the transaction was entered into in good
faith and for the benefit of the company. Similarly "preference is defined broadly but
requires proof that there was an intention to prefer. In the case of preferences given to
connected persons this intention is presumed to exist.
103 S.245
104 Hadden, The control of corporate groups (op. cit.) 128.
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the target of these reforms can be precisely identified. Thus it is crucial
that any reforms be supported by an adequate definition of the targeted
entities.
The definition of "connected persons", contained in S.249, is
particularly wide, embracing directors, shadow directors and associates
of directors and the company. The term "associate" is premised, in
relation to companies, on a control test. Essentially a person is to be
taken as having control of a company if the directors of that company,
or another company which has control of it, are accustomed to act in
accordance with his instructions or if he is entitled to exercise, or
control the exercise of, one third or more of the voting power of the
company or of the company which has control of it. The definition
seeks to cover all the possible permutations by which control might be
exercised including the exercise of joint control with two or more
persons. 105

The meaning of control
It is notable that the legislation does not define the concept of control.
However it would appear that the concept is to be approached from a
factual stand point, that is does the company in fact act as directed.
Importantly the legislation recognises that control can be effected with
less than 50% of the voting power. This aspect of the definition is wider
than that proposed by the Cork Committee. Their proposal had
recommended the adoption of the Canadian model which retained the
old tests of 50% shareholding or control of the composition of the board
of directors.
The legislation recognises that control is a subtle concept. The
scenarios of majority equity investment or the power to appoint or
remove directors are merely instances of where control exists. The
increasing sophistication of the corporate sector has rendered obsolete
these indicators of contro1. 106 The legislation recognises the difficulties
in attempting to exhaustively state the ways in which control can be
achieved. Accordingly the definition looks to the result rather than the
105 S.435 Insolvency Act 1986. Also see S.52 and S.53 (the definition of "group') of the
Companies Act 1989 and the pre-1989 S.736 definitions of holding and subsidiary
company of the Companies Act 1985. New S.736, S.736A and S.736B were inserted
by the Companies Act 1989 and, essentially, have an application to the requirement to
consolidate accounts. The existing S.736 definitions were, however, retained for most
other purposes. The differences in these definitions are discussed by Sugar, "Statutory
interpretation and the Definition of Subsidiary", (1989) 139 New L.1 377. In particular
the new definition is not premised on ownership of equity capital, unlike the former
provision, thereby recognising that it is voting rights, and not share ownership per se,
that is the hallmark of control.
106 For a recent example see NCSC v Brierley Investments Ltd & Ors (1988) 6 ACLC 995.
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means and leaves the courts to deal with the myriad of possible factual
circumstances. The concern is with how in fact the company acts and
with the control of voting power, the relaxation to a one third threshold
recognising the reality of corporate politics.
This illustrates that the precondition to any regulation of the corporate
group is, of course, one of definition. The discussion above
demonstrates that traditionally the concept of control is relied upon.
However control is a complex and elusive concept. 107 The traditional
view of corporate control as power over the board of directors has its
origins in the works of Berle and Means. 108 They identified a variety of
mechanisms whereby this can be achieved. Most importantly, for
current purposes, they recognised the concept of "minority control"
which, whilst it will typically depend on the circumstances of a particular
company, could generally be achieved with as little as 20% of
ownership and possibly even less. 103

Farrar has assembled the main authorities who have dealt with the
control concept and has examined various research findings. 110 Whilst
he concludes that these authorities and this research have laid weight
to ownership as determinative of control he argues that if control is to
be retained as a useful concept there is a need to broaden it to take
into account more factors. He favours a notion of "dominating
The consequences of broadening the concept, in the
context of the liability of parent companies for the debts of subsidiaries,
is that it would extend the scope of obligations on groups and might
motivate the courts to develop a more coherent law of groups. 112
Ultimately this assists him to conclude in favour of retaining the concept
of control but broadening its definition. 113
Thus whilst the concept of a group is difficult to define, given the subtle
ways in which control can be exercised, this is not an insurmountable
107 See Farrar, °Ownership and control of listed public companies: Revising or rejecting
the concept of control, in Pettet (ed), Company Law in Change - Current legal
problems, Stevens 1987, Faculty of Laws University College, London.
108 The Modem Corporation and Private Property (revised edition, 1968).
109 Id, 75. Also see the Van Wyk de Vries Commission of Enquiry paras 46.01 to 46.33, in
particular 46.17; Baxt and Harding, °Duties of Directors and Majority Shareholders in
Groups of Companies - Tensions between Commercial Convenience and Legal
Obligations", 9 Cmcl Law Assoc Bull 127 and Schtitthoff, "The Wholly Owned and the
Controlled Subsidiary", [1978] JnI of Bus L 218 at 227. Schmitthoff argues that the
threshold of control is often less than 50%, observing that the city code on takeovers
and mergers had adopted a 30% threshold figure. Furthermore he acknowledges the
need for provisions relating to warehousing by associates.
110 Op. cit..
111 Op. cit., 51-53.
112 Op. cit., 57-58.
113 Op. cit., 61.
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obstacle. An approach which provides a broad definition centred on
whether control, in fact, exists is preferable. Factors to be taken into
account can be specified, possibly with the onus of proof to be
reversed where certain criteria exists. In particular ownership ought
provide a presumption of control with the necessary quantum of
ownership set in recognition of commercial realities.

4.4 The New Zealand group company reforms
Contribution and pooling orders
The Cork Committee referred to the New Zealand innovations which
had been introduced in 1980 on the recommendation of the 1973
McArthur Committee. That Committee had heard similar evidence of
sharp group practices as that put to the Cork Committee and concluded
that provision should be made for holding companies which seek to
abandon a subsidiary with resultant loss to creditors. 114
Two provisions were subsequently enacted;
(i)

S.315A, which empowers a court to order a past or current
related company to contribute, by way of payment to the
liquidator, to the debts of a company in liquidation, and

(ii)

S.315B, which provides that where two or more related
companies are being wound-up then the court may order that
their assets be pooled in such a manner that they are wound-up
together as one company.

Applications can be made under both provisions by the liquidator, and
additionally under S.31 5A by a creditor or contributory of the company
being wound up. The court has a wide power to make such orders as it
thinks fit, the over-riding consideration being that it be "just and
equitable" and, in the case of S.315B orders, that the interests of
minority shareholders be considered.
The legislation contains guidelines for determining what is "just and
equitable". In relation to S.31 5A orders the court is to have regard to:
(i)

the extent to which the related company took part in the
management of the company being wound-up,

(ii)

the conduct of the related company towards the creditors of the
company being wound-up,

114 Para 405.
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(iii)

the extent to which the circumstances that gave rise to the
winding up of the company are attributable to the actions of the
related company, and

(iv)

such other matters as the court thinks fit. 115

In relation to S.31 5B orders the court is to have regard to similar factors
and also to the extent to which the business of the companies have
been intermingled. 116
Caselaw on the provisions
The discretionary nature of the provisions renders the caselaw on their
application of particular importance. To date the judiciary have resolved
a number of issues including:
(i)

that it is appropriate to take into account conduct occurring during
the course of a receivership as well as prior to it, 117

(ii) that as the rights of creditor tend to weigh more heavily than those
of the shareholders when the company is insolvent then a
significant consideration in granting a pooling order may be
whether the creditors would be better off, 118
(iii) that the court should exercise its discretion in relation to S.31 5B
with a view to ensuring equality among creditors, 115
(iv) that other considerations relevant to whether a pooling order ought
be granted include:
•
•

whether the cost and length of the liquidation would be
reduced, 120 and
how the creditors and public generally viewed the activities of
the companies, 121 and

(v) that whilst the interests of minority shareholders may be
prejudiced as a result of the granting of a pooling order this can be
justified as a normal commercial risk. 122
115 S.315C(1).
116 S.315C(2).
117 Rea v Barker (1988) 4 NZCLC 64,312 and Re Dalhoff and King Holdings Ltd [1991] 2
NZLR 296.
118 Re Dalhoff and King Holdings Ltd (supra).
119 Re Home Loans Fund (NZ) Ltd (1983) 1 NZCLC 98,581.
120 Re Pacific Syndicates (NZ) Ltd (1989) 4 NZCLC 64,757.
121 Re Dalhoff and King Holdings Ltd (supra).
122 Id, 307.
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Deficiencies in the legislation
The legislation, arguably, suffers from a number of limitations.
First the definition of "related company" 123 is too narrow. The definition
is couched in terms of 50% share capital being held by another
company and those related to it, control of the composition of the board
of directors, the existence of another company to which both are
related or the carrying on of the business of the companies in such a
way that a substantial part of the separate business of each is not
readily identifiable. Although this last factor displays some ingenuity the
fascination with 50% shareholding is to be questioned. As was
observed above, it is well documented that a 50% shareholding or
voting power is not required for control, assuming that that is the
essential feature sought to be defined. Indeed the Cork Committee
cited the difficulty in defining the relevant relationship as a factor
against adopting these reforms. It has already been observed that the
definition subsequently enacted by the United Kingdom legislation
stated a 33% threshold.
The failure of the New Zealand legislature to recognise the commonly
fragmented nature of minority interests and the common practice of
warehousing may enable the provisions to be easily avoided and may
render their application illusory. The extent of this avoidance may
depend on the judicial interpretation of the alternative requirement of
control over the composition of the board of directors. This requirement
is defined as the absolute power to appoint or remove the holders of all
or a majority of the directorships.
Furthermore, the New Zealand technique of attempting to specify
circumstances in which control will exist is to be contrasted with the
United Kingdom approach of defining the existence of control by
reference to the result obtained. 124 As was observed earlier, given the
broad range of circumstances in which control can be achieved, an
approach which attempts to exclusively define control by reference to
various scenarios sets itself a very difficult task. Accordingly it is
suggested that the United Kingdom approach is preferable. The
123 S.2(5).
124 The Van Wyk de Vries Commission of Enquiry also adopted a "de facto" approach
stating the essential criteria to be the extent to which a company has a "decisive
influence" in the affairs and the conduct of the business, of the other company. It
should be realised that we are not concerned with so-called 'legal control'. The
principle involved is whether there is de facto control and in each case it will be a
question of fact whether a control relationship is present." Group accounts were to be
disclosed where the 30% capital ownership threshold was passed: (Id, particularly
paras 46.17 and 46.18). These recommendations were given effect to by Act No. 61 of
1973, although notably the expression 'decisive influence" was not adopted.
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specified scenarios should simply be referred to as guidelines or as
circumstances where control will be presumed to exist.
A further limitation of the New Zealand legislation is the failure to have
addressed the difficulties and issues subsequently identified by the
Cork Committee as their reason for not recommending provisions of
this nature, in particular the wider ramifications of such legislation
especially in relation to directors' duties. Furthermore, the Committee
criticised the New Zealand provisions for their lack of specificity,
referring to them as the "discretionary solution". 125 This excess of
discretion is well illustrated by the lack of guidance in respect to the
S.315B requirement of "having regard to the interests of minority
shareholders". It can be expected that this will be an issue of some
dispute and difficulty. 126 Indeed the Cork Committee cited this factor as
a particular obstacle in the way of recommending any similar
legislation.
New Zealand Law Reform Commission proposals
The New Zealand Law Reform Commission has recommended the
retention of these provisions, although in a more concise form,lv and
they were included in the Companies Bill 1990. 128 Importantly creditors
are to now have standing in both situations.
Surprisingly, the Commission recommended that the definition of
"related company" be further restricted. Control of the board of
directors together with an entitlement to more than 50% of the assets
and earnings of the subsidiary is recommended.' 29 Whilst the
Companies Bill departs from the form of the recommended definition it
nevertheless is pre-occupied with 50% shareholding (although limited
to unrestricted participating shares) or voting power or control of the
board of directors. Essentially it embraces the definitions contained in
the existing legislation.
4.5 Particular problems presented by multinational groups
The Cork Committee acknowledged that group companies often had an
international face which presented further difficulties. It would seem
that these problems are becoming increasingly important. In the words
125 At paragraphs 1947 to 1950.
126 For example see Re Dalhoff and King Holdings Ltd [1991] 2 NZLR 296.
127 Company Law Reform and Restatement, Report No. 9, June 1989, para 681 and
S.212 of the draft legislation. (Not disturbed by the revised report; Report No 16,
September 1990).
128 S.235.
129 Op. cit., para 604, S.161 of the draft legislation and see S.3(2).
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of Wedderbum the issues raised by group companies:
"... expose the antiquity of the principles of company law and procedure
with which our courts are currently asked to work. How can poor old
Salomon be expected to cope with Multinational Gas? We speak,
teach, litigate and legislate about "company law". But predominant
reality is not today the company. It is the corporate group. And in a
world of internationalised business and power, the dominant feature is
the transnational enterprise, including the multinational group. Nearly a
third of all world production is controlled by them; and even by 1976 the
global sales of their affiliates exceeded in value the gross national
products of all the non-oil-exporting, developing countries of the world.
It has indeed come to a pass that these institutions have emerged not
only on an equal plane with the state, but possible even superseding it
as the dominant form of social organism." 130
Multinational groups, of course, generate the same general issue of
whether a parent company ought be liable for the debts of a subsidiary.
Additionally, the existence of these groups raises the issue of whether
a court should be entitled to assume jurisdiction over a parent company
of such a group where a subsidiary, but not the parent, is subject to its
ju risdiction . 131

Jurisdiction over parent companies
In relation to the issue of jurisdiction over parent companies it has been
argued that jurisdiction should depend upon a test of whether the
companies carry on "substantial business" in the country concerned. 132
That is, the courts should give effect to the economical realities of the
situation thereby avoiding the artificial legal distinction that exists
between operating through a branch and operating through a
subsidiary. 133
130 Wedderbum, "Multinationals and the Antiquities of Company Law', [1984] Mod LA 87
at 92. Also see: Commission of the European Communities, Survey of Multinational
Enterprises July 1976.
131 See Skmitthoff (op. cit.). He argues that these issues take on an extra dimension when
coupled with the issue of definition and accordingly analyses them from both the view
point of a wholly owned and a partly owned subsidiary but draws the same conclusion
in each case.
132 Op. cit., and see 'Multinationals in Court", [1972] JnI of Bus L 103.
133 It is notable that Australian taxation law developments echo these sentiments. In
recent years the Government has introduced tax legislation which imposes Australian
income tax on income derived outside Australia by entities either coroolled from
Australia (applying a broad control test) or, in some limited cases, in which an
Australian resident simply has an interest. For example, typically profits derived by
controlled foreign branches or subsidiaries will be imputed to the Australian controlling
entity with, effectively, a credit granted for foreign taxes paid. The economic realities
are thus recognised and the effects of the branch/subsidiary distinction avoided, at
least in relation to one creditor. Controlled foreign company legislation is, in fact, a
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This substantial business test can be justified by reference to two
cases, Decro-wall SA v Marketing Ltd134 and Acro (Automotion) Ltd v
Rex Chainbelt /nc. 135 In both of these cases United Kingdom courts
assumed jurisdiction to consider a dispute involving a multinational
simply as a result of fortuitous circumstances. In the former an United
Kingdom party had owed a foreign multinational money and
consequently the foreign party was compelled to institute proceedings
in the United Kingdom. In the latter, a contract had been made subject
to United Kingdom law by the parties and the two multinational
companies concerned had registered addresses in the United
Kingdom.
Should the legislature recognise that the multinational enterprise is an
economic unit and apply a substantial business test then the element of
chance would be removed. Furthermore this would be an
administrative test to be determined by the relevant department. Where
the test is satisfied, the multinational enterprise would be required to
have a registered office and all the legal entities comprising the
multinational enterprise would be required to comply with the disclosure
requirements of the companies legislation. Additional disclosure
relating to transfers between the entities would also be required.
Furthermore the courts should be given jurisdiction over all the entities
which are members of the multinational enterprise.
Whilst this proposal has much merit, it is one thing, however, for a
court to have jurisdiction over a foreign entity but quite another thing for
a party to be able to execute on any judgments or orders applying to
foreign entities. Although the means to enforce judgments in foreign
jurisdictions do exist they are often unwieldy and beyond the means of
the average creditor. It may be that improved harmonisation and cooperation between the various regulatory bodies around the globe
might relieve this concern. 136 This issue will be further explored in
chapters 9 to 11.
5.

Conclusion

It was observed in this chapter that both the common law and the
legislature have failed to adequately address the special needs of a
feature of many taxing jurisdictions.
134 [1971] 1 WLR 361.
135 Op. cit..
136 Indeed the Australian Taxation Office has recognised the need for international cooperation in its field and has embarked upon such a campaign.
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debt recovery regime for creditors of group companies. The reliance on
protection through the disclosure requirements embodied in the original
legislation and enshrined by Salomon is totally inadequate in a world of
corporate groups. Furthermore, whilst the creditor recovery regime
contained in the defaulting officer provisions may provide some
assistance to company creditors, the narrow focus of these provisions
is particularly debilitating in this context. Reforms are, therefore,
urgently needed to counter the special problems faced by creditors of
these companies. 137
Reform issues and recent legislation were identified. It was argued that,
whilst of some benefit, the recent legislative response has been
inadequate. Although the flexible approach to the issue of control and
the onus reversal approach adopted by the United Kingdom legislation,
together with the New Zealand innovation of imposing liability on
companies for the debts of related companies are clearly
improvements to the existing legislative regime in those countries, the
failure by any jurisdiction to address the issues arising from
multinational groups is a major concern.
Possible reforms were acknowledged. It was observed that there are
competing arguments for recognising group liability for corporate debts.
Whilst, on one hand, there is the need to address the opportunities by
which creditors of group companies can be defeated and the formalism
created by clinging to the concepts of corporate personality and limited
liability, on the other hand, not all enterprises undertaken by a group
can be treated on an integrated basis and it may be that some
worthwhile ventures would not by undertaken at all if group liability was
recognised. Furthermore there is the perennial problem of how to
reconcile the interests of creditors with those of minority shareholders
and employees. Thus whilst some provision should be made to protect
the interests of creditors in subsidiaries, the case for total integration of
all group enterprises can easily be overstated. 138
137 This has been acknowledged by Hadden who suggested that "...effective regulation of
the affairs of complex groups is likely to require rather less emphasis on disclosure
and rather more on the regulation of the internal structures which such groups are
permitted to adopt': (op. cit., 6). He suggests a compromise that creditors should be
entitled to look to the holding company for the settlement of their claims except where
the limited liability of the subsidiary as an independent operating unit has been publicly
proclaimed and where its finances are kept strictly separate and on an arm's length
basis from those of the group: (at 35-36). In chapter 6 he also recommends regulation
to the effect that large groups be required to adopt a corporate structure which
facilitates the application of appropriate procedures for supervision and control on
behalf of both investors and employees at all levels within the group. He perceives a
need for the imposition of external controls on the internal accounting and decisionmaking structures of these groups.
138 Likewise Blumberg questions the extension of limited liability to the components of a
corporate group. He argues that many of the theoretical advantages of limited liability

Page 318

Chapter 7
Creditors and Corporate Groups

Whatever regulation is adopted it must accommodate the wide
application to all companies expected of the current companies
legislation. Possibly with greater flexibility the current legislation could
provide the necessary controls. However flexibility often leads to
uncertainty and uncertainty in the commercial environment is to be
avoided if the ultimate aims of the companies legislation to promote
entrepreneurialism is to be achieved.
Possibly the companies legislation needs to be replaced by a more
specific legislative regime. Close corporations, normal trading
corporations and corporate groups would then each be required to
satisfy their own particular legislation. Disclosure as a means of
supervision could then be more properly targeted to the circumstances
in which it might be useful. Similarly where regulation is considered
necessary this may be more specifically targeted in such a way as to
accommodate the policy of not stifling legitimate entrepreneurial
behaviour.
More specifically in relation to corporate groups, the reform proposals
and legislative responses in the United Kingdom and New Zealand
illustrate two different approaches, namely the enactment of general
provisions which leave it to the judiciary to apply their discretion to a
given scenario or, alternatively, the adoption of narrow provisions
directed at particular concerns. The former approach is reflected in the
New Zealand legislation whilst the latter is illustrated by the Cork
Committee recommendations and the subsequent legislative response.
It will be argued in chapters 9 and 11 that given the wide range of
issues and potential group company scenarios a discretionary
approach is preferable, albeit one which provides guidelines to be
applied by the judiciary and used as a basis for the business
community to establish codes of practice.
The politics of reform
The unspoken barrier in the way of this reform is the political necessity
of courting the economically powerful multinational. Experiences in the
United Kingdom during the 1970s and more recently in Australia,
demonstrate the economic and political hazards of discouraging
multinationals from investing in the economy. The political nature of
legislative reforms renders them acutely sensitive to the demands of
multinationals. 139 The call for legislative attention to this area may well
are irrelevant in the case of the corporate group. His particular concern is, however,
the potential to avoid torts and employee obligations this affords (supra, 623-631 and
576).
139 Recognised by Hadden (op. cit.), 4.
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be a naive hope. 140
Accordingly creditors might be advised, at least in the short term, to
look to developments in the common law and, in particular, torts law to
provide the necessary recovery regime. Of course the judiciary is also
politically aware and it may be that, under the guise of public policy,
the same reluctance displayed by parliament and its committees might
also be a feature of the judicial system.
In any event whether a recovery regime based on tortious principles is
desirable given the need to integrate these developments with general
company law principles must be doubtful. The uncertainty and expense
associated with this avenue of recovery also does not recommend it.
Furthermore the judiciary is unable to deal adequately with the issue of
jurisdictional coverage where multinational groups are concerned. In
the result therefore these developments provide no substitute for
legislative reforms, proposals for which are canvassed in chapters 9 to
11.

140 Possibly some stimulus is required to initiate such a development although this
generates its own concerns: "...the hope for the future must be that a series of
survivable small shocks or minor catastrophes will occur leading to greater control and
accountability; but a bleaker forecast is plausible': Herman, Corporate Power,
Corporate Control (1981) at 294-301.
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CHAPTER 8
SOME INTERNATIONAL PERSPECTIVES
"The obvious intention is to treat such an officer of the company as
personally responsible so far as is just to the creditors whose interests
have suffered by reason of his improper or irregular actions. The effect
is to regard him as being in much the same position to the creditors as
the directors stand in relation to the shareholders. That position has
been decided to be in the nature of a trustee in relation to the property
and affairs of the company."
Fair J.,
In Re JE Hurdley and Son Ltd (in liq) [1941] NZLR 686 at 752-753.

1.

Introduction

In identifying reform proposals it is desirable to examine experiences
overseas) Whilst developments in the United Kingdom are clearly
relevant, and have been explored throughout the body of this thesis,
two other jurisdictions warrant consideration. Firstly South African
developments provide a useful comparison to the creditor recovery
regimes adopted in Australia and the United Kingdom. It will be
observed that the United Kingdom Jenkins Committee recommendation
on reckless trading, whilst not adopted in either the United Kingdom or
Australia, was embraced in South Africa. The history of the resulting
legislation will be examined. It will be argued that the judiciary has
interpreted this legislation in such a way as to assimilate its scope with
that of the subsequent Australian initiative. It will be further argued that
the form of the Australian reckless trading provisions has been
preferable to that adopted in South Africa as it avoids this spurious
judicial interpretation and is more suitable as a cause of action for
individual creditors.
The other jurisdiction considered is New Zealand. For many years the
New Zealand legislation embraced Australian developments with the
exception of a special small company regime which provided a unique
1

In chapters 6 and 7 respectively it was observed that the South African judiciary has
had cause to consider the application of the defaulting officer provisions to group
companies and the New Zealand legislature had displayed some innovation in relation
to group companies.
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creditor recovery regime based on bankruptcy law. More recently a
hybrid South African and Australian position has been adopted. Most
recently major reforms have been mooted which would involve a
substantial departure from the traditional approach to a creditor
recovery regime, embracing the concept of an insolvency test as a
prerequisite to the entering into by a company of certain transactions.
It will be argued that the principle of a special small company regime
has much to recommend it and, in fact, points to the general
dichotomisation of the creditor recovery regime in recognition of the
various types of corporate arrangements. Whilst the hybrid reckless
trading provision also exhibits some benefits over the Australian
provision, it is the current reform proposals that are most significant. It
will be argued that these proposals assist in identifying the fundamental
principles underlying the creditor recovery regime and, whilst probably
too radical for legislative endorsement, provide an insight into the
theoretical basis for any resultant legislation.

2.

The South African Experience

2.1 The defaulting officer legislation - reckless trading
Prior to 1973 the South African fraudulent trading provision was
contained in S.185 of the Companies Act 1926. This provision was
substantially the same as S.332 of the Companies Act 1948 (UK) and
S.304 of the Australian Uniform Companies Acts 1961 to 1962.
During 1962 the Jenkins Committee had recommended that the civil
sanction contained in the United Kingdom provision should be
extended so as to apply to reckless as well as to fraudulent trading.
Although this recommendation was never adopted in the United
Kingdom the South African Van Wyk de Vries Commission of Enquiry 2
endorsed it and in 1973 the appropriate amendment was enacted.
The resultant provision is merely a derivation of the fraudulent trading
provision.3 It is contained in S.424 (1) of the Companies Act 1973. It
reads:
"424 (1) When it appears, whether it be in a winding-up, judicial
management or otherwise, that any business of the company was or is
being carried on recklessly or with intent to defraud creditors of the
2
3

Commission of Enquiry into the Companies Act, Main Report, 1970.
Sub-section (3) renders it an offence to recklessly trade.
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company or creditors of any other person or for any fraudulent purpose,
the Court may, on the application of the Master, the liquidator, the
judicial manager any creditor or member or contributory of the
company, declare that any person who was knowingly a party to the
carrying on of the business in the manner aforesaid, shall be personally
responsible, without any limitation of liability, for all or any of the debts
or other liabilities of the company as the Court may direct".[ Emphasis
added
2.2 Judicial interpretation of the defaulting officer legislation
2.2.1 Generally - a liberal interpretation
A feature of the interpretation of the provision by the South African
judiciary has been its liberal nature. In particular, the South African
courts appear not to have been influenced by the amalgamation of civil
and criminal sanctions within the section. 4
Application to single reckless or fraudulent transaction
An illustration of this liberal approach to the interpretation of the
provision is provided by Gordon NO & Rennie NO v Standard Merchant
Bank Ltd and Others. 5 It had been argued that as the provision
imposes a criminal sanction then the rule of statutory interpretation that
it must be restrictively interpreted should be applied. However this
argument was rejected on the basis that the rule only applies where the
language is obscure or ambiguous and, in any event, had today lost
much of its force. The standard approach now is to interpret the
language according to its plain and rational meaning and to promote its
object.
After noting the extension in the scope of the provision brought about
by the 1973 amendments, the Court indicated that it would interpret the
section broadly in order to promote the remedy it afforded. 6 Accordingly
the Court interpreted S.424(1) in such a way as to include a single
reckless or fraudulent transaction within its ambit. 7
4

5
6
7

See Williams R.C., "Liability for Reckless Trading by Companies: The South African
Experience" 33 ICLQ 684 (July 1984). Williams comments that the interpretation of the
provision has not been influenced by its so-called 'punitive" nature, as has occurred in
the United Kingdom, with the result that the provision has, in general, been interpreted
liberally. For a detailed statement of the elements of a S.424 (1) action see Ozinsky
NO v Lloyd and Others 1992 (3) SA 396 (C) at 411- 414.
1984 (2) SA 519(C). Also see Bowman NO v Sacks 1986 (4) SA 459 (WLD), 465.
Ibid.
See chapter 6, section 3.4. This dtcision is even more remarkable when contrasted
with the reluctance of earlier courts to decide the matter (See for example, S v Harper
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Passivity no defence
A further example of the liberal approach adopted by the South African
judiciary is illustrated by the treatment of passive directors. Whilst the
use of the term "knowingly" in S.424 might have provided the passive
director with a defence this term has been read down to merely require
knowledge of the facts from which the conclusion is objectively drawn
that the business of the company was carried on recklessly or
fraudulently. It is not necessary to show that the person had actual
knowledge of the legal consequence of those facts. 8
Passivity will therefore seldom provide an answer to a 3.424
application with the result that non-executive directors are in a
particularly vulnerable position. In fact the Court in Howard v Herrigel
and Anor NNO stated that a supine attitude by a director might be
sufficient to render him liable irrespective of his non-executive status as
a director. Whether the enquiry was one in relation to negligence,
recklessness or fraud the legal rules were the same for all directors. 8
Notably the Court also observed that S.424 enabled a director to be
declared liable for debts or other liabilities of the company without proof
of a causal connection between the fraudulent or reckless conduct and
the relevant debts or liabilities:10
Application to operating companies
A final example is the application of the provision to operating
companies. The section applies when the relevant circumstances come
to light "whether it be in a winding-up, judicial management or
otherwise". The Jenkins Committee had recommended that the
criminal penalty apply to fraudulent trading generally whether or not the
company had been or was in the course of winding-up. 11 On the face of
it, it is contentious whether the effect of the terminology used in
S.424(1) is to extend the application of the provision to companies
other than those in the course of being wound-up or whether, as
Williams12 observes, the argument may still be open that the words "or

8
9
10
11
12

1981 (2) SA 638(0), Fisheries Development Corporation of SA Ltd v Jorgensen;
Fisheries Development Corporation of SA Ltd v AWJ Investments (Pty) Ltd and Others
1980 (4) SA 156(W) and Joh-Air (Pty) Ltd v Rudman 1980 (2) SA 420 (T).) and when it
is appreciated that it was contrary to the views expressed in the leading South African
text on company law (Henochsberg (Op. cit., fn.4)).
Howard v Herrigel and Anor NNO 1991(2) SA 660 (AD). Also see Luiz, "Extending the
liability of directors'', (1988) 105 SALJ 788 and S v Parsons 1980 2 SA 397(D).
Id, 661.
Ibid.
Paragraphs 497 to 500.
Op. cit.
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otherwise" should be interpreted ejusdem generis with the preceding
words.
However the judiciary has given support to the view that the words "or
otherwise" will not be interpreted narrowly. In Gordon NO & Rennie NO
v Standard Merchant Bank Ltd & Others, 13 De Kock J., referred to how
the 1973 amendments extended the section making it applicable to
circumstances other than those where the company is in the process of
being wound up. Furthermore in Food & Nutritional Products (Pty) Ltd v
Newman, 14 Schabort J. referred to how "operating companies have
been included in the spectre of the provision" by virtue of the 1973
amendments.
2.2.2 Individual creditors as beneficiaries of awards
One of the most significant issues to have been considered by the
judiciary has been the issue as to the beneficiaries of any
compensation orders. Although creditors have locus standi the
provision does not expressly provide that applicants are to necessarily
be the beneficiaries of any orders. It has been observed that the
caselaw on provisions akin to the South African provisions has been
divided on who are to be the beneficiaries in such circumstances. 15 The
traditional view is that it is the company, although notably the view of
the leading South African text on company law favours creditors as
beneficiaries. 16
The alternative view gives rise to the unusual result that should an
applicant successfully pursue a claim under S.424(1) then the court
could order payment of all recklessly incurred debts to the respective
creditors should they be joined as parties to the action. 17 Issues of
standing aside, their causes of action would stand or fall together. In
this respect, a creditor claiming payment of a debt under the provision
might be met with the argument that proof that the particular debt was
recklessly incurred is insufficient as the section requires proof that the
"business" of the company was recklessly carried on. 18 The result of an
13 Supra.
14 1986 (3) SA 460(W).
15 See chapter 6.
16 See pp 749-750, Henochsberg on the Companies Act (4th edition) Butterworths,
Durban 1985.
17
On the principles applicable to the joinder of parties to an action, generally see
Halsbury's Laws of England, Volume 37 (4th edition), Butterworths, London 1982 at
paragraph 215 and following.
18
See chapter 6, section 3.4. Notwithstanding the affirmative view of the South African
judiciary referred to in the previous section the caselaw generally is divided as to
whether a single transaction can constitute the carrying on of a business.
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acceptance of this argument would be to significantly increase the
burden of proof imposed on applicants as they would need to prove
that the debts of the company generally were recklessly incurred in
order to recover the debt owed to them. However, as observed above,
the South African courts have taken the view that a single transaction
can constitute carrying on business.
Recent decisions would appear to have embraced the view that the
applicant may be the beneficiary of any damages award. In Bowman
NO v Sacks19 the Court observed that the wording of the provision
allowed the Court to order a director liable to a particular creditor
although conceding that it might sometimes be more appropriate to
order payment to the advantage of all creditors. The object of S.424
was not, in the Court's view, to alter priorities amongst creditors except
where called for by equitable considerations.=
The matter was further explored in Ex Parte Lebowa Development
Corporation Ltd21 where the Court acknowledged that S.424 might
provide a creditor with a cause of aBtion against corporate officials in
addition to any action at common law, thereby implying that the creditor
would be the beneficiary of any successful action. This conclusion is
supported by the Court's further comment that the declaration under
S.424 might also benefit the company in various ways, for example a
successful applicant might forgo his claim against the company.=
Thus, it would appear that the South African courts are prepared to
countenance a creditor applicant as the beneficiary of a damages
award23 although always with an eye to exercising their discretion as
necessary to maintain an equitable and sensible result.
2.2.3 The meaning of "recklessly"
Arguably the most important issue considered by the judiciary
concerning this provision is as to the meaning of the term "recklessly".
The Van Wyk de Vries Commission, in the course of recommending
the reckless trading amendments, stated that recklessness was a "wide
concept" 24 which would include both the carrying on of business in
19 1986(4) SA 459 (WLD).
Id, 464.
20
1989(3) SA 71 (TPD).
21
22
Ibid.
23 Also see Pressma Services (Pty)) Ltd v Schuttler 1990 (2) SA 411 (CPD) where a
creditor was held not to have lost the right to proceed under S.424 notwithstanding the
sanctioning and implementation of a compromise.
24 Para 44.24.
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insolvent circumstances and the carrying on of business while the
liabilities exceeded the value of assets or, in other words, the
contracting of debts without a reasonable expectation of paying them.
The Commission conceded that the wide nature of this concept would
have far reaching implications but that faith could be had in the courts.
An objective test - gross negligence
The leading decision on the meaning of the word "recklessly" is S v
Goertz25 where Fagan J. stated:
"It was thus not incumbent upon the State to establish that [the]
appellant foresaw detriment to the company. What was required was
proof that [the] appellant acted recklessly judged by the standards of
reasonable businessmen. The test is an objective one, not a subjective
one. Proof of gross negligence is sufficient to obtain a conviction. I
leave open the question as to whether lesser negligence could amount
to recklessness in terms of S.424(3)". 26
This view was affirmed in Ex Parte Lebowa Development Corporation
Ltd27 and also in S v Parsons,28 where Leon J. stated that the word
"recklessly" applies to gross negligence without the need for conscious
disregard of the consequences. Further, in the Fisheries case, 29 Margo
J. stated that gross negligence is required as an element of the word
"recklessly" and the tests as to what will amount to such gross
negligence and therefore "recklessness" will vary greatly from case to
case.
In the course of his judgment Margo J. referred to an article by
Hyman.% where he points out that had the legislature intended mere
negligence to be sufficient for liability under S.424(1) or S.424(3) it
would have used the term "negligently" and not "recklessly". Hyman's
view is that recklessness is a concept to be placed somewhere
between mere carelessness and dishonesty, in other words "gross
negligence", without necessarily appreciating or being aware of the
consequences.
His Lordship expressly agreed with the following quote from Hyman's
article:

25
1980 (1) SA 269 (C).
26
Id, 272.
27 1989 (3) SA 71 (TPD).
28 1980 (2) SA 397 (D).
29
Op. cit.
30 Hyman "Directors' Liability for Company's Debts, 1980 SA Co Law J E-1.
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"... if 'gross negligence' is required as an element of recklessness (as it
almost certainly is) the tests will vary greatly from case to case. The
criteria will be in the scope of operations of the company ... the role,
functions and powers of the director, the amount of the debt, the extent
of the company's financial difficulties and the prospects, if any, of
recovery and many other factors particular to the claim involved and
the extent to which the director has departed from the standards of a
reasonable man in regard thereto. No attempt at a closer definition of
gross negligence is feasible or advisable." 31
Thus this decision appears to answer in the negative the question left
open in S v Goertz whether any negligence less than gross negligence
could amount to "recklessness". It also emphasises the aspect of the
earlier decisions that it is irrelevant in establishing gross negligence
that the wrongdoer was unaware of, or did not appreciate, the
consequences of his acts. 32 For instance, it may be sufficient for a
finding that the business had been carried on recklessly that the
company was merely undercapitalised . 3

2.3 Rationale for objective test of recklessness
2.3.1 Avoiding difficulties with the onus of proof
The South African courts have, therefore, deviated from the ordinary
meaning of "recklessness". The emphasis has been on the objective
concept of negligence rather than the traditional meaning, namely, the
existence of a subjective foresight as to the probability or possibility of
harm resulting from conduct but nevertheless a persistence in that
conduct.
It has been suggested that the reason for this deviation from the normal
meaning of the term was the desire of the courts to remove all
subjective features from the criterion for liability. This was a result of a
reaction against the deficiencies which plague the fraudulent trading

31
Op. cit., 170.
32 These decisions have since been followed in S v Harper and Anor 1981 (2) SA 638 (D)
and Anderson and Ors v Dickson and Anor NNO 1985 (1) SA 93 (N). Furthermore
they are consistent with the Van Wyk de Vries Commission conception of the term (at
para 44.25).
33
See Ex Parte De Villiers NO: In Re MSL Publications (Pty) Ltd (In Liquidation) 1990 (4)
SA 59 (WLD).
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provision, in particular the difficulty of proving that the defendant
subjectively was fraudulent. 34
Williams argues that this argument is premised on a misconception as
the weakness of the fraudulent trading provision is not so much the
subjective nature of the criterion for liability but rather the difficulty of
proving the element of fraud. In fact he is of the view that by making the
test for recklessness wholly objective this may limit rather than
enhance the operation of the section. This is because the objective
standard applied must of necessity be very low due to the use of the
amorphous term "reasonable businessmen". The combination of this
low norm with the requirement that "recklessness" connotes not merely
a deviation but a gross deviation from the norm (i.e. gross negligence is
required) will considerably undermine the effectiveness of the remedy.
Furthermore it will necessitate the courts making difficult value
judgments on business decisions to determine which risks a company
may justifiably take.
2.3.2 A further rationale - a wide definition of 'fraud'
There is possibly a further reason why the courts have adopted a
negligence based concept of recklessness. In the Fisheries case,
Margo J. made the following observation:
"In Dorklerk Investments (Pty) Ltd v Bhyat 1980 (1) SA 443 (W) Phillips
A.J., interpreting S.424(1), referred to English cases as bearing on the
meaning of carrying on business with intent to defraud creditors or for
any fraudulent purpose. On these authorities, if a company continues to
carry on business and to incur debts at a time when there is to the
knowledge of the directors no reasonable prospect of the creditors ever
receiving payment, it is, in general, a proper inference that the
company is carrying on business with intent to defraud. Phillips A.J.
held at 444H that the world 'recklessly' in S.424(1) must connote
something different. I assume that he meant something less, although
he did not in the circumstances find it necessary to define the
difference." 35
Clearly on this analysis of the judgment of Phillips A.J., his Lordship
was resurrecting the meaning of fraud postulated by Maugham J. in In
re William Leitch Brothers (No. 1).36 This view, which seemingly did not
require proof of dishonesty, was rescinded by the same judge in In re
34
Referred to by Williams R.C. (supra).
35
Supra, 169.
36 [1932] 2 Ch 71 at 77. Also see R v Wax 1957 (1) SA 399 (C) and S v Harper & Anor
1981 (2) SA 638 (D). See chapter 6, section 3.1.
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Patrick & Lyon37 when he stated the need for the element of
"dishonesty" which is still required in the United Kingdom today.
However it is arguable, in any event, that Margo J. incorrectly stated
the position reached by Phillips A.J. because Phillips A.J. did in fact
refer to the relevant passage from the judgment Maughan J. in In re
Patrick & Lyon and at it was at that stage that he made the comment
that "the word 'recklessly' must connote something different". 39
Nevertheless the view of Margo J. was affirmed by Milne J. in S v
Harper & Another where his Lordship added the comment:
"If, in the particular circumstances it is for some reason not permissible
to infer an intent to defraud, such conduct would almost invariably be
reckless. "39
This view was also affirmed by Booysen J. in Anderson & Others v
Dickson & Another NN040 and repeated in the leading South African
text on company law. 41 The difficulty of differentiating between the two
concepts was even recognised by the Van Wyk de Vries Commission
by its statement that "[t]he dividing line between recklessness and fraud
in business matters seems to be tenuous." 43
Thus it would appear then that the South African courts have included
the normal concept of "recklessness" within the definition of the
fraudulent trading. 43 As a result, in order to give the new reckless
trading remedy any application it was necessary to depart from the
normal meaning of reckless and embrace the concept of negligence.
Further, in recognition of the fact that recklessness and negligence
cannot be equated, the courts were forced to draw the distinction
between gross and mere negligence
If Williams is correct in his view that the reckless trading remedy has
little scope then this is for the very reason that the courts anticipated
the legislature and gave the fraudulent trading remedy an extended
scope. Williams' fears are encapsulated in the comment that:
37 [1933] Ch 786.
38 On the other hand Phillips A.J. did refer to Re Gerald Cooper Chemicals Ltd [1978] 2
All ER 49, a case which would tend to support the interpretation of Margo J. as to the
meaning of the judgment in Dorklerk Investments.
39 Supra. Similarly in Orkin Bros Ltd v Bell 1921 TPD 92 directors who had acted with
"reckless indifference" were held to have committed a fraud.
40 Supra.
41
Henochsberg on the Companies Act (4th edition) Butterworths, Durban 1985 at 747.
42 Para 44.25.
43 See Ford, 84.
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"... a person can then escape liability if he is fact foresaw the possibility
of the harm in question - that the company would not be able to repay
the debt - but an objective reasonable businessman would not have
done so".44
This is possibly correct in the context of the reckless trading provision
although given the broad application of the fraudulent trading provision
then a remedy may, nevertheless, be available in such
circu mstances . 45

2.4 The South African and Australian reckless trading
provisions compared
Both contain subjective and objective elements
S.592(1) of the Australian Corporations Law creates the offence/action
of reckless trading. If a debt is incurred by a relevant company in the
ybsence of reasonable grounds to expect its payment then an offence
is committed. Thus this is a purely objective test 46 and as such is very
similar to the concept of recklessness derived by the South African
courts, i.e. gross negligence or lack of a reasonable expectation as to
payment.
However, by virtue of S.592(2) a subjective element is injected into the
Australian provision. If the defendant can prove that he did not have
reasonable cause to expect that the debt could not be paid then this is
a defence to an action under S.592(1). To the extent that, by virtue of
the decision in Cronje NO v Stone & Another, the South African
provision requires that the objective test be applied in the context of the
defendant's circumstances, and hence a subject element is imported
into the provision, the two provisions have a similar operation. Of
course there are procedural and onus differences but at the end of the
day it is likely that the two provisions would have the same scope. In
the result any difference in scope may depend upon whether the
concept of "reasonable cause" required by S.592(2) involves applying
the standards of "reasonable businessmen". 47 Ultimately, however,
liability would appear to exist in both jurisdictions for negligent trading.

44

Supra, 692. Contrast the findings and view expressed by Williams G.L. in "Directors'
Liability for Fraudulent Trading", ( 1984) 11 NZULR 189 at 195.
45 There are indications that a subjective element may be creeping into the test of
reckless trading. See Cronje NO v Stone and Anor 1985 (3) 597 (T).
46 See chapter 6.
47 See S v Goertz (supra).
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In chapter 6 it was observed that the structure of the Australian
provision, together with the interpretation of the phrase "inability to
pay," presented scope for the avoidance of the provision by the
creation of circumstances indicating grounds objectively for the
payment of the debts. Indeed, wherever these grounds exist then the
defendant will have a defence, even in circumstances where he
subjectively expected that the debts would not be paid. 48 Furthermore it
was observed in section 2.3 above that the South African provision has
a similar application and that there have been consequential calls for
reform
. 49

In chapters 10 and 11 the new Australian insolvent trading provision
will be considered. It will be observed that this feature is to be
perpetuated by the new provisions. Notably earlier Australian
provisions did not exhibit this feature. If the defendant had no
subjective expectation as to payment then he was liable, the section
containing a subjective test. Unfortunately it was the difficulties
encountered in satisfying this test which proved the main limitation of
the provision and resulted in its amendment. Clearly a compromise,
possibly a non-mandatory subjective test, is warranted.
Cause of action for individual creditors
It was observed in chapter 5 that S.592(1) and S.593(1) render the
respondent liable to the applicant creditor rather than to the company.
Furthermore, the provisions are discrete in that they apply to individual
debts. That is, a separate complaint or claim must be lodged for each
debt it is claimed was incurred without reasonable prospects of
payment. It wal argued that although the discrete nature of these
provisions created difficulties this was a necessary evil if they were to
provide individual creditors with a cause of action.
On the other hand, the South African provision imposes liability for
recklessly incurred debts and as such it is not discrete in nature. Once
recklessness has been established then the court has a wide discretion
as to the debts in relation to which it can order personal liability.
Consistent with the caselaw on the application of the fraudulent trading
provision, it is likely that the exercise of this discretion will be restricted
to those debts contracted during the course of the reckless conduct. 50
Arguably this incorporates a discrete aspect into the operation of the
provision as it will be necessary to identity the parameters of the
48
See section 4.2, chapter 6.
49
See Williams R.C. (op. cit., 692).
50 Indeed this was the approach adopted in Croje NO v Stone and Anor (supra). But see
Howard v Herrigel and Anor NNO 1991(2) SA 660 (AD).
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reckless conduct. 51 Normally it will only be necessary to identify when
the conduct commenced as the other parameter will be defined by the
commencement of the winding up of the company.
The implications of these contrasting approaches will be considered in
chapter 9 where it will be argued that whilst the South African approach
has some merit the benefits of this approach could be imported into the
Australian legislation by a different means without the need to fully adopt
the South African provision with its attendant limitations.
Miscellaneous differences
Other significant points of distinction between the South African
provisions and S.592 and S.593 include:
(i)

locus standi under the South African provision is more extensive
than under S.592(1) and S.593(1);

(ii)

S.424 contains both civil and criminal liabilities but notably the
South African judiciary has not placed any significance on this
point for the interpretation of the civil liability. 52 Furthermore, a
conviction is not a prerequisite to civil liability, unlike S.593(1),
although to the extent that S.592(1) contains a civil cause of
action it too does not require a conviction;

(iii)

the application of the Australian provisions is limited to
terminating or financially troubled companies whereas the South
African provisions have not been interpreted as being so limited;
and

(iv)

the essence of reckless trading under the South African provision
is conceived to be detriment to the company. This is particularly
anomalous given the view, which seems to have been accepted,
that payment directly to a creditor is permissible under the
section.53

51

The difficult onus of proof therefore presented to creditors by this legislation is
illustrated by the decision in Retail Management Services (EDMS) BPK v Schwartz
1992 (2) SA 22 where an action by a creditor was dismissed on the basis that it had
not proved sufficient evidence to quantify the amount claimed.
52 See above.
53
See Williams R.C. (op. cit., 696-698).
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2.5 Common law assimilation

In chapter 3 the judicial development in Australia, New Zealand and the
United Kingdom of a duty owed to creditors by directors of insolvent
companies was examined. There are indications that the South African
judiciary may be prepared to embrace a similar development.
Trading whilst insolvent a fraud
In Ex Parte De Villiers NO: In Re MSL Publications (Pty) Ltd (In
Liquidation)54 the Court ventured certain motherhood observations to
the effect that the benefits of limited liability are not for those who
knowingly try to pass the commercial risks of their ventures on to their
trade creditors by, for instance, under-capitalising a company and
trading with the funds provided by these creditors.
In Ex Parte Lebowa Development Corporation LtcP5 such a practice of
trading whilst insolvent was described as a "social evil". 56 The cost of
acquiring the privilege of limited liability is the provision of capital by
which to conduct the business. Moreover corporate officials are not
permitted to expose the assets of any other persons (including the
claims of creditors) to the risks of their business in the absence of
consent. The conduct of an official who exposes the claim of a creditor
to foreseeable loss through the risks attendant upon the company's
own business is culpable because such conduct departs from the
standards of a reasonable man.
Where a company is insolvent the incurring of further liabilities exposes
the creditors to the risk of loss and a director who permits this to
happen commits fraud, the fraud being the dishonest exposure of the
creditor's economic interest to unauthorised risk. An honest belief that
the creditor will not be prejudiced is of no avail, the potential prejudice
in exposing him to the risk being sufficient to establish fraud.
In reaching this conclusion the Court referred to the unacceptably high
proportion of companies being wound up in insolvency and the need to
reduce this practice by the more widespread enforcement of the
common law and statutory remedies.
This decision, whilst not expressly cited, would appear to have been
endorsed by the decision in Ex Parte De Villiers and Another MNO: In
54 Supra.
55 Supra. Also see Singer NO v M J Greeff Electrical Contractors (Pty) Ltd 1990 (1) SA
530 (W) at 538G-H.
56 Supra, 76.
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Re Carbon Developments (PTY) LTD (in liquidation) 57 where the Court
expressed the view that if corporate officers knowingly placed at risk
the interests of creditors by, for example, persuading them to provide
further credit when the company was knowingly insolvent, then this
would amount to fraud.
On the other hand the decision in Ozinsky NO v Lloyd and Others58
suggests a judicial retreat from this strict position. In that case the
Court expressed the view that fraudulent misrepresentation required
conscious deceit. As there was no general rule requiring precontractual disclosure of all material facts then non-disclosure would
only amount to fraudulent misrepresentation when there was a duty to
disclose which was consciously breached. It was not true to say that in
the case of insolvent companies there was such a duty of disclosure.
The statements made by the Court in Ex Parte Lebowa were too strict.
Trading in insolvent circumstances, except on a cash basis, is not per
se dishonest and unlawful. To stigmatise such trading as a social evil
was unnecessary and unrealistic as the reality was that most private
companies had nominal paid up capital and rather relied upon
shareholders loans. If these loans were taken into account many
commercially active private companies would be technically insolvent.
It was not the case that when these companies accepted credit that
they implicitly represented that the value of their assets exceeded their
liabilities, but simply that they would be able to pay the debt in terms of
the undertaking. In any event, to impose on directors a duty to disclose
the insolvency of a company to potential creditors was impractical.
Thus, while there would appear to be some support for a common law
duty to creditors of some form with its origins in the principles of deceit,
clearly this is in the stage of evolution and it is difficult to precisely
identify the current state of the law. Essentially the issue would appear
to be over whether fraud requires a subjective element or can be
established by breach of an objective test. Thus it has similarities to the
dispute between the United Kingdom courts as to the requirements for
fraudulent trading. Certainly there would appear to be an assimilation
between the position expressed in Ex Parte Lebowa and the common
law requirement in Australia, New Zealand and the United Kingdom
that directors of companies approaching insolvency have a duty to act
in the best interests of creditors. Importantly, in contrast to the position
in these jurisdictions the principle expressed in that case would not
appear to confine standing to the liquidator but rather the individual
creditors whose interests are harmed may take action.
,

57 1992 (2) SA 95 (W).
58
1992 (3) SA 396 (C).
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It is notable that the development of this common law duty in Australia,
New Zealand and the United Kingdom is often cited as evidence that
the statutory provisions were inadequate. 59 A similar comment might,
therefore, be made in relation to the South African reckless trading
provision. On the other hand, what we may be witnessing in the recent
judicial reconsideration of this principle is a resistance to the judicial
exuberance for change that characterised the development of the duty
to creditors in Australia and New Zealand. Certainly the position stated
in Ex Parte Lebowa had been arrived at without any reference to these
developments overseas and little authority was cited. 60 On the other
hand, proponents of this principle may gain some solace from the fact
that, as will be observed below, a similar principle has also been
expressed by the New Zealand Law Reform Commission. It will be
argued in chapter 11 that these sentiments provide particular insight
into the basis and rationale for a creditor recovery regime.
3.

The New Zealand Experience

In addition to the typical general defaulting officer provisions, New
Zealand company law has featured a small companies regime with its
own creditor recovery mechanism. It is proposed to examine both
these small companies provisions and the special features of the New
Zealand defaulting officer regime.
3.1 The private company regime
3.1.1 The legislation generally

The New Zealand Companies Act 1903 inserted a part into the
legislation dealing solely with private companies. 61 Where a company is
registered under this part, then a number of specific provisions, which
59 For example see Grantham who concedes the need for creditor protection but
questions whether this radical development is appropriate: 'The judicial extension of
directors' duties to creditors", rl 981] JnI of Bus L 1.
60 Some reliance was placed on Orkin Bros Ltd v Bell 1921 TPD 92 where the Court held
that there was an implied representation when directors of limited companies ordered
goods that they believed that the company would probably be able to pay and if they
know this not be the case they commit a fraud. Also see Brenes and Co v
Downie 1914 SC 97 and Ruto Flour Mills (Pty)) Ltd v Moriates 1957 (3) SA 113 (T).
61 The notion of private companies as defined in this part is different from the generally
accepted notion of a small company with its constitution prohibiting capital invitations
being made to the public and restricting the right to transfer shares. Rather, a company
registered under this part is a private company.
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basically recognise that the company is akin to a partnership, apply to
it. For example, the company must consist of not fewer than 2 and not
more than 25 members, all the share capital is to be subscribed for in
the Memorandum and the company is prohibited from issuing any
prospectus inviting subscriptions for shares in its capital. At the same
time the company is granted certain privileges, for example there is no
prohibition on loans to directors and company affairs can be conducted
without a formal meeting. 62
Winding-up provisions
Most significantly, the private company provisions contain a number of
special provisions which apply on the winding-up of such a company.
For present purposes the most important of these provisions is S.364
of the Companies Act 1955 which first appeared as S.170. S.170(1)
provided that:
"If it appears to the Court on the winding-up of a private company that
any member of such company acting in its affairs has, prior to such
winding-up, knowingly done or omitted any act, or been party or privy to
any act or omission, which, if such member were a sole trader and had
been adjudged bankrupt, would render him liable to the penalty
imposed by S.138 of the Bankruptcy Act 1908, the Court may, if it finds
that such act or omission has in fact prejudiced the creditors or any
creditor of the company order any such member to pay to the liquidator
of the company such sum in addition to the amount for which he may
be liable under the constitution of the company as the Court may seem
just."
The provision further provided that the Court could order that such
sums be paid to particular creditors and that the powers contained in
the section were in addition to any other powers which the Court had
on winding-up. 63
The significance of this provision is plain from a perusal of the various
offences contained in S.138 of the Bankruptcy Act 1908. The more
important of these included:
(i)

The carrying on of trade by means of fictitious capital (Paragraph
a);

62
63

Part vIll Companies Act 1955.
Subsections (2) and (3). Apart from the addition of two inconsequential sub-sections
which appeared in the 1933 version of the provision (Ss 302(4) and (5)) this section
has remained unchanged.
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(ii)

Not having had at the time when any of the debts were
contracted any reasonable or probable expectation of being able
to pay the same as well as all the other debts (Paragraph b);

(iii)

Having acted with intent to defraud creditors (Paragraphs f and
9);

(iv)

Having by rash and hazardous speculations, gambling,
drunkenness or unjustifiable extravagance in living brought about
bankruptcy (Paragraph h); and

(v)

Having within three years before the commencement of the
bankruptcy made unjustifiable irregular payments (Paragraph i).

S.138 of the Bankruptcy Act 1908 was substantially amended by virtue
of the enactment of the Insolvency Act 1967. The relevant offences are
now contained in S.126, S.127 and S.128 of the Insolvency Act and are
couched in wider terms. Specifically:
(i)

The reckless trading offence is couched in subjective terms in
that the Crown must prove that the bankrupt did not expect to be
able to pay his debts although the section provides that it will be
sufficient to show that he had no reasonable grounds for
expecting that he would be able to pay the debts. The new
offence specifically includes within the meaning of debts, future
and contingent debts; 64

(ii)

The carrying on of trade by means of fictitious capital offence
was deleted;

(iii)

An aspect of the fraudulent trading offence relating to the
removal of property within two months before or at any time after
the obtaining of a judgment against the bankrupt was amended
to cast the onus on the bankrupt to prove that he performed
these acts with no intent to defraud any of his creditors.
Previously it was necessary to prove that the removal had been
with intent to defraud; 65

(iv)

The improper living offence was amended so that it is no longer
necessary to prove that it "brought about" the bankruptcy but

64
65

Ss126(1)(a) and (2).
S.126(1)(b).
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merely that it "materially contributed to or increased the extent
of" the insolvency; 66 and
(v)

The offence relating to unjustifiable irregular payments was
deleted.

The effect of these provisions was thus to operate as fraudulent and
reckless trading provisions some thirty and sixty years respectively
prior to the enactment of these provisions in other jurisdictions. The
major limitation of course was that the provisions only applied to
companies registered as private companies. However given that
reckless and fraudulent trading provisions were, initially at least, mainly
directed at small private companies, and when the popularity of private
company registrations in New Zealand is appreciated, 67 then this
limitation is of less significance.
3.1.2 Significant features of S.364
S.364 contains a number of significant features:
(i)

It is not limited in its application to officers of the company, but
applies to "any member of the company acting in its affairs". 88

(ii)

Such a person must have "knowingly done or omitted any act or
been party or privy to any act or omission" amounting to a
bankruptcy offence. This is a broad head of liability in that it
encompasses a failure to act which the member was simply privy
to, although the term "knowingly" may impose a constraint on the
scope of the offence. 69

(iii)

The act or omission must have "in fact prejudiced the creditors".
Thus the focus is on creditors' rights. Notably the court is
expressly authorised to direct the payment of compensation to
creditors.

(iv) Although it is not entirely clear, the provision would appear to be
dynamic78 in its application as, prima facie the court has a very
66
S.126(1)(c).
67 There had been 86,252 registrations as at 1972. See the McArthur Committee Report,
para 450.
68
In In re JE Hurdley and Son Ltd (In Liq) [1941] NZLR 686, 711 their Honours assumed
that the word "member" included a director, although Fair J. reserved his opinion,
although conceding that the term probably did include directors.
But see the discussion below.
69
70
In the sense that its application envisages a course of conduct.
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wide discretion as to the quantum of the orders it can make.
However it is submitted that a responsible exercise of this
discretion would result in the court only ordering personal liability
for a debt where it is specifically shown to have been contracted
in the specified circumstances and, on this basis, the provision is
likely to have an application more akin to a discrete provision. 71
The provision was considered in In re JE Hurdley and Son Ltd (In Liq) 72
where the New Zealand Court of Appeal dismissed actions against
certain directors of an insolvent company on a number of grounds.
During the course of the decision a number of instructive observations
were made in relation to the provision.
A new cause of action?
One issue was whether the provision created a new cause of action.
Whilst Ostler J. expressed some doubts as to whether the provision
created a new cause of action, because nearly all the paragraphs of
S.138 of the Bankruptcy Act referred to fraudulent and tortious acts or
omissions for which an action already lay, he and the other members of
the Court concluded that a new cause of action was provided. However
because S.170 provided that the powers conferred by the section were
to be in addition to any other powers the Court had on a winding-up, it
followed that the misfeasance provision and S.170 had to be read
together and the "real effect of S.170 is to extend the words
'misfeasance or breach or trust' as used in [the misfeasance provision]
by including therein the acts and omissions referred to in S.170."73
Compensatory or penal in nature?
Another issue was whether the provision was compensatory or penal in
nature? Whilst Myers C.J. held that the provision was penal in nature,
the other two members of the Court of Appeal did not agree. Their
Honours observed that 8.170 applied only where it could be proved
that a creditor had been prejudiced by one or more of the acts detailed
in 8.138. This observation supported the view that the section was not
directed towards punishing members but to compensating creditors.
The real and only object of the section was to mitigate or make good
losses suffered by creditors.
The meaning of "knowingly"
As to the term "knowingly", the Court unanimously held that it did not
import any notion of mens rea into the provision. The object of using
71
72
73

For a discussion of the distinction between dynamic and discrete provisions see
section 4.5.3 of chapter 5.
[1941] NZLR 686, 711.
Id, 740.
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the term was solely to protect members of the company who had not
taken an active part in its management. All that the term required was
that the member of the company must know that a particular act was
done or omitted to be done. In the context of the reckless trading
offence, the member must know that the particular debts were incurred,
but it is not necessary that he know at that time that there was no
reasonable expectation of the company paying them. The test was
broader, namely whether a reasonable man, at the time that the debt
was incurred, and with the knowledge of the directors as to the affairs
of the company would have known that the company was insolvent and
that there was no reasonable chance of it being able to pay the debt. 74
It may be that the remedial effect of the provisions has, in fact, been
lessened by virtue of the changes to the bankruptcy offences effected
by the Insolvency Act 1967. Now the reckless trading offence is
couched in subjective terms, thereby importing a mens rea.
Cause of action for creditors?
Their Honours would seem to have taken the view that a creditor could
not itself take action under S.170, although Fair J. expressly stated that
he reserved his opinion on this point. If the provision is truly to be read
with the misfeasance provision then it would appear that standing
under that provision would be determinative of the issue. Under the
provision then existing creditors did have standing.
The significance of this provision from the perspective of the possible
development of the Australian provisions will be explored in chapter 9.

3.2 General fraudulent/reckless trading provisions
3.2.1 The McArthur Committee recommendations and
amendments
The first general fraudulent trading provision appeared as S.268 in the
1933 Act alongside the misfeasance provision in S.269. Both
provisions remained unchanged as S.320 and S.321 respectively of the
1955 Act until 1980 when amendments were introduced in response to
the recommendations of the McArthur Committee. The Committee's
report, widely regarded as too conservative, 75 had been shelved for 7
years by the Government. The general theme of the report was a move

74
Id, 743.
75 See Russell, "The Companies Amendment Act 1980" [1981] NZLJ 71.
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to align New Zealand company law with that of Australia and away from
the United Kingdom.
The recommendations
The McArthur Committee was particularly concerned at the rapid
growth in the number of private company registrations together with the
low level of capital with which these companies were being established.
It reported that there was a danger of abuse through the incorporation
with limited liability of very small undercapitalised businesses and that
there was some evidence to connect company failures with companies
with a small capital base.
The recommendations in relation to private companies included: 76
(i)

more positive action by the Companies Office in policing the Act,

(ii)

greater financial disclosure, and

(iii)

a requirement that private limited companies incorporate with a
subscribed capital of not less than $2,000.

In a more general context the Committee also recommended that the
defaulting officer provisions be entirely re-enacted along the lines of the
legislation then existing in most Australian States, that is S.367A to
S.367C and S.374A to S.374H of the Uniform Companies Acts. 77
The amendments
In the result the $2,000 minimum capital requirement for private
companies was not enacted but otherwise the recommendations were
generally adopted. Apart from the group trading provisions, which have
already been considered, 78 the more notable amendments included:
(i) The inclusion of two reckless trading provisions within S.320
enabling the Court to make relevant orders where it appeared in
the course of the winding up of a company that
"Any person was, while an officer of the company, knowingly a
party to the contracting of a debt by the company and did not, at
the time the debt was contracted, honestly believe on reasonable
grounds that the company would be able to pay the debt when it

76 At paras 459-470.
77 At paras 328-329.
78 See chapter 7.
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fell due for payment as well as all its other debts (including future
and contingent debts)"
Or

"Any person was while an officer of the company, knowingly a
party to the carrying on of any business of the company in a
reckless manner.";
(ii)

The separation of the fraudulent trading offence, formerly
contained in S.320(3), from the provision creating the civil
liability, and the extension of its application to circumstances not
necessarily discovered upon a winding up; 78 and

(iii)

The enactment of a provision to the effect that the Court had the
power to order that any security or charge created by a
company, subsequently unable to meet all its debts, in favour of
a related person or company was void as against the liquidator.
The purpose of this provision was to catch persons who have
gained some undue advantage through abuse of a special
position in relation to the company. 88

3.2.2 The reckless trading provision

Of these amendments the enactment of a reckless trading provision
was the most important. The provision essentially adopts the Australian
reckless trading provision with the addition of an additional limb
apparently copied from the South African legislation.
The second limb is essentially dynamic in its application, being directed
at a course of conduct, and hence is possibly more suitable for actions
on behalf of the company. On the other hand, it would appear, for the
same reasons as advanced in relation to the Australian provisions, 81
that the first limb is discrete; being directed at the incurring of a
particular debt, and is better designed to cater for actions by individual
creditors. It is argued below that this distinction may explain the need
for the enactment of the two limbs. 82
The amendments substantially widen the scope of S.320. The scope of
the fraudulent trading provision must now be very limited although it
79 S.461 0.
S.311B.
80
81
See chapter 5.
82
For a general discussion of this provision see Farrar, "The Responsibility of Directors
and Shareholders for a Company's Debt", (1989) 4 Cant LA 12 at 20-25.

Page 345

Chapter 8
Some International Perspectives

has been suggested that it is still important in respect of frauds
committed by third parties or where the company has been defrauding
particular creditors, such as the Revenue. 83
Whilst the interpretation of the first limb clearly calls upon the
Australian caselaw, the second limb of the provision has also been
considered in a number of cases. A test for recklessness has been
established to the effect of whether something in the financial position
of the company would have drawn the attention of an ordinary prudent
director to the real possibility, not so slight as to be a negligible risk,
that his continuing to carry on the business of the company would
cause loss to the creditors? 84 This test would appear to be essentially a
restatement of the "gross negligence" test established by the South
African Courts.
In this context one particular issue that has generated difficulty is the
relevance of a failure by the directors concerned to maintain proper
accounts. In a number of decisions the absence of adequate
accounting records has assisted the courts in a finding of
recklessness.85 However in Re Pacific Wools Ltd 86 careless accounting
actually protected a director from liability on the basis that he was
oblivious to the company's insolvency and knowledge of the company's
financial difficulties was a prerequisite for liability. The earlier
authorities were distinguished on the basis that the officers concerned
in those cases were at least aware that their respective companies
were experiencing financial difficulties although unaware as to the
precise extent of these difficulties because of the lack of adequate
records.
Ultimately this issue rests on whether the test for recklessness is wholly
objective or carries with it subjective elements. In any event, given the
interpretation of the first limb of S.320(1) adopted in Vinyl Processors
(New Zealand) Ltd v Cant, 87 to the effect that passivity is no defence,
applications in reliance on the second limb ought be rare. 88

83 Morison, Company Law in New Zealand, Butterworths, Wellington NZ, para 40-55.
84 Thompson v Innes (1985) 2 NZCLC 99,463; Re Petherick Exclusive Fashions Ltd (in
liquidation) (1987) 3 NZCLC 99,946 and Re Lake Tekapo Motor Inn Ltd (in liquidation)
[1988] NZ Recent Law 193.
85 Re Bennett, Keane and White Ltd (1988) 4 NZCLC 64,317; Re Electronic Business
Systems Ltd (1990) 3 BCR 685 and Re Rex Wood Service Centre Ltd (1986) 3
NZCLC 100,199.
86 (1992) 6 NZCLC 67,824.
87
[1991] 2 NZLR 416. See chapter 6, section 4.3.2.
88 See Watts [1992] NZ Recent Law Review 230.
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3.2.3 Comparison with the private company provisions
The reason for this relative late introduction of a reckless trading
provision is probably attributable to the existence of S.364. For
example, the Courts in Hurdleys case found that there was no intent to
defraud but arguably had the action not been statute barred the
directors would have been liable for reckless trading under the private
company provisions.
The importance of S.364 may now have diminished with the enactment
of a reckless trading provision in S.320. Ultimately whether this is in
fact the case will depend upon the interpretation of S.320, especially as
to the significance of the reference to an "honest belief" in S.320(1),
and whether this provision establishes a different test to that
established by the combined effect of S.364 and S.126(1)(a) of the
Insolvency Act. It may well be that the tests established by each
provision have the same application. It would appear that in each case
the issue is one of what is objectively reasonable. 89 Thus, in the case of
S.320(1), the subjective test (the belief of the officer that the company
can meet its debts) must be justified by an objective test (the
reasonableness of that belief). 98
Notably creditors are expressly granted locus standi to proceed against
corporate officers under the reckless trading provision in contrast to the
private company provision which is silent on this issue.

3.3 Liability for failure to keep proper accounts
The New Zealand legislation contains a further novel feature in that
personal liability for corporate debts may be imposed upon a corporate
official where the company has failed to keep proper accounts 91 and
the Court considers it appropriate to so order. 92 Certain defences are
89

90
91
92

See Russell, The Companies Amendment Act 1980 - Protecting the Company against
its Directors* [1981] NZU 131, 133-134 where the author argues that the amendment
to S.320 effectively restores the test stated in Re William Leitch Bros Ltd (No. 1)
(1932) 2 Ch 171 which was really the type of dealing which the old S.320 was
designed to attack, but which was overturned in Re Patrick & Lyon Ltd [1933] Ch 786.
Also see Morison (op. cit.), para 40.55 Fn(d). This issue is discussed further in chapter
9, section 4.1.2.
See Morison (op. cit.), para 40.55.
S.151 Companies Act 1955, cf. S.289 of the Corporations Law.
S.319(1). The legislation specifies certain circumstances in which liability ought be
imposed, such as where the inadequate records contributed to the company's inability
to pay its debts, but otherwise provides the court with a general discretion.
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available namely that the person took all reasonable steps to secure
compliance or reasonably believed that they had delegated
responsibility for ensuring that proper accounts were kept to a
competent and reliable person.
In Maloc Construction Ltd v Chadwick 93 the Court considered that in
ascertaining the quantum to be imposed pursuant to this provision the
Court had to consider the loss caused by the breach, the culpability of
the respondent and as to what debts were incurred during the duration
of the breach.94 The Court stated that it was clear that the provision is
solely concerned with the keeping of accounting records and directors
will not be liable under the provision for failing to use these records to
draw appropriate conclusions as to the state of the company's
business.95
Importantly the provision provides creditors with standing although it is
silent as to the beneficiary of any award. Consistent with the authorities
on the fraudulent trading provision, which previously contained similar
wording, the Court arguably may direct payment to an applicant
creditor pursuant to this provision.%
Whilst the provision is contained in the Companies Bill 199097 the New
Zealand Law Reform Commission had during 1989 recommended its
repeal 98

3.4 The New Zealand and Australian positions compared
The early recognition by the New Zealand legislature that small private
companies were to be treated on insolvency in a manner akin to an
individual contrasts with the Australian approach of applying one set of
generic provisions to all corporations.

93 [1987] NZ Recent Law Review 125.
94
As to the relevant limitation period applying to applications under S.319 see Re
Network Agencies International Ltd [1991] 2 NZLR 416.
95 Re Pacific Wools Ltd (1992) 6 NZCLC 67,824. For a discussion of this provision see
Howell and Wale, "Recent Developments in Insolvency Law and Practice", NZLS
Seminar July/August 1987 p 21.
96 See chapter 6. On the other hand, the causal connection between the creditor's loss
and the director's default may be less pronounced than where the default is in the
nature of fraud.
97 S.263.
98
See S.156 of the draft legislation. Failure to cause the company to maintain proper
accounts would remain an offence but no civil liability would attach: Company Law
Reform & Restatement, Report No.9, June 1989, Wellington New Zealand.
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Notably the private company insolvent trading provisions would appear
to have effectively the same application as S.592(1) of the
Corporations Law.gg On the other hand, the two limb approach to the
reckless trading provisions contrasts with S.592(1) of the Corporations
Law. The first limb is in terms essentially consistent with the original
Australian reckless trading provisions whilst the second limb
reproduces the South African provision.
The reason for this two limb approach is not immediately apparent and
arguably one limb is otiose. Whether this is in fact the case may
ultimately depend upon whether the New Zealand courts adopt the
South African interpretation of "reckless", namely grossly negligent. If
such an approach is adopted then, for the reasons advanced in section
2.4 above, the scope of the Australian and New Zealand provisions
would be essentially the same notwithstanding the existence of the two
limbs.
On the other hand the existence of both limbs satisfies the defects of
the South African type provision, most notably that it does not readily
lend itself to actions by individual creditors. 100 Thus individual creditors
may ultimately turn to the first limb for assistance while liquidators and
prosecutors may rely on the second limb for redress against delinquent
officers. This matter is further explored in chapter 9.

3.5 Recent New Zealand reforms and proposals
The New Zealand Law Reform Commission solvency test
During 1989 the New Zealand Law Reform CommissioF recommended
substantial changes to the companies legislation including the
defaulting officer regime. 101 After public consultation these proposals
were modified and a supplementary report issued. 102
Essentially the Commission proposed replacing the reckless and
fraudulent trading provisions with a solvency test. Pursuant to S.105 of
the draft legislation a director was to be prohibited from allowing a
99 Technically it is more in tune with the predecessors to the current Australian provision.
The significance of this may be in the application of the provision to the unusual
circumstances of where grounds for payment exist objectively but not subjectively. See
the discussion in chapter 6, section 4.2.
100 See above.
101 Company Law Reform and Restatement, Report No 9, June 1989, Wellington New
Zealand.
102 Company Law Reform: Transition and Revision, Report No 16, September 1990,
Wellington New Zealand.
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company to enter into a transaction unless he believed at the time, on
reasonable grounds, that the transaction did not involve an
unreasonable risk of causing the company to fail the solvency test and
that the company would be able to perform its obligations when
required.
The Commission also expressed dissatisfaction with the common law
development of a duty to creditors. 103 Hence S.103 of the draft
legislation provided that whilst directors were permitted to have regard
to the interests of creditors when performing their duties this was not to
be taken to limit their duties. Furthermore S.131(3) provided that both
their fundamental duty to act in good faith and in the best interests of
the company and their duty to observe the solvency test were owed
solely to the company.
The Commission stated that the solvency test was designed to protect
creditors whilst having a more restricted application than the existing
provisions which were considered to go too far in undermining the
position of the company as a vehicle for the taking of business risk. 104
Whilst defaulting directors would be personally liable to the company,
creditors could not claim damages directly, nor mount a derivative
action, although they would have standing to restrain a proposed
breach of the Act or the company's constitution. 105
Interestingly the Commission rejected the imposition of minimum
capital levels arguing that they provided no protection against under
capitalisation given that the appropriate minimum capital level for an
enterprise depended upon what and how it conducted its business. 106
Furthermore the Commission proposed the abolition of the distinction
between private and public companies arguing that the flexibility
contained within the draft legislation enabled it to sensibly apply to all
forms of corporation and this would remove the need for arbitrary
definitions. 107 For this reason there was also no need to establish a
specific close corporations regime. 108

103 Report No. 9, para 217.
104 Id, para 214.
105 Id, paras 215 and 219 and see S.126 of the draft legislation.
106 Id, paras 223-227.
107 Id, paras 229-241.
108 Id, para 239. Notably this argument was preconditioned on the general statute being
highly flexible and it was conceded that in the absence of such flexibility this position
would need to be reconsidered.

Page 350

Chapter 8
Some International Perspectives

Companies Bill 1990 - duty to refrain from reckless trading
The resultant Companies Bill 1990103 did not embrace the
Commission's solvency test but rather restated the duty to refrain from
reckless trading, 110 omitting the first limb, together with a provision
requiring that directors only agree to the company incurring an
obligation where they have reasonable grounds to believe that the
company will be able to perform its obligations. 111 Furthermore the
statement of the duty to act in good faith and in the best interests of the
company required only that the powers be exercised for a proper
purpose and no reference was made to whether the interests of
creditors might be taken into account. 112
Whilst the Bill does contain a statement of the solvency test 113 its
relevance is essentially as a precondition to corporate distributions 114 to
shareholders, the breach of which constitutes an offence by the
directors and entitles the company to recover from the relevant
shareholders. Any deficiency is to be made up by the directors where,
typically, reasonable grounds for believing that the company would
satisfy the solvency test did not exist. 115 Thus the Explanatory Note
provides116 that directors will be required to have reasonable grounds
for believing that the solvency test will be satisfied in particular cases.
The Law Reform Commission's proposals were clearly directed at
denying creditors a cause of action against defaulting directors.
Arguably the Bill achieves the same result as the reckless trading
provision is cast in the form of a duty owed solely to the company. 117
On the other hand both S.126 of the draft legislation and S.138 of the
Bill entitle creditors to seek an injunction restraining, inter alia, a
director from contravening his duties and authorising the Court to grant
109 The Companies Bill 1990 establishes a new companies regime separate to the
existing legislation. The Companies (Ancillary Provisions) Bill 1991 essentially
incorporates many of the features of this new regime into the 1955 Act whilst requiring
all existing companies to register under the new regime by 31 December, 1994 from
which date the 1955 Act is to be repealed.
110 Fraudulent trading is retained as an offence but not as a head of civil liability: S.326.
111 S.113 and S.114. It has been argued that the compromise position that has ben
established is both conceptually and practically flawed: Wishart, 'Models and theories
of director's duties to creditors', (1992) 14 NZULR 323, 324.
112 S.109 and S.111.
113 S.4.
114 Widely defined to cover various transactions which have a similar effect of depleting
the company's funds, for example a company acquiring its shares (S.51) or redeeming
them (S.59 and S.60) or providing financial assistance to assist a purchase of its
shares (S.61) and generally see S.2.
115 S.44 and S.48.
116 At para. III.
117 S.143(3).
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such consequential relief as it thinks fit. Importantly, however, both
provide that no order may be made in relation to past conduct. 119
Furthermore, whilst the Law Reform Commission's proposals expressly
rejected the common law developments in favour of creditors' interests,
the Bill, by failing to address the concepts of proper purpose and the
interests of the company, leaves the common law intact.
Personal liability to both a liquidator and a creditor is imposed for acting
in breach of a disqualification order119 or management prohibition 120 or
for failing to keep proper accounting records. 121
Justice and Law Reform Select Committee - duty to avoid carrying on
business in a manner likely to create a substantial risk of serious loss
to creditors
The Bill drew considerable criticism and was referred to the Justice and
Law Reform Select Committee. The Committee reported back in
December 1992. Whilst the Committee's recommendations did not
significantly alter the corporate insolvency provisions, the duty against
reckless trading was recast as a duty to avoid carrying on business in a
manner likely to create a substantial risk of serious loss to creditors.
Furthermore, the duty to act in the best interests of the company was
modified to permit directors to recognise the greater interests of a joint
venture or corporate group in certain circumstances.

4.

Conclusion

This chapter has examined aspects of the South African and New
Zealand development of fraudulent and reckless trading provisions. A
comparison of these provisions with S.592 and S.593 was undertaken.
It was observed that whilst these jurisdictions have adopted different
legislative approaches to a general reckless trading provision, in effect
the positions established by each regime were essentially the same.
A more detailed analysis of the lessons from this overseas experience
is contained in section 4 of chapter 9. It will be argved that the
implications for the Australian reform agenda are twofold:
(i)

The New Zealand special private company provisions provide a
direct precedent for the enactment of a creditor recovery regime

118 S.126(3) and S.138(4) respectively.
119 S.328 and S.329.
120 S.330 and S.331.
121 S.172 and S.263.
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that differentiates between types of companies in such a way as
to more precisely target the delinquency in question. In turn this
supports the notion of a creditor recovery regime that contains
varying mechanisms, the application of which depends on the
type of corporate arrangement at issue, and
(ii)

The South African reckless trading provision is dynamic in
contrast to the discrete nature of the Australian reckless trading
provision. That is, the South African provision is directed at a
course of conduct, viz, reckless trading, whereas the Australian
provision is directed at the incurring of a particular debt. This
difference can be traced back to the 1962 Jenkins Committee
origins of the South African provisionin whereas the Australian
provision first appeared as S.303(3) of the 1961/62 Uniform
Companies legislation. 123 Both types of provisions have their
deficiencies and benefits. In particular a discrete provision is,
arguably, more appropriate as a remedy for individual creditors
whilst a dynamic provision may be a more appropriate provision
for actions by liquidators or prosecutors. The New Zealand
approach of adopting both types of provision as alternatives
therefore has merit where both liquidators and individual
creditors are provided with standing.

Furthermore it will be argued in chapters 11 and 12 that the New
Zealand solvency test initiative, whilst probably too radical for
legislative endorsement, may provide an insight into the fundamental
principles underlying the creditor recovery regime. Essentially this test
emphasises that at the point in which the solvency of a company
becomes doubtful the controllers of the company must have regard to
the interests of creditors. These controllers cannot, at this stage, simply
rely on the privilege of limited liability for protection. This reflects that
the creditors have contracted with the limited liability company on the
basis that they would accept some of the risks of the enterprise but in
return for accepting this transfer of risk there is an expectation that the
corporate controllers would accept the• bulk of the commercial risks
through the venturing of adequate capital. The under capitalisation of
the enterprise engenders risks for creditors which they ought not
properly to bear. In such circumstances an appropriate result is, thus,
achieved through withdrawal of the privilege of limited liability.

122 See chapter 5, section 2.2.3.
123 See chapter 5, section 5.2.1.
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CHAPTER 9
BLUEPRINT FOR FUTURE REFORMS
"[The creditors] were being kept out of their money by the legal fiction
that ASP was not Mr. Shenkman. Unfortunately for them it is a legal
fiction which has been recognised by the law for over a hundred years.
It is said to have helped the growth of innumerable new businesses.
The fact that limited liability has all too often enabled many to enrich
themselves at the expense of those who have given credit to the
companies they control is the price the business world has to pay for
the potentiality for growth and convenience which goes with limited
liability. In my judgment, [the creditors] will have to pay that price."
Lawton L.J.,
Rolled Steel Products (Holdings) Ltd v British Steel Corp & Others
[1985] 3 All ER 52, 95

1.

Introduction

A history of patchwork reforms
The preceding chapters contained an historical and comparative
account of the common law and statutory restraints imposed on the
privilege of limited liability enjoyed by underlying corporate interests. It
was observed that the concept of limited liability originated in the need
to promote enterprise for the benefit of the state and its individuals.
Traditionally it was associated with corporations which were seen as
useful vehicles to facilitate enterprise, especially where investors could
be lured with the promise of limited liability. However with the
recognition of the separate legal identity of corporations, irrespective
of any close association with a particular individual, an opportunity
emerged for incorporators to use the device of limited liability to
insulate themselves from the risks of speculative practices. As a
consequence, creditors of companies rendered insolvent due to under
capitalisation, poor management, ignorance and/or inadequacy often
bore the losses generated by rash speculation. Furthermore, an
opportunity for blatant dishonesty and sharp practices became firmly
entrenched.

The genesis of the group company, in particular the multinational
group company, compounded the problems faced by creditors. New
issues have evolved which the traditional legal principles do not readily
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resolve. In particular the problems of defining the requisite level of
connection between corporations for the purpose of identifying the
existence of a group, of reconciling the various interests concerned, of
reconciling the separate legal identity of corporations with the joint
economic identity of the group and of extending liability across the
borders of various legal jurisdictions, have presented themselves.
The legislative and judicial response to these unexpected implications
of providing limited liability has been both piecemeal and reactive.
Evidence that these difficulties were not anticipated is clear from a
perusal of the first companies legislation which, apart from
establishing disclosure requirements and providing a summary
procedure by which to pursue common law claims against defaulting
officers, contained no protection for creditors against corporate abuses
or inadequacies. Thus, from the beginning the law makers lagged
behind the law breakers and a history of reactive rather than
preventative reform was commenced.
Furthermore, the competing policy issues and the nature of the
politically and economically powerful industrial and financial interest
groups concerned ensured that any reforms would be patchwork rather
than all encompassing. The perceived economic and, of course,
political benefits of limited liability were too real for the abolition or
significant restriction of the concept to be ever a serious consideration.
Although there is no tangible evidence that it is truly as beneficial for
our society as is alleged, particularly given the cost to the community of
its downside, as time has passed it has become more entrenched.
Initially the answer was seen as one of disclosure. The onus was to
remain on creditors to satisfy themselves as to the propriety of the
corporate interests. They were to be assisted in this task by a requisite
minimum level of disclosure. However with the complexities and
contingencies of commerce these disclosure requirements provided
very little protection. Certainly, they provided no protection against
dishonest or sharp practices.
Pressures for reform quickly mounted. An early attempt by the
judiciary to extend the summary procedure provision to provide a new
cause of action could not be sustained. The legislature responded with
fraudulent and, subsequently, reckless and wrongful trading
provisions, the judiciary with a duty to creditors and extended tortious
duties, the potential of which has yet to be realised. Further reforms to
tackle some of the problems raised by group companies have been
mooted.
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A reform agenda
Drawing on this history and haphazard development as a base for
analysis it is proposed, in this chapter, to identify a reform agenda. It is
argued that the common law duty to creditors ought not feature as an
element of this regime. Given the assumption of the retention of the
fraudulent and reckless trading provisions as an element of the
creditor recovery regime, the likely thematic development of these
provisions in such a way as to address the deficiencies identified is
canvassed. The lessons provided by the New Zealand, South African
and United Kingdom experiences are identified. Reforms to cater for
the position of creditors of group companies are also suggested.
The centre piece of the reform agenda is a proposal that the creditor
recovery regime differentiate between three types of corporate
arrangements, namely small closely held companies, "typical" trading
companies and members of corporate groups. Whist the revised
defaulting officer provisions ought provide an adequate recovery
mechanism for creditors of the "typical" trading company, the regime
requires greater flexibility if it is to adequately serve creditors of group
companies. To this end a provision empowering the judiciary with a
substantial, although guided, discretion, modelled along the lines of
certain taxation provisions, is mooted as a mechanism for group
company creditor recovery. On the other hand, it is proposed that the
creditors of small closely held companies be provided with a
preventative remedy, in the form of a capitalisation requirement or the
partial denial of the privilege of limited liability, in lieu of a more
complex recovery mechanism.
Finally it is emphasised that these reforms seek to balance the
interests of creditors with the encouragement of entrepreneurial
activity and recognise that although some commercial risk may be
legitimately transferred to the creditors there are some risks which the
incorporators remain accountable for and at the point of insolvency the
interests of the creditors become paramount.
2. The Common Law Duty to Creditors and the Misfeasance
Provision
Duty of limited appeal
In chapter 3 a means of reconciling the recently derived common law
duty to creditors with traditional company law principles was explored.
Essentially it was argued that companies ought be viewed in such a
way that upon insolvency the underlying interests to which directors
must have regard shifts from the shareholders to the creditors.
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Notwithstanding this purported rationalisation, the preponderance of
view appears to be that the duty remains an enigma, originating in the
arguably mistaken interpretation of comments by Mason J. in Walker v
Wimbome. 1 Furthermore, the reconciliation proffered in chapter 3
becomes less convincing as the judiciary extends the duty from
insolvent, to near insolvent, to doubtfully solvent companies.
At the commencement of chapter 3 a number of cases were referred
to where the notion of a duty or trusteeship in favour of creditors was
rejected. One of these cases, In re Wincham Shipbuilding, Boiler and
Salt Company, 2 illustrates a fundamental difficulty which such a duty
would encounter. In that case certain creditors had been paid in
preference to others in circumstances not amounting to a fraudulent
preference. This was held not to amount to a breach of trust or duty in
the absence of a duty to creditors. Clearly, now that there is a duty to
creditors, circumstances such as these will require directors to
differentiate between classes of such creditors. What is in the interests
of creditors or indeed the company, tends to vary, particularly
depending upon whether financial or trading creditors are under
consideration. Thus, directors are likely to be faced with a difficult
balancing task in the performance of this duty.
There is precedent for this form of inquiry, namely in the requirement
that directors balance the interests of competing classes of
shareholders. 3 Now directors will also be required to balance the
interests of competing classes of creditors as wel1. 4 With the recent
extension of the undue preference provisions 5 the enormity of the task
confronting directors in the exercise of this duty cannot be
understated.
The difficulty is that the duty was derived by the judiciary in response
to the perceived needs of commerce. As such, it is a fine example of
judicial awareness and creativity. Unfortunately it has been created in
a vacumn without regard to its strategic ramifications. It neither sits
well with general common law principles or the statutory scheme. If
1
2
3

4
5

(1976) 137 CLR 7; (1976) 40 ALM 446.

(1878) 9 Ch D 322.
Mills v Mills (1938) 60 CLR 150; Directors must act in the best interests of the
company as a whole but often this involves determining what is fair as between the
various classes of shareholders.
In the United Kingdom directors are also required to take into account the interests of
employees; S.309 Companies Act 1985. Quare, whether this may involve balancing
the interests of competing classes of employees.
S.565 Corporations Law. See Herzberg, 'Voidable Preferences: A New Approach?",
(1987) 5 C&SU 157 for an analysis of the relationship between this provision and the
duty owed to creditors.
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this duty is to herald future directions, fundamental change is required
elsewhere to accommodate it. However the imprecise and developing
nature of the duty make it difficult to identify what changes are
required, whilst also casting doubt on the suitability of this duty as the
linchpin of future development.
Misfeasance provision procedure inadequate
The existence of a duty is meaningless in the absence of a regime
enabling its effective enforcement. Traditionally this regime has been
provided by the misfeasance provision, the development of which was
examined in chapter 4.

The development of this provision over time has been extensive.
Gradually fetters on the application of the procedure built into the
provision by the original draftsman have been removed. Nevertheless
the procedure still contains one major flaw, a flaw inherent in the
nature of the procedure which no amount of ameliorative drafting can
cure. The flaw strikes at the very core of the procedure created by the
provision. It is that the procedure is not designed for cases involving
substantial evidential issues and, in particular, makes no provision for
pre-trial procedures nor, establishes rules to enable complex matters to
be adequately dealt with. Furthermore no third party proceedings,
cross claims or set-offs may be entertained.
Indeed difficulties arising from the absence of such procedures and
rules have plagued applications under the provision. Some members
of the judiciary responded by experimenting with a prohibition on the
hearing of complex matters under the provision, others attempted to fill
the lacuna with judicial pronouncements and practice notes.
It was demonstrated that where the duty to creditors is at issue
complex cases are more likely to be the norm than the exception.
Thus, the inadequacies of the procedure will result in either further
judicial reform or the abandonment of the procedure in favour of the
traditional action will all its attendant limitations.
Thus, from both a conceptual and practical perspective the common
law duty to creditors does not present as a platform for future
development.

3.

The Fraudulent and Reckless Trading Provisions

Since the 1930's the foremost constraints on the limitation of liability
enjoyed by corporate interests have been the fraudulent and
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reckless/wrongful trading provisions. Their development in the United
Kingdom and Australia was explored in chapters 5 and 6, with a
comparison with New Zealand and South African developments drawn
in chapter 8.
This historical and comparative account was instructive in identifying
the principles underlying the legislation and various reform issues.
These are explored further later in this chapter and also in chapter 11.
The analysis also identified the deficiencies and limitations of the
provisions. As has been acknowledged, such considerations inspired
the Government's 1993 reforms, considered in the next chapter. The
conclusions drawn from this analysis thus serve as a useful base from
which to assess the adequacy of the Government's response.
Given that these deficiencies have been identified it is appropriate to
briefly consider whether and how the fraudulent and reckless trading
provisions could be developed to address these concerns. That is,
given the theme inherent in these provisions, what would be their
natural development such as to ensure their intended operation?
Emphasis will be placed on the Australian environment.
3.1 Thematic development generally
3.1.1 Blending of criminal and civil aspects of the provisions
This feature of the Australian provisions, in particular the prerequisite
of a conviction for civil liability, is a major limitation. Its effect is to
increase the civil onus of proof to beyond reasonable doubt and to
make the potential civil litigant subject to all the other vagaries
affecting a prosecution. Although S.592(1) would appear to have been
intended to provide a civil remedy independent of a criminal
conviction, this intention has not been properly given effect to with the
result that the application of the provision is obscure and anomalous. 6
Furthermore, the logic in differentiating between reckless and
fraudulent trading in this respect is not readily apparent, especially
where it is the more heinous wrong for which the civil remedy is most
limited.7
6

7

Furthermore where both criminal and civil sanctions are available independent of
each other than the perennial problem of reconciling the progress of two
simultaneous sets of proceedings is bound to arise. Often such circumstances will
result in an application to stay the civil proceedings: Beecee Group Ltd v Barton & Ors
(1980) 5 ACLR 33. Again the provisions offer little guidance to the judiciary in this
regard.
Generally see chapter 5, section 5.6.2.
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The blending of the criminal and civil aspects of the provisions also
leaves open the possibility of judicial error as evidenced by the past
application of criminal rules in the civil context. Although the Australian
courts have generally resisted this temptation this is no reason to
continue to leave the risk open. 8 It is notable that a civil applicant has
been denied discovery on the basis that it might incriminate the
respondent in other proceedings. 9
Indeed these considerations raise the question of whether there is a
need for criminal law involvement in this area at all, especially in the
absence of fraud or rash speculation. For example, it has argued that
there is a need to rethink the role of the entrepreneur and risk taking
particularly in times of recession and economic change. The business
environment is already sufficiently hostile without the added worry of
the criminal enforcement of directors' duties especially where the line
between legitimate and illegitimate risk taking is drawn by
administrative discretion. 19
Where, however, criminal proceedings do exist and have resulted in a
conviction, logic and convenience dictates that a liquidator or creditor
should be able to rely on this conviction to establish their cause of
action. This would justify the retention of provisions in the nature of
S.592(7) and (8).
3.1.2 Application of compensation payments
S.593 identifies the party to whom compensation payments are to be
made. S.592(1), however, is unclear in this respect and clarifying
legislation could be expected. Presumably, if compensation orders are
awarded upon a prosecution, the court would have power, in its
discretion, to direct payment to the company or the particular creditor
offended. Where a civil claim is brought then, for the reasons
advanced in chapter 11, any award should be in favour of the
claimant. In these circumstances, the sections could be properly
acknowledged as part of the statutory scheme of arrangement
envisaged by the law rather than as competing or inconsistent with it.
Similarly, both S.592 and S.593 might be amended to clarify standing
in relation to civil claims, with the liquidator being included as a
8

See the discussion in chapter 6, section 2.2.1 and also section 4.1.3. Compare the
approach adopted in the United Kingdom: discussed in chapter 6, section 2.1.2.
9
See chapter 6, section 2.6.
10 Farrar, The Obligations of a Company's Directors to its Creditors, an unpublished
paper at p.20 and see p.16.

Page 362

Chapter 9
Blueprint for Future Reforms

prescribed person in both cases. Where an action is brought by a
liquidator any award should be in favour of the company.
3.1.3 Knowledge of the debt - the defence of indifference
Reckless trading provision
The initial judicial interpretation of the defence contained in
S.592(2)(a) was such that a corporate officer could escape liability for
reckless trading by reference to his own indifference to the affairs of
the company. Although S.592 would prima facie appear to make
corporate officers liable for debts incurred with their implied
knowledge, that knowledge being implied from the capacity they hold
in relation to the company in conjunction with their statutory duties, this
was held not to be the case. Recent decisions have substantially
rectified this apparent anomaly, although it was observed in chapter
611 that some residual doubt remains.
It is suggested that this initial extension of the defence was contrary to
the policy and purpose of the legislation. To remove any lingering
uncertainty, and in recognition of the arguments which supported this
initial reading of the defence, either the defence could be abolished or
restricted to instances where officials actually withdraw their authority
or consent to the incurring of debts or, at least, where there is
evidence of their dissent or disapproval. Concurrently a provision
could be enacted indicating that the courts, in the exercise of their
discretion to take into account mitigating circumstances, should have
regard to whether the debt was incurred without the express or implied
consent of the officer. Where this is established then the courts could
be directed to further inquire as to why this was the case and if it was
due to neglect or other inadequate conduct by the officer, then no
mitigation of liability ought be contemplated.
In this way a proper balance between innocent officers on one hand
and those undeserving of exculpation on the other, would be achieved,
whilst at the same time providing flexibility to cater for difficult factual
circumstances.
The result would be a reckless trading provision which required that
the person impeached be a director or involved in the management of
the company, whilst at the same time providing that such a person
would be liable for debts incurred with his express or implied
knowledge. Then, in the absence of any evidence to the contrary, a
director or manager would be assumed to have impliedly authorised or
consented to, and to have knowledge of, any debts incurred by the
11

Section 4.3.
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company, simply by virtue of his status. The onus would be on such a
person to prove otherwise and if he could only attribute his lack of
knowledge to his own neglect then he would have no defence. Thus, it
would be possible for such a person to be liable without any direct
involvement in the incurring of the debt.
Fraudulent trading provision
The fraudulent trading provision requires that the person be knowingly
concerned in the doing of an act by the company with a fraudulent
intent or purpose. As interpreted it would appear that persons will not
be liable unless they actually took part in the doing of the act with the
requisite intent or purpose. Thus, the person impeached would have to
normally be the director or manager performing the act.
It is suggested that the difference in the scope of the fraudulent trading
provision and a reckless trading provision subject to the amendment
suggested above would be anomalous. A person who performed an
act, constituting an act of the company, or who was party to the
performance of such an act would not be liable for fraudulent trading
where it could not be shown that he possessed the requisite intent, or,
possibly, had actual knowledge of its existence in another person,
even though he may have had constructive knowledge of the
existence of the intent in another person. This would be in contrast to
the application of the reckless trading provision, a less heinous wrong.
This is of particular importance if the fraudulent trading provisions
were to have an application to group companies. In most
circumstances it would be difficult to establish that the intent
possessed by a director of a subsidiary was attributable to the parent
company and/or its controllers, even though objectively they ought to
have been aware of it. Similarly it may be difficult to establish that the
controlling entity was "concerned in" the doing of the act.
It is suggested that the fraudulent trading liability could be extended to
make it consistent with the reckless trading provision by providing for
implied knowledge and passive involvement in the fraudulent conduct.
3.1.4 Miscellaneous matters
There are a number of minor issues and anomalies which would
require legislative attention. These include:

(I)

Whether civil liability should arise under 8.592(6) such that the
court may order compensation to the company or a creditor in
much the same way that such orders can be made under
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S.592(1)? It is suggested that such a power could be provided
as part of any general reorganisation of the provisions to
separate civil and criminal liabilities.
(ii)

What is the relationship between the statutory rights contained
in S.592 and S.593 and the general law rights enforceable
under the misfeasance provision? In particular, provision could
be made for the situation where two actions arise out of the
same conduct where, for example, one was initiated by a
liquidator and the other by a creditor. 12 It is suggested that the
statutory rights ought prevail.

(iii)

The significance of S.592(7) and S.592(8) is unclear. In
particular clarification would be required as to whether these
provisions are intended to have an application to S.592 or S.593
proceedings and, in any event, as to what is their relevance? A
possible operation for these provisions was identified in section
3.1.1 above.

(iv)

Whether, and in what circumstances, a person liable under
S.592(6), as amended, or S.593 would be able to seek
reimbursement or indemnity from the company? In particular
whether the inconsistency created by S.592(1) and S.592(6) on
the one hand in abrogating any right to indemnity in contrast to
S.593(1) and S.594 on the other is intentional and, if not, which
result should prevail? It is suggested that the better view is that
no reimbursement or indemnity from the company ought be
available. 13

(v)

Whether a respondent to an application under S.592(1),
S.593(1) or S.593(2) can deny the validity of the debt and
contend a counter claim by the company by way of set-off,
particularly where the liquidator has already admitted the claim
against the company? Again it is suggested that the better view
is that a respondent ought be able to respond in such a manner
as his liability is quantified by reference to the company's
obligations and the officer was not a party to the admission by
the liquidator. 14

(vi)

Whether a company can be shown to be "unable to pay its
debts", and hence subject to the application of the defaulting
officer regime, by means other than that specified in S.589? It is

12
Id, 15-16 and see the reference referred to in footnotes 46 and 47 to that paper.
13
See the discussion at section 2.1.5, chapter 6.
14 See Dorklerk Investment Pty Ltd v Bhyat 1980(1) SA 443(W).
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suggested that the better view is that an applicant ought be
permitted to prove this requirement by any relevant evidence
with reliance on the deeming provisions being voluntary, not
mandatory. 15
and
(vii) The categories of potential respondents in relation to both the
fraudulent and reckless trading provisions are problematical and
these could be clarified. The management capacity under the
reckless trading provision is both confusing and unnecessary
given the wide definition of director and the presence of the
defences. Furthermore it has the potential, in appropriate
circumstances, of inappropriately reversing the onus of proof by
requiring a person, only remotely connected with the running of
a company, to satisfy one of the defences. In relation to the
fraudulent trading provision there appears to be no justification
for arbitrarily restricting the application of the provision to a
defined category of persons, such as those involved in
managing the company, if the other requirements of the
provision are made out.
3.2 Development specific to the fraudulent trading provision
3.2.1 Meaning of intent to defraud
Although the Australian courts have adopted a solely subjective
interpretation of "intent to defraud" and "fraudulent purpose", recent
United Kingdom authorities indicate support for the existence of an
objective element. Accordingly, in order to remove any uncertainty,
these terms could be defined in the legislation. 16
A further factor that could be addressed is whether a preferential
payment may be capable of constituting a fraud. It is important that
such payments be caught if the provision is to have an application to
group companies. 17
15 See chapter 6, section 2.1.3.
16 On the other hand, it is conceded that the presence of a reckless trading type
provision now in both the United Kingdom as well as Australia ought ease the
pressure to extend fraudulent trading to cover conduct properly perceived as
objectively reprehensible. Indeed the existence of the reckless trading provision in
Australia since the early 1960s may explain why the Australian judiciary have resisted
the temptation to which their United Kingdom brethren yielded.
17
It may be necessary to restrict the application of the provision to preferential
payments in favour of associated or controlled entities as otherwise financial
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3.2.2 Debts to which the fraudulent trading provisions apply
S.593(2) empowers the courts to quantify awards by reference to the
"debts" of the company. The use of this term raises doubts as to the
breadth of the discretion postulated by this provision. In particular the
authorities are divided as to whether the courts may order
compensation in relation to debts fairly attributable to the fraudulent
course of conduct or only debts in relation to which convictions have
been recorded.
It is suggested that the first view is more appropriate, there being no
mandate to fetter the discretion of the court in the manner envisaged
by the second view. In any event the second view is merely
symptomatic of the problems generated by the blending of the civil and
criminal remedies. With the removal of the conviction prerequisite for
civil liability, the issue would be resolved.
The reference to "debts" in S.593(2) raises considerable
interpretational difficulties. These are of greater significance in the
application of the reckless trading provision and so will be considered
in that context. Suffice to state at this stage, the use of the term raises
doubts as to whether compensation for non-contractual obligations
can be awarded under S.593(2). It is suggested that these doubts
could be addressed by deletion of the phrase "required to satisfy so
much of the debts of the company".

3.3 Development specific to the reckless trading provision
3.3.1 Ability to pay - relevance of subjective considerations
S.592(1) is a vast improvement on its predecessors in that it is
confined to objective considerations thereby simplifying proof of the
elements of the action. Subjective considerations are relegated to the
defences contained in S.592(2).
Unfortunately the interpretation of the requirement in S.592(1)(b), viz.
that there be reasonable grounds to expect that the company would
not have the ability to pay its debts, has inadvertently left an avenue
open for subjective factors to again influence proof of the existence of
the cause of action, especially where group companies are concerned.
This becomes an issue where the ability of the company to pay has
institutions may be unfairly prejudiced.
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depended upon the officer concerned continuing to adhere to a policy
of shuffling funds between the various companies under his control.
The courts have ruled that where such a policy exists then there are
no reasonable grounds to anticipate an inability to pay.
Clearly this creates a potential limitation on the application of the
reckless trading provision in that an officer may create the absence of
reasonable grounds by his past conduct. The courts have sought to
allow for such contingencies by stating that the test must be applied in
a "realistic way". This will typically necessitate a subjective analysis as
to what the officer intended.
Under the predecessor to S.592(1) the court had to be satisfied that
there were no subjective grounds objectively reasonable for expecting
payment. Thus, there were two tests to be satisfied whereas S.592(1)
only requires that there be no objectively reasonable grounds not to
expect payment. Difficulties in proving that no subjective grounds for
expecting payment existed, resulted in the earlier provisions having
little application. On the other hand, once it was established that no
subjective expectation existed, then that was the end of the inquiry
and liability was made out. It mattered not that objective grounds
existed for expecting payment in circumstances where it had been
shown that no subjective expectation existed.
Normally, an attempt to apply the provision failed because it could not
be shown that no subjective expectation existed and only rarely would
the inquiry turn to whether a subjective expectation that did exist was
objectively reasonable. Accordingly, the principle that past conduct of
shuffling funds between companies could give rise to objective
grounds was not as significant because the officer was nevertheless
liable in the absence of a subjective expectation as to payment.
S.592(1), however, provides that the primary test is an objective one
such that if the test is not made out no liability arises. There is no
safety net in the form of a subjective test. If the officer can organize
the company's affairs in such a way as to ensure that on an objective
test the company appeared able to pay its debts, then no liability
arises irrespective that he had no actual expectation that the debts
would be paid. Thus, the elevation of the objective test from a
secondary to a primary test has increased the significance of this
issue. 18

18 Anecdotal evidence provided to the writer during 1987 from employees of the
Corporate Affairs Office confirmed that arguments based on this element of the
offence constituted the normal defence with which their prosecutions were met.
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It is suggested that this matter could be provided for by the inclusion in
S.592 of a provision to the effect that, notwithstanding S.592(1)(b), if
an officer incurs a debt without any expectation of payment then the
officer will be personally liable. This would have the effect of satisfying
a lacuna in the operation of the fraudulent and reckless trading
provisions. The existence of this lacuna arises because S.592(1) is not
truly a reckless trading provision but more akin to a negligent trading
provision. 19
Support for this approach is provided by Williams who has identified a
similar difficulty with the South African reckless trading provision. He
claims that the courts, by making the test for recklessness wholly
objective, may have in fact undermined rather than enhanced the
effectiveness of the section. His solution is to construe recklessness
as connoting either a subjective or an objective appreciation of the
risk, a solution which has clear parallels to that proposed above. 29
An alternative would be to extend the fraudulent trading provision to
apply to circumstances where an officer incurs a debt without any
expectation of payment where objective grounds for an expectation as
to payment exist by virtue of the past conduct of the officer. It is
certainly arguable that such a course of conduct evidences an intent to
defraud.
3.3.2 The meaning of the term "debts"

Problems caused by the expression
The most significant expression used in S.592 and S.593 is "debt".
The use of this term has resulted in many conceptual and practical
difficulties. It has been argued that no debts exist once the winding-up
of a company has commenced such that to talk in terms of liability for
the debts of a company being liquidated is non-sensical. Furthermore,
doubts have been expressed as to whether the term limits the
application of the provisions to contractual obligations or whether
unliquidated damages claims are also caught. Similarly, the issue has
arisen as to whether contingent liabilities are included within the term.
The most important implication of the use of the term is that it renders
S.592(1) and S.593(1) a discrete operation. Liability arises in relation
to a debt, not the balance of a sum of debts. Thus, any action under
S.592(1) must establish that the elements of the provision are made
out in relation to each invoice. This has been undoubtedly the greatest
19 Contrast the New Zealand reckless trading and private company provisions.
20 Williams, 'Liability for Reckless Trading by Companies: The South African
Experience", [1984] ICLO 684 at 692.
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limitation in practice on the application of the provision.
Implications arising from the use of the term extend to the
interpretation of other features of the provisions. S.592(1) requires that
a debt be Incurred" and, furthermore, that certain inquiries are to be
conducted as at the time it was incurred. Clearly the meaning of the
term "debt" has a bearing on when and if an obligation was incurred. A
particular issue is whether the execution of a contract gives rise to a
"debt" or whether the elements for an action in debt must be made out.
If the former is the correct position then the relevant time is the date of
contracting, whereas if it is the latter then it is the date on which the
elements of the cause of action are established.
An associated issue is as to what is meant by not being able to pay
debts. The authorities on the predecessor to S.592(1) were divided as
to whether this required that the debts be never paid, or only not paid
as and when they became due. S.592(1) provides legislative support
for the latter view but, of course, in the application of this requirement
the nature of what can constitute a debt remains relevant.
In any event the issue remains unresolved in relation to the fraudulent
trading provision upon an adoption of the meaning of "intent to
defraud" which incorporates objective factors. 21 Furthermore, as was
observed in section 3.2.2, by virtue of the reference to "debts" in
S.593(2) the interpretation of the term has a significance in relation to
the powers of the court to order compensation.
Possible solutions
The solution to most of these difficulties is the replacement of the term
"debt" with a more neutral expression such as "obligation", itself
defined to included future and contingent obligations. Notwithstanding
this amendment the reckless trading provision would, however, remain
discrete with the attendant problems this feature creates. It is argued
below that this feature may be a necessary evil if the provision were to
provide a cause of action for individual creditors. In this context the
United Kingdom and South African provisions are examined to
determine whether they are an improvement on the Australian
provision. It is argued that a dynamic reckless trading provision
requires the exercise of significant judicial powers, particularly if it is to
provide a remedy for individual creditors and, in addition, carries a
substantial burden of proof.
One possible solution is that S.592 and S.593 could be rendered more
effective with the addition of a deeming or rebuttable presumption
21

See In re William Leitch Brothers (No. 1) [1932] 2 Ch 71 at 77.
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provision such that, for example, if the requisite expectation could be
demonstrated to exist at the date of an invoice and also at the date of
a subsequent invoice then it would be deemed or presumed to have
existed during the intervening period.

3.4 Restructuring the provisions
The judiciary has been unanimous in its condemnation of the structure
of the regime established by S.592 and S.593 and the anomalies and
conceptual difficulties that arise from it. Many of these criticisms would
be addressed by the implementation of the changes suggested above.
However it would be insufficient to simply add amending provisions to
the existing structure, the structure itself would require amendment.
Essentially S.592 could solely address matters of a criminal nature,
assuming they were retained, with the civil remedies exclusively
provided for in S.593. This would necessitate amendments to S.592(1)
and the repositioning of S.592(3), (5) and (7) to S.593.
The retention of a power in the courts to order compensation upon a
prosecution under S.592(1), together with the proposed extension of
that power to encompass S.592(6) prosecutions, would necessitate
the inclusion of provisions within S.592 similar to those contained in
S.593 and S.592(5). These provisions would be clearly expressed to
have an application solely to criminal proceedings.

4.

Reckless Trading - The Overseas Experience

4.1 New Zealand
A reckless trading type provision has existed in New Zealand since
1903, although only applicable to companies registered under the
special private companies regime. During 1980 a general reckless
trading provision was enacted. Each of these provisions is compared
with the Australian regime below with a view to identifying any reform
recommendations. The recent New Zealand reform proposals are
considered in chapter 11.
4.1.1 Private company provision
A comparison of the relevant aspects of this provision, as interpreted
by the caselaw, with S.592 and S.593 generates the following
observations:

Page 371

Chapter 9
Blueprint for Future Reforms

(I

)

Locus standi is not provided for but compensation payments are
directed in favour of the liquidator. Whilst there is some doubt,
the provision would appear to be limited to actions by and in
favour of the liquidator and a creditor has no cause of action.

(ii)

The respondent need only be a member, acting in the affairs of
the company, in contrast to S.592(1) which requires that the
person be a director or involved in management.

(iii)

Originally the respondent was only required to know that an act
was done or omitted, such as the incurring of debts, and it was
not necessary to prove that he did not know that at the time
there was no reasonable expectation of the debts being paid.
Since 1967 however it has been necessary to establish that the
respondent did not expect or did not have reasonable grounds
to expect that the company would be able to pay its debts. In
either case this effectively narrows the application of the
provision to members involved in the management of the
company.

(iv)

The requirement that creditors be prejudiced by the act or
omission probably adds nothing to the requirements of the
provision given the generally accepted view that it is designed to
compensate creditors rather than punish directors.

(v)

The provision makes reference to the "contracting° of debts.

(vi)

As originally drafted the provision arguably imported an
objective test as to whether there was an expectation as to
payment, although the authorities would have the reasonable
man imputed with the knowledge of the directors as to the
affairs of the company. In 1967 this test was replaced with a
more subjective test which, furthermore, recognises that the
expectation need only be as to whether the debt would be paid
when it fell due together with all other debts including future and
contingent debts. This was coupled with a provision to the effect
that proof that the member had no reasonable ground for
expecting payment would, in the absence of proof to the
contrary, be sufficient evidence that he did not so expect.
Analogous to the position under S.374C(1), this test would
appear to contain both objective and subjective elements.

(vii) The provision contains no criminal offence nor is such an
offence a prerequisite for liability.
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(viii) It is unclear whether the provision is discrete or dynamic in its
application. The wide discretion granted to the court would
suggest the latter but the actual exercise of that discretion might
have the former result.
It is submitted that the provision has little to commend itself to the
Australian environment either by way of outright adoption or by way of
development of the Australian provisions. On the other hand, the
express reference in the provision to "including future and contingent
debts" provides some support for the view that the Australian
provisions ought depart from the use of the term "debt" and adopt a
more neutral term or at least define what the term envisages.
The change from a predominantly objective test to a subjective test
which can be established be reference to a combination of objective
and subjective factors, is anomalous when contrasted with the move in
the opposite direction in Australia.
A particularly attractive feature of the New Zealand legislation is its
recognition of a separate small company regime with its own specific
creditor recovery regime. This aspect is considered in more detail
below. One implication is that this allows the creditor recovery
provisions to be more orientated towards the undesirable practices
likely to be a feature of the type of company envisaged by that regime.
4.1.2 General reckless trading provision

In 1980 a reckless trading section was enacted containing two
alternative limbs, one adopting features of the Australian legislation of
the 1960s and the other repeating the South African provision,
discussed in section 4.2 below.
Although the first limb was clearly drafted with the then existing
Australian provisions in mind, rather than refer to whether the officer
"had no reasonable or probable ground of expectation" of payment it
refers to whether he "did not honestly believe on reasonable grounds"
that the debt would be paid.
It is submitted that this reference to "an honest belief" opens up the
potential for considerable uncertainty in relation to the application of
the provision. It introduces notions of fraud into the provision and may
render the application of the limb illusory given the existence of a
fraudulent trading provision. In any event, even if the expression can
be equated with "expect", which must be doubtful, the provision is
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nevertheless likely to suffer from the same limitations which plagued
the equivalent Australian provision.
Furthermore the reference to "debts", although defined to include
future and contingent debts and complimented with a reference to
"other liabilities", and the failure to indicate whether the courts have
power to award compensation payments in favour of creditors, 22
compound the difficulties inherent in the provision. Fortunately no
offence provisions are included nor is a conviction a prerequisite to
liability. In fact no offence exists for reckless trading.
Whilst it is arguable that the first limb ought not be considered for
adoption in Australia and there are also significant doubts in relation to
the second limb, 23 it may be that a two limb approach is nevertheless
worthy of consideration. This is explored further in section 4.3 below.
4.2 South Africa

Comparison with the Australian reckless trading provision
At the commencement of chapter 5 it was observed that it is not
technically correct to describe S.592(1 )/S.593(1) as a reckless trading
provision given that it applies a wholly objective test whereas the
traditional meaning of reckless invokes a subjective analysis. Even
though the South African provision expressly uses the term
"recklessly" a similar comment can be made. This is because, as was
observed in chapter 8, the South African courts deviated from the
traditional interpretation of the expression with the result that the
provision is essentially objective in application. Accordingly it would
appear that, notwithstanding the difference in the wording of the two
provisions, the tests applied in each case are essentially the same.
If any difference in the scope of the provisions does exist this probably
arises by virtue of the pre-occupation of the South African courts with
the concept of gross negligence and the operation of the defence
contained in the Australian legislation. However it may well be that
these two features in fact establish the same position. The South
African caselaw acknowledges that it is difficult to define the concept
of gross negligence, in particular at what stage the threshold dividing it
from negligence per se is crossed. This might be the point at which
even the respondent did not have reasonable cause to expect that the
company would be able to pay its debts. If this is the case then the use
of the term "gross" may have the same implications as the existence
22 Creditors are expressly provided with standing.
23 See section 4.2 below.
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of the second Australian defence.

Difficulties with the South African provision
The uncertainty created by the use of the term "recklessly", as evident
by its anomalous judicial interpretation and the judiciary's reliance on
amorphous expressions such as "gross negligence" and "reasonable
businessmen", do not recommend the provision to adoption in the
Australian environment. Furthermore, the provision contains other
limitations such as a reference to "debts", although the operation of
the provision is expanded to take into account "other liabilities", a
failure to prescribe the application of compensation payments and an
offence provision is contained in subsection (3), although it is not
expressed to be a prerequisite for civil liability nor have the South
African courts permitted the existence of this offence to influence their
interpretation of the civil liability. The wording of the provision has also
created some uncertainty as to whether it has an application to
continuing companies.
The retention of the old fraudulent trading provision format and the
adoption of a test similar to that provided for in the Australian provision
also means that the provision contains the limitations inherent in these
aspects. 24 Arguably, however, the difficulties which have plagued the
Australian provision by virtue of the requirement to determine whether
a company had the ability to pay the debt do not arise. This is subject
to the possible interpretation of the term "gross negligence" in such a
manner as to generate similar difficulties.

Dynamic and discrete provisions
Undoubtedly the most significant difference between this provision and
S.592 and S.593 is that it is dynamic whereas the Australian provision
is discrete. Difficulties inherent in a discrete provision were considered
earlier. The difficulty with using a dynamic term like "recklessly" is the
onus that is casts upon applicants. In contrast to the Australian
provision, the South African provision arguably requires evidence that
a course of conduct was carried on in the requisite circumstances, and
not merely that these circumstances existed at a particular point in
time, being the time when the debt was incurred. 25
Thus, for individual creditors to establish a cause of action they may
be required to prove that these circumstances existed in relation to
debts incurred with, or conduct performed against, other parties. This
24 Referred to in chapters 5 and 6.
25 Admittedly the courts have generally accepted that a single dealing can constitute the
carrying on of a business: see chapter 6. However this does not necessarily resolve
the issues discussed here.
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raises obvious evidential difficulties for an applicant. The result is likely
to be that a successful applicant will have incidentally established a
cause of action in relation to the incurring of debts by the company
with other parties not currently the subject of the jurisdiction of the
court.
The possible development of the Australian provision, discussed in
section 3.3, would also permit this possibility to arise. Accordingly it
might be appropriate for the court to be provided with the power to
order payment of compensation for relevant debts to the company or
creditors concerned notwithstanding that these persons are not parties
to the application. On the other hand, it is arguable that the court
ought not be authorized to order payment to other than a party to the
action due to the possibility that all the relevant circumstances
surrounding a particular debt might not be before the court.
Given these considerations and the development outlined in section 3
above, it is suggested that the South African experience has little to
contribute to the review of the Australian provisions. 26
4.3 The United Kingdom

Individual and collective remedies - discrete and dynamic provisions
One feature of the United Kingdom wrongful trading provision
immediately distinguishes it from the Australian reckless trading
provision contained in S.592/S.593, namely that only a liquidator has
standing, not creditors. An implication of this is that the company is the
beneficiary of compensation payments.v Furthermore, the provision is
dynamic in that it looks towards whether the respondent knew or ought
to have known that there was no reasonable prospect that the
company would avoid going in to insolvent liquidation. Where this is
established the court has the power to declare the respondent liable in
such quantum as it sees fit.
Although this power to make declarations is drafted widely and, prima
facie, there is nothing to prevent a court ordering compensation from
the director for the whole of the shortfall existing on liquidation, it is
suggested that such a result could be grossly oppressive. Rather it is
submitted that the courts ought award compensation for obligations
26 Williams also has misgivings about the South African provision: 'The concept of
'recklessness' in the context of carrying on a business is so slippery and the norm it
applies is likely to be so low that one may doubt whether it will prove an effective
remedy for irresponsible corporate behaviour'. (Op. cit., 700).
27 The identity of the ultimate beneficiaries has proved more problematical. See section
2.3.3 of chapter 5.
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incurred from the point in time at which the relevant prospect ought to
have been known. Any other interpretation would erode the principle of
limited liability beyond the extent envisaged by current views on
commercial morality. Rather the approach postulated above would
best accommodate the competing philosophies and principles. Notably
the caselaw to date does not really consider the issue.
If such an approach is adopted then the provision exhibits both
discrete and dynamic aspects in much the same way as does the
South African provision. That is, once the relevant circumstances are
established at a point in time then all obligations subsequently
incurred by the company will be potentially the subject of liability under
the provision.
The development of the Australian provision in the manner identified in
section 3.3 above would result in it exhibiting a similar feature. On the
other hand, whilst it has been conceded that the Australian provision
could experience some of the difficulties acknowledged in relation to
the South African provision, because the United Kingdom provision
does not provide creditors with a cause of action these problems
ought not arise in that jurisdiction.
This highlights the essential paradox. A discrete provision creates
evidential difficulties yet is most appropriate as a vehicle by which to
provide individual creditors with a cause of action. A dynamic provision
may solve these evidential difficulties but presents further problems as
a cause of action for creditors. This latter point may partly explain the
dearth of creditor actions under the fraudulent trading provision.
In this regard the New Zealand approach of adopting both types of
provisions may be of merit. Alternatively, as acknowledged above, the
adoption of the discrete approach together with a deeming provision
may be preferable.
Other features of the provision
The approach adopted in the United Kingdom provision also avoids
some of the other difficulties considered above. There is no reference
to the term "debts" nor to the ability to pay these debts with the
attendant difficulties that these aspects engender, nor is there an
offence provision or prerequisite contained in the legislation, indeed
there is no offence of wrongful trading prescribed. The provision also
makes it clear that it applies to debts incurred both prior to and after
the commencement of the winding-up, thereby avoiding certain
arguments that have arisen in a number of Australian cases.
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On the other hand, the provision has its defects. It is limited to
companies in the course of being wound up in circumstances of an
insolvent liquidation; it retains the use of the expression "it appears
that" with its attendant difficulties and it makes no reference to whether
a director can seek reimbursement from his company, although
presumably this would be pointless, the company being insolvent.
The most significant feature, however, is that the test contained in the
provision includes a subjective element similar to the troubled former
Australian provision. Although the test is in terms of whether the
person "knew or ought to have concluded", it is clear from the
requirements of subsection (4) that the second limb of this test is a
blend of subjective and objective considerations. That subsection
provides that certain characteristics of the respondent are to be
imputed to the reasonably diligent person used when applying the test.
The result of this is to cast a significant onus on to the liquidator which
may limit the usefulness of the provision. 28
On the other hand, the provision does not necessitate any inquiry as to
the ability of the company to pay, but merely as to whether an
insolvent liquidation was anticipated. Insolvency is defined in terms of
assets being less than liabilities, a test rejected in relation to the
Australian provision in favour of a more complex and demanding test.
Thus the United Kingdom test may be easier to satisfy. However
where the test is satisfied a director may nevertheless be able to make
out the defence contained in subsection (3), namely that he had taken
all appropriate steps to attempt to minimise loss to the creditors. 29
The United Kingdom provision has much to recommend it, constituting
a new approach to the issue. However, at the same time this is its
greatest failing. Until it has been tested and its ambiguities clarified it
is difficult to determine its suitability for the Australian environment.
Certainly to date the caselaw has already generated a number of
unresolved difficulties. It would appear that this is the price for having
a broad flexible provision. 30
Furthermore, the restrictive application to companies being wound up
and to actions by and in favour of liquidators do not recommend the
provision as an adequate creditor remedy, notwithstanding its
ameliorative features. It is notable that the provision recommended by
28
It also generates some uncertainty for directors. See section 2.3.3 of chapter 5.
29 It is notable that the Australian Law Reform Commission proposals, discussed in the
following chapter, contained both of these features, with proof of the former operating
as a presumption of an inability to pay.
30 Generally, see section 2.3.3 of chapter 5.
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the Cork Committee did not contain these limitations 31 and,
furthermore, contained a wholly objective test and empowered the
court to grant anticipatory declarations as to relief. It is unfortunate that
the United Kingdom legislature did not adopt these recommendations.
5.

Group Companies

5.1 Legislative reform
5.1.1 Domestic issues - definitional amendments required

Whilst this thesis is primarily concerned with circumstances where
liability is imposed on individuals directly concerned in the affairs of a
company, with the emergence in the popularity of the group company
structure any creditor recovery regime must address this development.
Although the issues raised are similar, new difficulties exist for would
be reformers, for example, generating rules to accommodate minority
shareholders, defining the necessary connection between companies
and devising a means to reconcile the interests of the various classes
of creditors. These problems are often exacerbated by the typically
international face of group companies. Furthermore, the economic
power that these entities enjoy and the relative size of their
involvement in the economy create new concerns for the legislature.
Application of the defaulting officer provisions
Whilst the adoption of either the United Kingdom proposals or New
Zealand reforms would have some merit, the application of S.592 and
S.593 to corporate groups could be readily improved. Should a person
found liable for reckless or fraudulent trading be a nominee of a
company then that company could be liable and, where that company
is insolvent, liability could extend to the next company in the chain and
so on to the ultimate controllers. Furthermore, the provisions could be
drafted with a view to their application to companies with, for example,
the inclusion of appropriate deeming provisions to satisfy the
requirements of being "knowingly concerned" and "taking part in the
management" where one company has control over another.

Most of these changes could be effected by amendments to the
definition of "director" in S.60 and the definitions of "subsidiary",
"holding" and "related companies" in S.46 to S.50.

31 Although the Cork Committee recommended at paragraph 1792 that the wrongful
trading provision only be exercisable in circumstances analogous to liquidation.
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In particular the definition of "director" could be clarified by providing
that a holding company will be presumed, in the absence of evidence
to the contrary, to be a person in accordance with whose directions or
instructions the directors are accustomed to act, within the meaning of
paragraph (b) of that definition, where the holding company is
responsible for their appointment or where the boards of the two
companies are substantially the same. This is in accordance with the
recommendations of the Cork Committee.
Additionally the definitions of holding, subsidiary and related
companies which appear in S.9, S.46 and S.50 respectively of the
Corporations Law require amendment. These definitions are in the
traditional form, cast in terms of control of the composition of the board
of directors, ability to control half the voting rights pertaining to the
company or ownership of half the participating capital of the company.
The definitions should be amended so that they are premised on de
facto control with the definitions currently contained therein being
simply instances of where control is deemed to exist. Furthermore the
pre-occupation with 50% of ownership or voting power should be
replaced by a reference to 33%. This would better reflect commercial
realities and bring the legislation in line with the United Kingdom
position.32 With the internationalisation of share markets it is no longer
possible to distinguish the two countries on the basis of the number of
investors in their respective economies.
Further, more long term, proposals to address the issue of group
company liability are advanced in section 7 below. It will also be
observed in chapter 10 that the reforms contained in the Corporate
Law Reform Act 1992 included provisions directed at group company
liability. It will be argued that whilst these provisions go some way
towards addressing the application of the defaulting officer provisions
to group companies they are, ultimately, too limited and inflexible.
Accordingly the issue of group company liability will be further
canvassed in chapter 11 where a more flexible and less restrictive
approach will be explored.
5.1.2 International Issues - improved international co-operation
Improved co-operation between the various national regulatory bodies,
together with reciprocal legislation, is essential to deal with the
problems generated by the multinational face of corporate groups.
Problems of enforcement and potential conflicts of law underscore the
need for international co-operation and agreement.
32 See chapter 7, section 4.5.
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One possibility could be for every jurisdiction to enact legislation to the
effect that corporations resident of that country would, in appropriate
circumstances, be responsible for the debts of insolvent foreign
subsidiaries. This legislation would be similar to the controlled foreign
company legislation which is a feature of the Australian tax laws. That
legislation enables the taxing authority to recover a tax debt from the
local company in respect of the income of foreign companies locally
controlled. Similarly, the proposed legislation would enable foreign
creditors, liquidators and regulatory bodies to recover debts from the
local company in respect of the activities of foreign companies
controlled by it.
The essential difference between these tax and company law regimes
would be that the former is in favour of the local taxing authority
whereas the latter is for the benefit of foreign creditors. Given that
foreign creditors do not enjoy any political power, particularly in
comparison with multinational companies, the enactment of such
legislation may be a naive hope. Certainly it would require a degree of
international co-operation of an unprecedented extent.
5.2 The function of the common law

Although this analysis has concentrated on possible legislative reform,
the common law has a role to play, especially in the immediate future
prior to legislative reforms being implemented.
It was observed in chapter 7 that the application of the exceptions to
the Salomon principle has been ad hoc and inconsistent. Although
their application in the context of group companies has been more
liberal these exceptions have seldom been applied in circumstances
where liability for an obligation of a related entity has been at issue.
Similarly ambivalent has been the application of the laws relating to
directors' duties in the context of group companies. It would appear
that where a director takes into account the interests of the group
rather than his company then provided the company could be
expected to obtain some benefit from the transaction then no duty will
have been breached. It would only be in rare circumstances that this
test would not be satisfied.
It is arguably torts law, in particular the tort of unlawful interference
with trade, that provides the best avenue in the short-term for creditors
of a subsidiary seeking recourse to the assets of the group. Where a
holding company or its controllers cause a subsidiary to become
insolvent then it is but a short step to characterise their conduct as an
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unlawful interference with the trade of the subsidiary. Whilst admitting
of some uncertainty, this tort might prove to be a valuable weapon in
the armory of creditors of group companies, at least until legislation is
forthcoming. To the extent that the tort is based on public policy then,
in the absence of adequate laws to protect such creditors, it is
possible that the judiciary might be persuaded to extend the cause of
action to fill the lacuna.
Reliance on these tortious remedies is, however, only perceived as an
interim measure until such time as legislative reforms are in place. The
divergence in policy considerations on which torts remedies are based
from those underpinning the companies law raises a concern as to the
integrity and desirability of a creditor .recovery regime that
encompasses tortious remedies. The concern must be that the tortious
remedies, whilst having their foundations in public policy, may not
have sufficient regard to the need to integrate the cause of action with
the principles of company law. Furthermore the uncertainty and
expense associated with bringing such proceedings does not
recommend them as a mechanism for recovery other than for creditors
who have suffered major losses. 33
Of course this is not to say that the common law will not continue to
have an influence and, indeed, a background part to play. In particular,
the proposal in relation to group companies explored in section 7 and
chapter 11 below draws heavily upon the common law by attempting
to harness it into a more coherent and rational form. Certainly
wherever the judiciary is empowered with a discretion, again the
common law may be influential. This is appropriate given that the
legislation is really only a more detailed expression of the common law
position identified in chapter 2 and, more particularly, chapter 3. It
would be naive to imagine that legislative provisions can be adequate
to address all the scenarios and issues that may arise in the future. In
this respect there is no substitute for a dynamic and evolving common
law vaguely discernible in the shadow of the legislation.
6.

The Issue of Under Capitalisation

A common thread
Throughout the analysis contained in this thesis the circumstances of
a company being under capitalised have constantly surfaced. This is
not surprising given that the issue of whether and how unpaid creditors
are to recover does not typically arise unless their corporate debtor is
insolvent. Irrespective of whether solvency is defined in terms of cash
33 See chapter 7, section 3.
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flow on net assets a factor in the determination of a company's
solvency is clearly the quantum of its paid up capital. Where a
company is under capitalised in the sense that the quantum of this
capital is inadequate for its business requirements then the prospects
of it becoming insolvent are enhanced.
This has been recognised from an early date. The Trial Judge and
Court of Appea134 in Salomon v Salomon were particularly concerned
with the imbalance between Mr Salomon's equity in the company and
his secured debt. Even some members of the House of Lords 35 were
concerned at this feature but considered that in the absence of a
statutory prohibition on this type of arrangement it had to stand.
Furthermore, often inherent in the application of the exceptions to the
principle recognised in that case is a concern with under capitalisation.
Conceivably the lack of capital might also be relevant to whether
company directors have fulfilled their duties to both the company and
its creditors and/or as to whether they have committed a misfeasance
generally. Similarly the maintenance of inadequate capital might
possibly be characterised as a wrongful interference with the business
of that company. Finally the capital backing of a company is clearly
relevant as to whether there was an expectation as to its ability to
meet its debts and is a factor in ascertaining whether its business has
been carried on with intent to defraud.
Clearly these issues can arise irrespective of whether the company is
controlled by individuals directly or indirectly via other corporations.
A common thread thus emerges, namely that where creditors suffer
loss in circumstances where the privilege of limited liability is
customarily rescinded the company will typically be under capitalised.
This may, then, possibly be the foundation upon which the creditor
recovery regime is, or ought be, based. If this is the case then might
this not endorse regulation in the form of a minimum paid up capital
level in lieu of other more complex and less focused regulations?

Minimum capital levels - the overseas experience
The importance of adequate capital has been acknowledged by other
commentators36 and in other jurisdictions. For example, in Canada the
34 Broderip v Salomon (1895) 2 Ch 323; 336 (CA).
35 Salomon v Salomon [1897] AC 22 (HL).
36
Hadden, for example, has argued that under capitalisation, together with a high ratio
of corporate debt to turnover, where indicators of a failure to meet acceptable
commercial standards in the conduct of a company. He takes the view that the
fraudulent and reckless trading provisions, as the basis for the imposition of personal
liability, should be replaced by a general standard of commercially acceptable
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imposition of minimum paid up capital requirements was considered
and rejected by the Lawrence Committee.v The major failing was
seen as how the requirement could be adequately formulated to deal
with the changing capital requirements of companies as they grew and
changed. Although it was possible to ensure that a capital fund existed
at the commencement of business, it was possible that this could
ultimately work against the interests of creditors because
management's judgment as to the amount and use of capital would be
impeded arbitrarily without regard to the particular financial exigencies
faced by the company. Rather it was thought that any legal
requirement as to the adequate capitalisation of companies should
only come into being, if at all, through the development and extension
of the duties and responsibilities of directors. 39
The New Zealand McArthur Committee also acknowledged the issue,
observing that there was a danger of abuse through the incorporation
of under capitalised companies and, indeed, there was evidence
connecting under capitalisation with company failures. However the
Committee's recommendation that private limited liability companies
be required to incorporate with a subscribed capital of not less than
$2000 was not taken up by the legislature. 39 Recently the New
Zealand Law Reform Commission also rejected the concept in favour
of the imposition of an insolvency test.49
The South African Van Wyk de Vries Commission of Enquiry also
dismissed a submission in favour of a fixed minimum paid-up capital
requirement on the basis that such a provision "would be unrealistic,
artificial, capable of evasion in many ways and its value in practice
would be negligible".41
Similarly the Jenkins Committee acknowledged the issue42 and,
indeed, the Companies Act 1980 (UK) required that public limited
companies have a minimum paid up capital of £50,000.

conduct. Thus, corporate owners/managers could take advantage of limited liability in
so far as their conduct of the business was not unreasonable in a commercial sense:
Hadden, The Control of Company Fraud, PEP, September 1968.
37 Also see the New Brunswick Company Law Report (1974).
38 Cited in Palmer, Prentice and Welling; Canadian Company Law, Cases, Notes and
Materials (2nd edition), Butterworths Toronto 1978, pp.3-19. For a similar conclusion
see the Cork Committee Report at para 1785.
39 Paras 445, 461 and 463.
40 See chapter 8, section 3.5.
41
Para 49.12.
42
In particular see para 20 and para 1785 respectively.
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In this context an examination of the American experience is
instructive. The American approach to piercing the corporate veil is
fundamentally the same as in the Anglo-Saxon based jurisdictions
except that it is generally conceded that the American courts have
approached the issue with a greater degree of flexibility and realism
using the notion of "fairness" and, in particular, a concept known as
"inequitable incorporation" as the vehicle by which to give effect to
their underlying social philosophy. 43 One circumstance in which equity
requires the veil of incorporation to be lifted is where one company
dominates another, in the sense that it exercises control over the
other. In many respects this notion compares to the result normally
achieved by the application of the Anglo-Saxon common law based
principles, except that the principle is more developed and reflects a
greater degree of certainty and consistency.
Another circumstance is under capitalisation. It has been suggested
that the American courts have established the position that any
attempt to do corporate business without providing a sufficient basis of
financial responsibility to creditors is an abuse of the separate entity
concept and will be ineffectual to exempt the shareholders from
corporate debts. 44 The application of this principle involves an inquiry
as to whether the level of financing of the company was such as to be
clearly inadequate from the outset of the venture.
It has been argued that this principle should be recognised by English
courts and that, furthermore, there is nothing in the common law
inconsistent with its adoption. 45 Notably the South African courts would
recently appear to have adopted a similar principle.
A limited application warranted
A minimum capitalisation level has the attraction that it recognises that
the privilege of limited liability imposes a cost on society which ought
not to be borne in the absence of a commitment by the entrepreneurs
granted the privilege. In other words these entrepreneurs may only
displace some of the risks of their venture onto the general community
where they are prepared to accept a minimum level of risk themselves,
evidenced through the provision of adequate capital for the purposes
of the enterprise.

43 Whincup, 'Inequitable 'Incorporation' - the Abuse of a Privilege', (1981) 2 Co Law
157 at 162.
44
Ibid.
45 Id, 163. Also see the press release by Senator Gareth Evans relating to an address
to a Business Seminar organised by the Monash University Law Faculty at
Melbourne, 30 August, 1983.
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On the other hand, the criticism that setting a minimum capitalisation
level is arbitrary and does not recognise the different needs of
individual companies and, indeed, of one company over time has
merit. However if the capitalisation requirement is limited to a specific
category of companies, say small closely held companies, and if
provision exists to enable applications to be made for a lower level of
paid-up capital than generally prescribed, then these criticisms can be
met. Any provision authorising the court or an administrative body to
permit a particular company a lower paid up capital level would need
to establish guidelines. These ought be based on the principle that the
minimum paid up capital requirement is intended to protect creditors
and that a lower level may only be permitted where the circumstances
show that the creditors will be adequately protected. This would be a
heavy onus but it might, for example, enable trustee companies to
continue to be established. 46
Another advantage of this approach would be to reduce the need and
opportunity for judicial proceedings by creditors against the
management of small closely held insolvent companies. It could be
expected that many of these proceedings are relatively time
consuming and expensive given the claims involved. A preventative
rather than reactive remedy may therefore be preferable.
The application of a minimum capitalisation requirement to small
closely held companies is revisited below.
7.

Towards the Year 2000

7.1 Reorganisation required

In the 130 years since the company emerged as the accepted vehicle
of commercial enterprise the extent to which it has been embraced by
the community, the forms of abuse that have manifested and the
complexity of group company structures must have exceeded the
expectations of even the most fertile imaginations of the 1860s. It
would be foolish to suppose that these developments have ceased. In
the future, who knows what new business structures and abuses might
be engineered by creative entrepreneurs?
It has been demonstrated that legal innovation in the corporate sphere
has failed to keep pace with the entrepreneurial imagination. Legal
reform has been reactive rather than proactive. Similarly the possible
development of the fraudulent and reckless trading provisions
46 See, however, chapter 2, section 4.3.4.
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identified in this chapter would be in response to limitations identified
in S.592 and S.593. What is also required is a vision of the future and
a legislative framework which can readily accommodate the necessary
regulation.
The corporate world of the future is likely to reflect a greater level
sophistication by those involved in commerce. Corporate executives
are likely to become more aware of their obligations and devise more
ingenious ways to avoid liability. Small businesses will probably
continue to incorporate for insolvency and taxation protection. Large
corporations are likely to consolidate and merge in order to take
greater opportunity of economies of scale, whilst at the same time
spanning a greater number of jurisdictions in response to the
internationalisation of the market place. The prospect of a world
dominated by a small number of enormous corporate conglomerations
is not inconceivable.

A general or detailed regulatory base?
If this prophecy is correct then arguably the framework of the current
legislative scheme is inadequate to handle the diversity and array of
contingencies inherent in such an environment. A reorganisation is
required. This reorganisation might take one of two forms depending
upon whether the common law or legislature is identified as the
appropriate mechanism by which to provide the essential regulation of
corporate controllers.
If the common law, then the current scheme might be retained with the
addition of provision for an action against persons, individuals or
companies, for misfeasance and/or nonfeasance in a corporate office.
Alternatively, consistent with general anti-avoidance approach to
taxation law,47 a principle could be established enabling the judiciary to
give effect to the economic realities of an arrangement, which
presumably would normally involve ignoring the corporate form, where
objectively determined it was established that the corporate business
was being conducted in such a manner as to enable certain
commercially unacceptable benefits to be obtained.
The benefit of such an approach is its flexibility, enabling new and
diverse scenarios to be tackled as they arise. On the other hand, it is
innately uncertain, leaving much to the discretion and good sense of
the judiciary. Although corporate law has equitable origins, an
unfettered and all powerful judiciary may be inappropriate as a means
of regulating a risk adverse business environment. Certainly such an
approach conflicts with the policy behind the concepts of corporate
47 Discussed below.
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personality and limited liability, namely the encouragement of
entrepreneurial behaviour.
Whilst guidelines could be enacted to assist the judiciary and, indeed,
over time precedents would develop, ultimately it is unlikely that this
approach would achieve anything other than an abrogation of
responsibility from parliament to the judiciary and the creation of
complexity and uncertainty. Rather, maybe this principle is best
understood as a rationalisation of the underlying principles of the
delinquent officer legislation with the particular instances of
misfeasance, nonfeasance and otherwise unacceptable conduct being
identified in the legislation by way of the fraudulent and reckless
trading provisions.
Retention of the current scheme may eventually lead to a similar level
of complexity and uncertainty, although approached from the opposite
direction. As more instances of abuse or circumstances requiring
creditor protection are addressed either the legislation regulating the
area may become more broadly drafted or additional specific
provisions may be enacted. In either case the legislation is likely to
admit of greater complexity and the judiciary is likely to obtain greater
powers with the attendant uncertainty this generates.
In fact the start of this development is already discernible from a
perusal of the current legislation. The plethora of provisions has
induced one commentator to comment that the Corporations Law has
become a statute full of irrelevant requirements and provisions for a
number of small businesses".48 Nevertheless there is a perception of
over-regulation and uncertainty given that almost every provision of
the legislation has the potential, however unlikely, of applying to any
business being conducted in a corporate form.
An associated issue is whether directors of large public companies
ought be treated by the law in the same way as those of small private
companies? It has been argued that directors of small companies
have a greater responsibility to monitor the company closely whereas
directors of larger companies are more likely to be entitled to rely upon
audit and other committees.49
The implication is that the current creditor recovery regime is
inadequate given the variety of corporate arrangements now common
48
49

English, 'Directors' Duties", [1989] Aust Accountant 24 at 27.
'Uninvolved director liable for debts - full details of new case, (1990) 6 Co Director 5
at 7. Also see Griggs (1992) Univ of Tas LA 75 at 89-90 and Burrell and Long (1991)
21 QLSJ 5 at 17.
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and likely to become more diverse in the future. The legislation must
be dissected into separate schemes each applicable to a particular
type of corporate entity. 50 In this way legislation specifically directed at
creditor protection and recovery in the context of the varying
arrangements can be enacted without engendering a perception of
over regulation, complexity and uncertainty. Furthermore such a
framework should serve as a more suitable foundation on which to
build future regulations.
7.2 A tripartite structure
It is envisaged that there would be three regimes.
Small company regime - commenda arrangements or minimum capital
level
The first would deal with small companies, perhaps defined in terms of
a number of mandatory criteria relating to the quantity of turnover,
gross profit and outstanding credit and whether there was an
assimilation between ownership and management. This regime would
apply where all of these criteria were satisfied. Where any one of
these criteria is not satisfied the company would be classified as a
"typical" trading company and subject to the second regime.
The nature of the liability of the members of these small companies
might take one of two forms. A minimum capital level over the life of
the enterprise could be prescribed possibly with provision to obtain
dispensation where special circumstances can be demonstrated such
that creditors interests would not be jeopardised. 51 Alternatively, the
commenda principle could be embraced with the result that investors
in the company would enjoy limited liability whereas those actively
engaged in the affairs of the company would not. 52 In either case the
same result is effectively achieved, namely the partial denial of the
privilege of limited liability (in relation to a capital fund or persons) in
circumstances were it was not originally perceived to have an
application. The feature of the regime that it effects only a partial
denial of limited liability and is restricted to small companies reflects a
concern to maintain a balance between the protection of creditors and
the promotion of enterprise.
50 The Joint Committee on Corporations and Securities has given notice of its intention
to examine the possible reorganisation of the legislation into separate Acts. See their
media release issued on 15th October, 1992 referred to in (1992) BCLB No. 23 para
379.
51
Examples might include certain trustee companies, stratum title companies and any
company generally which is not involved in trade or incurring debt.
52 Cf. S.218(2) of the Uniform Companies Acts.
Page 389

Chapter 9
Blueprint for Future Reforms

In a similar vein, the removal of the privilege of limited liability from
small tightly held companies has also been proposed by Halpem et
a/.53 However Halpem et al acknowledge the difficulties in
distinguishing between small and large corporations for the purpose of
applying different liability regimes and concede that the distinction
would provide an incentive for firms to attempt to manipulate the
definition. Wishart adds that given the degree of antagonism that the
proposal would undoubtedly raise in business circles and the cost
creating distortions and complexities, implementation of the
recommendation could only be said to be unlikely. This was so
notwithstanding that, in his view, it has the virtue of focusing attention
on the real problem.54
It is not, however, conceded that the proposal would create
complexities and cost distortions nor, necessarily be opposed in
business circles. As argued earlier the proposal ought, in fact, result in
a simplified regulatory regime applying to small companies.
Furthermore the costs associated with these enterprises would be,
either directly, or by virtue of the need to secure adequate capital,
placed on a par with unincorporated enterprises where the costs of
insolvency cannot be as readily passed on to creditors.
Whilst it is conceded that the basis of the distinction between types of
companies may necessarily contain some arbitrary features, the
opportunity to manipulate the distinction to advantage ought be more
apparent than real, particularly where the minimum capitalisation level
approach is adopted. The mechanics of the regime, if based on the
capitalisation requirement, would be that all companies would be
initially required to satisfy a specified quantum of paid up capital. Once
a company grew to a sufficient size, as defined by the factors
mentioned above, or if it could be demonstrated that there was no
assimilation between ownership and management, the company
would become subject to the second regime as well. There would be
no opportunity to avoid the minimum capitalisation level as that would
be a prerequisite for incorporation. 55 It is simply the case that at a
53 Halpem, Trebilcock and Tumbull, •An Economic Analysis of limited liability in
Corporation Law", (1980) 30 U Toronto L J 117,123-126. Wishart concedes the logic
in this approach, but argues that the recommendation lacks practicality: Wishart,
'Models & theories of director's duties to creditors' (1991) 14 NZULR 323. Notably
during the introduction of the Companies Code there was much debate in both the
House of Representatives and the Senate as to the need for further creditor
protection and proposals as to minimum capital levels and unlimited liability for small
companies were put forward. In particular see Hansard Vol H of R 122 (12 May
1981), 2271-2325 and Hansard Vol S 90 (28th May, 1981), 2285-2286 respectively.
54 Wishart, 'Models & theories of director's duties to creditors' (1991) 14 NZULR 323.
55
Except, possibly, in special circumstances where creditors interests can be shown to
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certain point in the growth of the company the capitalisation level
ceases to be the chief protection of creditors and, rather, a new
recovery mechanism takes precedence.
Where the commenda principle is embraced, only upon failure of one
of the small company criteria would the privilege of limited liability be
extended to all participants in the enterprise. This would further the
true intent behind the provision of the privilege, to encourage the
pooling of funds from multiple sources for the benefit of a large scale
enterprise.
Precedent for commenda type arrangements exists. Most European
jurisdictions have embraced them in the form of kommandits. 56
Furthermore the United Kingdom limited partnership legislation, which
has been adopted in most Australian States, 57 recognises the
principle. Although such structures have not proven popular this is
because one effect of Salomon v Salomon was to render their use
unnecessary.
Commenda arrangements satisfy the requirement that the
entrepreneurs behind a venture shoulder a fair proportion of the risk,
on the assumption that they would be the active parties in the venture
and hence not enjoying the privilege of limited liability. In such
circumstances those interests with limited liability are to be viewed as
akin to debt interests, that is creditors themselves. Whilst, typically,
they stand to gain a greater return on their investment than the
average creditor their interest is postponed to that of the creditors in
the event of insolvency. Of course, whilst this is true of all equity
participants in a company, the essential feature of these commenda
arrangement equity participants is that they are totally passive in
relation to the conduct of the business and have no voting power or
other controlling mechanism. Their assimilation with debt participants
is virtually complete.
On the other hand, the problems of recovering from assetless
controllers, the difficulties of establishing a case in the absence of
access to detailed records and the undesirability of judicial
proceedings in relation to relatively minor claims suggest that, in the
case of small closely held companies, preventative measures are
more desirable than those providing a means of recovery. As these
not be at stake.
56 See the McArthur Report at para 459. It is represented in French law by the Societe
en Commandite and in German law by the Kommanditgesellschaft.
57 United Kingdom (1907), Tas (1908), WA (1909), NSW (1989), Vict (1992), Old
(1988). Generally see Mann (1981) 16 Tax in Aust 136.
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companies feature an assimilation between shareholder and
managerial interests and as the cause of failure is typically attributed
to under capitalisation an alternative is that the creditors of these
companies be protected by a capitalisation requirement. Whilst such a
requirement is typically criticised as not responsive to the varying
nature of corporate business and, in fact, the varying needs of a
company over its life, it is argued that by restricting this requirement to
small companies these limitations can, at least to some extent, be
met.

Precedent for a small company regime generally
That specific legislation directed at small closely held entities is
required was implied in the judgments handed down in Salomon v
Salomon. The Trial Judge and Court of Appeal did not even envisage
that the companies legislation had an application to such entities. The
House of Lords acknowledged the difficulties in applying to these
entities legislation that did not contemplate their existence and,
indeed, recommended changes to the legislation to provide for these
matters. Some 100 years after this advice was offered it is time that it
be heeded. A separate regime with the features noted would serve to
accommodate both views.
Precedent for the existence of a special small company regime is
provided by the Close Corporations Act 198958 which passed through
parliament but was never proclaimed due to concern over its
Constitutional validity.59 The essence of this regime was the
simplification of the company laws applicable to small businesses
through reduction in the financial and other reporting requirements and
the abandonment of the distinction between directors and
shareholders in favour of principles based on partnership law. The
liability of members was to be limited, subject to certain contingencies
such as:
•

membership of the corporation exceeding 10 members, 69

•

failure to lodge certain documents or comply with the accounts
provisions
, 61

•

the corporation becoming a holding company,62

58 Based on the recommendations of the Companies and Securities Law Reform
Commission contained in its report to the Ministerial Council on Forms of Legal
Organisation for Small Business Enterprises September 1985.
59 See New South Wales v The Commonwealth (1990) 169 CLR 482.
60 S.107.
61
S.108.
62
S.109.
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•

the corporation becoming insolvent and not ceasing to carry on
business or take certain other steps, 63 and

•

the application of the defaulting officer provisions contained in
S.592 and S.593 of the Corporations Law.64

Whilst the concept was generally well received in principle, concern
was expressed that the relief from paperwork was received at too
greater cost, viz the significant exposure of members of the company
to personal liability and the inflexibility of the vehicle. 65 In support of
this conclusion the overseas experience was cited. 66 The consensus
among commentators was to not recommend the incorporation of a
trading concern as a close corporation. 67
In response to these criticisms and the Constitutional difficulties the
Joint Parliamentary Committee on Corporations and Securities
conducted an inquiry into the creation of a new corporate form tailored
to the needs of small business, with particular reference to the Close
Corporations Act. In its report the Committee noted the criticisms of
the close corporation and recommended the introduction of a different
corporate form, the private company, to be introduced as a new
chapter to the Corporations Law rather than in separate legislation.
These companies would be a form of exempt proprietary company and
relieved from many of the Corporations Law requirements. Limited
liability and the division between ownership and management would
remain.68
Whilst the significance of these developments for current purposes is
the recognition that a separate liability regime is required for small
companies, 69 the report is also illustrative of current views on the utility
of limited liability. The report acknowledges that evidence to the
Committee on the importance of limited liability was inconclusive.
Some witnesses argued it was now of restricted practical utility in
relation to debts and other financial obligations, thus illustrating how
63

S.110. Considered by Herzberg to be of particular importance: 'Insolvent trading",
(1991) 9 MU 285 at 294.
64
S.114.
65 Austin, 'Close Corporations', [1988] BCLB 175 at 178 and Sofronoff, 'Close
Corporations', (1992) 22 QLSJ 333.
66
Sot ronoff, ibid and see tt. )ferences he assembles.
67 Austin (Op. cit.) and Sofronoff (Ibid) and see Greenwood, 'The Close Corporations
Act 1989 - Where did Parliament go wrong?", [1989] BCLB 270 at 274. On the other
hand, see Chapman, 'In defence of close corporations', [1989] BCLB 346.
68 Joint Statutory Committee on Corporations and Securities, Close Corporations Act
1989, Report December 1992.
69
Id, paras 2.4 - 2.14.
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far the law and commercial practice had moved away from
endorsement of the concept. 70
It must also be acknowledged, on the other hand, that the New
Zealand Law Reform Commission has recently argued against the
establishment of a specific regime for private or closely held
companies on the basis that a general statute removes the need for
arbitrary definitions. Nevertheless this argument was preconditioned
on the general statute being highly flexible and it was conceded that in
the absence of such flexibility this position would need to be
reconsidered.71
Finally, further support for establishing different defaulting officer
regimes dependent upon the context in which the provisions are to be
applied is provided by Sappideen.72 He argues that directors ought
have fiduciary obligations towards creditors irrespective of the
solvency or otherwise of the company. Creditors and shareholders
should be treated on an equal footing by directors because they are
both investors in the company. Admittedly, as Sappideen
acknowledges, this view is at odds with strict legal theory which holds
shareholders to be the corporate owners and creditors to be merely
contractual claimants. Nevertheless he argues that whilst the
traditional view has some relevance in relation to small closely held
companies in the case of large public companies shareholder interests
are more in the nature of investments.n
Whilst it is certainly arguable that the categories of debt and equity
investment can become quite blurred at the extremities 74 it is difficult to
accept that there is a sufficient assimilation between trade credit and
ordinary share capital, with its attendant voting rights, rights to profits
as and when they arise and rights to any surplus on winding up, as to
justify this proposition. However this suggestion provides some
support for the view, expressed elsewhere in this thesis, that creditors
are not a homogeneous group,Th and also supports the need to
distinguish between types of companies for current purposes.
70
Id, paras 3.13 -3.17.
71 Company Law Reform: Transition and Revision, Report No. 16, September 1990 at
paras 239-241. As observed in chapter 8, the New Zealand companies legislation
currently contains such a regime.
72
'Fiduciary obligations to corporation creditors', [1991] JnI of Bus L 365.
73
Id, 394-395.
74 Compare, for example, the positions of a long term financier such as a
bank/debenture holder with that of a typical preference shareholder who enjoys a set
rate of dividend which is cumulative and rights to the preferential return of capital but
no participating or voting ri6 ts.
75
See chapter 11, section 2.
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"Typical" trading company regime - defaulting officer provisions
The second regime in the proposed tripartite structure would extend to
"typical" trading companies, prima facie being those companies which
fail one of the small company criteria. Additionally, such companies
would be required to be independent of the control of other companies
with control defined broadly.76 Rather they would be in the nature of
true investment vehicles of the kind envisaged by the framers of the
original companies and limited liability legislation.

These entities would be subjected to the current liability regime with
the improved versions of the fraudulent and reckless trading provisions
developed above or, alternatively, the recently introduced insolvent
trading provision. Furthermore, the equity investors and creditors
would derive protection for their investment from the disclosure
requirements imposed on companies and the general duties and
obligations of company officials.n
Group company regime - general provision recognising commercial
realities
The third regime would apply to group companies, of whatever size,
including multinationals. Group companies would be defined in terms
of the actual exercise of control by one entity over another, which
would be deemed to exist in certain defined instances.

The essential feature of this regime would be that the courts would be
authorised to disregard legal form and give effect to the economic
realities of a corporate arrangement in certain circumstances. These
circumstances would need to be defined to properly balance the
promotion of enterprise through the provision of limited liability with the
need to protect creditors from abuse or indifference through
manipulation of the corporate structure. The legislation might draw
upon the income taxation anti-avoidance legislation for inspiration. In
relation to multinationals the proposals referred to earlier could be
implemented or, alternatively, international treaties entered into.
The suggested features of this regime will be examined further in
chapter 11.

76 The emphasis being on whether control, in fact, exists (with certain non-exclusive
criteria deeming control to exist in certain circumstances specified) rather than on the
specification of set criteria as currently exists in S.46 to S.50 of the Corporations Law.
77 Possibly a new form of differential disclosure should be introduced, based on
economic rather than formal criteria. See the Companies Act 1981 (UK), S.8(2) and
(3) and the NCSC Green Paper, "Financial Reporting Requirements of the
Companies Acts and Codes', July 1983, paras 5.19-5.28.
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Separate legislation or separate provisions only?
Whilst this analysis has implied that the three regimes would each be
the subject of separate legislation this would not be a necessary
feature. Similarly this analysis, whilst supporting a partial division of
the companies legislation, does not necessarily comprehend a general
division of the laws for all purposes. 78 Whether the three regimes
would be contained within the existing Corporations Law, each
contained in separate legislation which operates in conjunction with
the Corporations Law or included as part of a general division of the
laws into three self-contained company schemes is, it is argued, not a
critical consideration for current purposes. Thus, many of the
arguments put forward against the division of the company laws,
particularly in the context of the close corporations legislation, are not
directly applicable. Furthermore these arguments were posed in the
context of whether the close corporation form ought be voluntarily
adopted in particular circumstances. The tripartite structure proposed
above would, however, be involuntary in the sense that the actual
circumstances of a corporate arrangement would determine the
applicable liability regime and there would be only a limited opportunity
to manipulate an arrangement to meet the criteria requisite for the
application of a particular regime.

8.

Conclusion

It has been argued that the provision of the privilege of limited liability
exposed creditors of limited liability companies to risks not initially
contemplated by the legislature. Whilst the chief protection of these
78 An analysis of whether the company laws ought be divided generally is outside the
parameters of this discussion. In support of a general division see Fogarty, A
Companies Act 1970? PEP 1967. The McArthur Committee rejected this suggestion
at paragraph 460 on the basis that the current system was well understood by those
concerned with company administration. It is difficult to appreciate the significance of
this assertion which, in any event, does not appear, from the context in which it was
made, to be solely directed at the type of structure proposed in this thesis.
Furthermore, it is arguable that in the 20 years since that Committee reported the
existing companies regime has come to be less well understood. Also see the press
release by Senator Gareth Evans relating an address to a Business Seminar
organised by Monash University Law Faculty at Melbourne, 30 August 1983, where
he acknowledged the inappropriateness of a single, increasingly complex set of
regulatory requirements - covering both the internal operations of companies and
their external relations - to companies of widely differing size and mode of operation.
Also see Manne, Our Two Corporations system", S3 (1967) Va Rev 259. Farrar
argues that this two corporation approach is over simple and a greater diversity exists
in practice. He distinguishes between large and small listed companies. He argues
the need to bear these diverse characteristics in mind when developing theory or
planning reform: "Ownership and control of listed public companies: Revising or
rejecting the concept of control, Company Law In Change - Current Legal Problems,
Faculty of Laws, University College London, Stevens 1987.
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creditors was to be the disclosure requirements and the common law
this regime quickly proved inadequate. Thus commenced a history of
patchwork legislative reform designed to impress a balance between
the promotion of enterprise through the provision of limited liability and
the provision of a recovery mechanism for unpaid creditors. This
history is characterised by defective, ad hoc and narrow legislation.
What is required is an insight into the underlying rationale for a
creditor recovery regime together with a legislative framework that
provides both an adequate recovery mechanism and a base for future
reforms. In this chapter the elements of the existing creditor recovery
regime were considered from the perspective of these requirements. A
blueprint for future reforms was derived.
This blueprint envisages a tripartite regulatory regime which
distinguishes between three categories of companies. Creditors of
small closely held companies would not be provided with a recovery
regime but rather protected through either a minimum capitalisation
requirement or the partial removal of the limited liability privilege. In
either event a greater exposure to the risks of the enterprise by the
corporate controllers is envisaged.
Creditors of utypicar trading companies would be able to have
recourse to a defaulting officer regime, revamped to remedy the
defects identified earlier in this thesis. Creditors of group companies
would be able to rely on a general provision authorising the courts to
give effect to the economic realities of an arrangement, and thereby
effectively rescind the privilege, where the creditors had borne an
inappropriate level of risk. In the interim there was an opportunity for
such creditors to explore tortious remedies and the existing defaulting
officer provisions.
Whilst experiences in New Zealand, South Africa and the United
Kingdom have yielded useful ideas which were built into this blueprint,
the adoption of the regimes operating in these jurisdictions was
rejected in favour of building on the existing Australian regime. Also
rejected was the maintenance of the common law duty to creditors as,
typically, enforced through the misfeasance provision procedure. Any
notion of a general provision effectively relegating the recovery regime
to common law principles was also dismissed.
A question of balance
In relation to the identification of an underlying rationale for this
regime, the emphasis on the events of insolvency and under
capitalisation as elements supporting the need for recovery rights
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points to the necessity of ensuring an appropriate allocation between
the incorporators and the corporation's creditors of the risks
associated with an enterprise. There must be a balance in the sharing
of these risks.
There is nothing new in the realisation that a balance must be struck.
Since the inception of the privilege of limited liability the need to
balance the competing principles of promoting enterprise through the
provision of this privilege with providing sufficient protection for
investors and creditors has plagued the legislator. This was, indeed,
recognised by the House of Lords in Salomon v Salomon when
warning of the dangers, yet endorsing the need for enacting further
regulations in relation to the corporate structure.
Whilst where the balance is to be struck is very much dependent on
the philosophical or political standpoint that is adopted by the
legislature, whether it be laissez faire or controlled, there is, of course,
an infinite number of influences that can shape the approach adopted.
These include the power of the various lobby groups, the economic
climate, international developments especially the approach adopted
by trading partners and competitors, hidden agendas of politicians and
perceptions of community concern.
This last factor ought not be understated. It was, according to the
Greene Committee, the stimulus for the enactment of the original
fraudulent trading provision.79 Certainly in recent times public
perceptions have tendered in favour of increased regulation of the
conduct of company officials and more protection for creditors. There
is, however, some indication that this perception may be changing. For
example, the Company Directors Association claims that whereas a
decade ago 75% of people asked to become directors of companies
agreed, now 75% refuse. They point to the increased obligations on
directors over this period as the cause. 80 They favour a reduction in
these obligations or, at least, a freeze on their extension in order to
reverse a trend which has witnessed the loss of talent and experience
from the boardrooms. 81 In lieu they advocate increased education of
79 See the discussion in chapter 5, section 2.2.2.
80 But see the conclusions reached by Tomasic and Bottomley in 'Corporate
Governance and the impact of legal obligations on decision making in corporate
Australia, (1991) 1 Aust JnI of corp Law 55. Their study found that there was little
evidence to suggest that directors or prospective directors considered the law before
appointments. In fact the law was largely irrelevant to them. Nevertheless the authors
recommended the further strengthening of the law.
81
From an address by Chris Peters, Chief Executive of the Company Directors'
Association of Australia at Hobart, May 10, 1989. Also see Baxt, (1987) 5 USW 46
at 47. Other evidence supporting the view that directors are too susceptible to
personal liability for corporate obligations is provided by the calls to allow directors to
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directors.82 Directors, it is claimed, must become both better
acquainted with their obligations and duties and encouraged to take a
greater role in ensuring quality control over the affairs of their
company. 83
This acknowledgment that what is required is not more law but rather
a cultural change in the nature of better qualified directors who
operate according to a code of ethics has merit but ultimately may be
naive hope. Boards of directors are generally comprised of people of
divergent backgrounds. In fact there is much to commend such
divergence as it provides a company with access to a breadth of
knowledge, skills and experience. Furthermore the distinction between
executive and non-executive directors adds to the difficulty of imposing
some general level of qualification. It must also be doubted whether a
code of commercial ethics will provide any protection for creditors in
the ultimate analysis. Nevertheless it is notable that increasing efforts
are being made both here and abroad to educate and provide
guidance for directors in fulfilling their obligations to both shareholders
and creditors.'
In any event maybe it has been too easy a response to impose liability
on directors for corporate failure given that the line between legitimate
and illegitimate risk taking is a fine one liable to subjective factors and
the perverse application of hindsight. There is clearly no universally
accepted appropriate balance of risk sharing. Indeed it has been
argued that both S.592 and S.593 and the common law duty to
creditors lack economic sense and simply reflect harder attitudes
motivated by economic recession and ought be repealed. 55
themselves be incorporated and by the recent growth in the provision of professional
indemnity insurance policies for directors. See "Company directors and officers:
Indemnification, relief and insurance', Companies and Securities Law Review
Committee Report No 10 May 1990.
82 Also see Vickery, (1990) 64 LIJ 1181 at 1183.
83
Ibid. An increase in directors' fees is likely to be a corollary of this development.
84 Notably the UK Institute of Directors issued 'Guidelines to Boardroom practice of
companies in financial difficulties with a view to assisting directors who might
otherwise be inhibited from seeking bona fide corporate rescues. Discussed in
'Company directors and wrongful trading', (1991) 12 Business LR 78.
85 Farrar, The Obligations of a Company's Directors to its Creditors", an unpublished
paper, Christchurch New Zealand, 1987. Thus, Farrar argues, this demonstrates that
the process of legal change is not necessarily a rational and systematic response to
social and economic change. In any event Farrar believes that at the end of the day it
is unlikely that a creditor will pursue these remedies in normal circumstances primarily
because it will not be economically viable to do so and secondly because the risks of
business, such as non payment, are often taken into account when negotiating
contracts or, alternatively, are insured against. Thus, it is argued that these additional
remedies against directors are unnecessary and even unfair (at pp.1-2 and 19). In a
similar vein others argue that S.592 is 'a time bomb waiting to explode", per Chris
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Certainly the trend towards extending obligations to creditors imposes
economic imposts on enterprise. Leaving to one side the debate over
whether the institutions of incorporation and limited liability do, in fact,
provide the entrepreneurial stimulus on which they are premised, there
are, arguably, unproductive costs associated with the imposition of
further liabilities on corporate management. In particular there are
increased administration and audit costs. There are further costs
associated with directors spending more time on self-protection
exercises and on allowing these considerations to influence their
decisions. 86 Ultimately these costs arise from the attempt to reconcile
the risk taking nature of commercial enterprises with the effect of this
trend towards promoting a risk adverse, or, at least, a risk aware
culture.
Whether these costs are an acceptable impost depends on the
perspective of whether the benefit to society of providing more
protection to creditors outweighs the fetter these costs impose on
entrepreneurial behaviour. It is a question of balance, a balance, it is
argued, addressed by the reforms outlined in this chapter.

Peters, Chief Executive of the Company Directors' Association of Australia reported in
English 'Directors' Duties', [1989] Aust Accountant 24 at 27.
86 See "Creditor Idea Damaging, says Adler, (1988) 4 Co Director 20. Adler believes
that creditors' interests are best served by encouraging directors to attempt to trade
out of insolvency and thereby maximise the amount creditors are likely to recover.
Importantly Adler acknowledges that the differences between executive, nonexecutive and small company directors present a strong argument for the duties of
directors to creditors differing between these three categories.
It has also been argued that this shift in focus might have the effect of undermining
the proper development of a distinct planning and monitoring role for directors and, in
any event, where management structures distance directors from• operational
responsibilities these obligations may become virtually impossible to discharge. See
Redman, 'Director's duties and liabilities; Changing tides?", [1991] BCLB 302 at 304.
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CHAPTER 10
THE GOVERNMENT'S RESPONSE
"As the complexity of commerce has gradually intensified (for better or
for worse) the community has of necessity come to expect more than
formerly from directors.."
Tadgell J.,
Commonwealth Bank of Australia v Fredrich (1991) 5 ACSR 115 at
126.

1.

Introduction

The inadequacies of the creditor recovery regime have not been lost on
the Government and, whilst the introduction of the National companies
scheme in 1990 did not effect any reforms to the defaulting officer
provisions, 1 during the last six years a series of committees were
established to examine both the adequacy of the laws relating to
insolvency and the regulation of directors. Subsequently the Corporate
Law Reform Act 1992 enacted, amongst other reforms, significant
changes to the defaulting officer provisions. These amendments take
effect from 24 June, 1993.
It is proposed in this chapter to examine the details of the reports
motivating this legislation and then to examine the actual reforms. 2
Essentially the defaulting officer provisions are recast as a duty to
prevent a company from engaging in insolvent trading. Furthermore,
provision is made for a cause of action against holding companies
where subsidiaries have been allowed to trade whilst insolvent,
1
2

The only change is the deletion of S.557(9), made redundant by S.589(6).
In addition to the various reform committees considered below the Companies and
Securities Law Review Committee has also recommended the establishment of a
statutory derivative action encompassing creditors as potential applicants. This
recommendation is considered in chapter 3, section 2.3 and in chapter 11. One of the
features of this proposal, not discussed elsewhere, is that no distinction is drawn
between creditors of the company concerned and those of related companies and, in
fact, creditors of related companies have standing and may share in any recoveries if
so ordered. The proposal, therefore, clearly recognizes commercial realities and the
status of a group as a legal entity. The recommendations of the Committee are yet to
be responded to by the Government although the Companies and Securities Advisory
Committee in its Report on a Statutory Derivative Action (July 1993) rejected the
extension of the action to encompass creditors as potential applicants.
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although notably this provision does not go as far as the
recommendations propose.
It will be observed that whilst these reforms have generally been well
received there has been some comment to the effect that certain
deficiencies of the former provisions have been perpetuated and that
the group company proposals are misguided. It will be argued that
although the reforms generally satisfy the need to repair the defaulting
officer provisions, the circumstances of small companies and also of
corporate groups are not adequately addressed. Furthermore it is
argued that the withdrawal of a cause of action from individual creditors
is unsound.
In chapter 11 the limitations of this response will be further examined
from the perspective of the themes identified and proposals advanced
in chapter 9 and areas for future legislative attention will be identified.

2. The Commonwealth Law Reform Commission (CLRC)
Discussion Paper on Insolvency Proposals
2.1 Background to the proposals
During August 1987 the Commonwealth Law Reform Commission
issued for discussion a number of proposals being considered for the
reform of insolvency law. 3 In the discussion paper the Commission
identified some of the deficiencies in the current defaulting officer
provisions. In addition to those which have been identified in this thesis,
the discussion paper identified as further deficiencies the length of
recovery proceedings, the fact that the law favoured creditors with
resources enabling them to take action and that the provisions
encouraged a multiplicity of actions if all creditors were to be
compensated with the likelihood that the first creditors to take action
would exhaust the assets of the errant directors. Accordingly the
Commission stated that there was an urgent need for reforms which
would promote the principle of equal sharing in an insolvency.

2.2 Outline of the Proposals - a duty to prevent insolvent trading

The duty
The proposed legislation was to repeal the fraudulent and reckless
trading provisions and in their place impose on directors a duty to
3

Discussion Paper No 32. See generally chapter 6 of that paper.
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prevent their company from engaging in insolvent trading. Breach of
this duty would only give rise to a civil liability and, furthermore, this
would be in favour of the company notwithstanding that the breach of
duty would adversely affect creditors. Thus only the liquidator could
bring proceedings, or a creditor with leave, and only then on behalf of
the company.
The duty was to be restricted to directors because it was intended to
focus on those entrusted with the overall management of a company.
The Commission was also concerned to move away from the discrete
debt by debt approach to impose a more general duty.
Insolvent trading was characterised as the incurring of debts in
circumstances where there were reasonable grounds for suspecting
that a company was unable to pay its debts, after taking into account
contingent and prospective liabilities, and where the company was
subsequently wound up in insolvency. The Commission argued that the
use of the term "suspect" rather than "expect" would impose a higher
standard of care on directors. On the other hand, the requirement that
the director suspect that the company "is unable to pay" rather than
"will not be able to pay" was intended to have the effect that a director
would not have to take into account such matters as general
forecasting data which arguably he was required to do by the current
legislation.
The precondition that the company go into an insolvent winding-up and
not simply one of the wide range of situations of insolvency
administration specified by S.553 of the Companies Code4 was
intended to encourage directors to buy their way out of liability, with
perceived benefits for creditors.
To overcome the difficulties of proof which have plagued provisions of
this nature there would be a presumption of an inability to pay debts
where it was shown that either liabilities exceeded assets or adequate
accounting records were not kept or were not available in
circumstances where the company was unlikely to pay its creditors
more than 50 cents in the dollar. Once established circumstances of
insolvency would be presumed to continue to exist.

The defences
Directors would be able to avail themselves of a number of defences
including:

4

S.589 Corporations Law.
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(i)

(ii)

that the director had reasonable grounds to expect (not suspect)
that the company would have been able to pay its debts. This
would be established if the director showed that either (inter alia):
(a)

another person, who it was believed on reasonable
grounds was competent and reliable, was entrusted with
responsibility to ensure that the company did not engage
in insolvent trading, or

(b)

the director was not able, for good reasons, for example
illness, to participate in the management of the company,

that the director took steps to minimize a possible loss for
creditors, for example, by endeavouring to either prevent the
insolvent trading or to place the company under a form of
administration in insolvency, and

(iii) the relief provided for by S.535 of the Companies Code5 would
be available to directors who could establish that they acted
honestly and ought to be excused for their breach of duty.
Extent of liability
Where a director was found liable his liability was to be measured by
the loss or damage sustained by the creditors, taking into account any
benefit to the company from incurring the debts and whether any of the
creditors continued to trade with the company in the knowledge of its
circumstances, with the court having a broad discretion in this regard.
Any sum recovered was to be applied for the benefit of all unsecured
creditors.
The Commission emphasised that the liability would be civil only, taking
the view that criminal liability in this area was not appropriate and
provided no additional benefit. In particular it questioned the deterrent
capacity of a criminal sanction stating that in fact to the extent that it
might discourage an attempt to trade out of difficulties in circumstances
where the directors were prepared to make good any loss to creditors,
a criminal sanction actually deterred such behaviour. Furthermore
criminal prosecutions for insolvent trading were seen as a waste of
public resources in circumstances where penalties were likely to be
light given the limited culpability of the conduct at issue.

5

S.1318 Corporations Law.
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Fraudulent trading and disqualified directors
On the other hand, it was believed that criminal liability for conducting
business with an intent to defraud should be retained. Furthermore a
specific provision providing for civil recovery for such conduct, without
the prerequisite of a criminal conviction, was seen as desirable to cover
situations not envisaged by insolvent trading and to emphasise the
more intentional form of damaging behaviour characterised by
fraudulent conduct. Such an action would be available to the liquidator
or a creditor with leave and then only in the name of the company, with
the proceeds of the action to form part of the assets of the company.
Any creditor who had been defrauded would then be free to pursue a
claim against the company, otherwise it would be distributed equally
amongst the creditors.
In addition to these provisions the Commission also proposed that
personal liability be extended to persons who acted as directors whilst
disqualified or who allowed a person they knew to be disqualified to act
as a director or otherwise take part in the management of the company.

2.3 Group company proposals
The discussion paper also advanced proposals in relation to group
companies based on the New Zealand legislation. S.315A, which
empowers a court to order a past or current related company to
contribute, by way of payment to the liquidator, to the debts of a
company in liquidation appeared as S.D15 of the draft legislation with
some minor changes whilst S.31 5B, which provides that where two or
more related companies are being wound-up then the court may order
that their assets be pooled, appeared as S.PR3. 6
S.D15 - contribution orders
In relation to S.D15 the discussion paper envisaged its application in
two circumstances:
(i)

where the related company has been acting as a "director" of the
other company and causing it to incur debts and liabilities, and

(ii)

where creditors of the other company have legitimately taken into
consideration the assets of the related company in making
commercial decisions about dealings with the other company
only to find the related company to rapidly distance itself from the
financial problems of the other company.

6

The New Zealand provisions are discussed in chapter 7, in particular section 4.6.
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S.PR3 - pooling orders
Similarly the discussion paper envisaged the application of S.PR3 in
two situations:
(i)

where it would appear justifiable to make one company liable for
the debts of a related company having regard to certain criteria,
and

(ii)

where because the business of the companies has been
intermingled administrative convenience dictated their joint
winding-up.

The discussion paper acknowledged the possible need to adjust the
rights of the creditors of the various companies by stating that the court
need not order an equal distribution of assets should it cause injustice.
Cross-frontier insolvency
The discussion paper also canvassed the problems associated with
cross-frontier insolvency, including those arising from the insolvent
winding-up of multinational companies. The Commission's proposals
included that Australia promote multilateral international treaties as
regards the adoption of common basic elements of insolvency law and
also promote the reciprocal recognition of insolvency laws. Furthermore
the Australian companies legislation ought be amended to contain a
provision enabling the administration of an insolvent company being
conducted overseas to be recognised and enforced in Australia.
Australia should also seek to encourage other countries to adopt a
similar provision. 7
2.4 Reactions to the proposals
These proposals met a mixed response. For example, Ferrate
applauded the removal of the criminal sanctions in the absence of fraud
and the restriction of locus standi to enforce the duty to the liquidator or
a creditor in the form of a derivative action. However he itemised a
number of potential difficulties and anomalies:

7
8

Paras 663 and 664. See chapter 19 generally.
Farrar, The Obligations of a Company's Director to its Creditors, an unpublished
paper, Christchurch New Zealand, 1987. Also see (1984) 4 Canta LA 12 at 32733.
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(i)

it was anomalous that directors were to have a duty not to
engage their company in insolvent trading whereas no such duty
is imposed on natural persons, 9

(ii)

the duty would be one "to prevent" which is a very onerous
obligation particularly bearing in mind that a director's role is to
act as part of a collegiate body, and

(iii)

the word "suspect" was likely to present interpretational
difficulties.

Adler provided a further commentary. He argued that the current law
was sufficient to protect creditors and simply needed to be
administered more strongly. Any extension of the current obligations on
directors was only potentially damaging to the economy. The proposals
were an attempt "to catch a few bad fish with a very big net" and would
simply have the effect of discouraging honest and competent directors
and impeding business development. He concluded by encouraging
opposition to the proposals and pressing for legislation which
recognised the right of directors to accept legitimate business risks,
including the right to nurse businesses back to health. 10

These comments are considered below in the context of the
Commission's ultimate recommendations.
3. The CLRC Report
3.1 Duty to prevent insolvent trading recommended

The ultimate recommendations of the Commission, published late in
1988, 11 deviated little from the proposals contained in the discussion
paper. Directors were to be liable to their company for insolvent trading,
upon an action by a liquidator or a creditor with the liquidator's leave.
Central to the proposal was the promotion of the principle of equal
sharing in an insolvency and the focusing of attention on directors'
responsibilities for the overall financial management of the company
and not the incurring of particular debts.
The report acknowledged that the presumptions had drawn criticism
and some minor modifications were inserted, although not meeting all
9
10
11

Natural persons can also not claim the privilege of limited liability in respect of an
insolvent enterprise personally engaged in.
"Creditor Idea Damaging says Adler, [1988] Co Director 20.
Commonwealth of Australia, Law Reform Commission, General Insolvency Inquiry,
Report No 45, AGPS Canberra January 1989 (Harmer Report).
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these criticisms. 12 Similarly criticisms of the defences were noted and
the format of the defences were re-organised. The reasonable grounds
to expect payment defence was amended so that it was necessary for
the director to expect that the company would be able to pay the debt
from its own resources. This was to overcome the decision in Deputy
Commissioner for Corporate Affairs v Carattil 3 the effect of which was
to enable a director to avoid liability on the basis of an alleged
expectation of funds from a source which he controlled. However the
Commission refused to accept the criticism that the standard contained
in the defence should be the same as that contained in the substantive
provision, namely "suspect" rather than "expect". The Commission
stated that the intention was that a vigorous standard apply to directors
such that if they even suspect that the company may be trading while
insolvent they should examine its affairs to ensure that there are
reasonable grounds to expect that it will be able to pay its debts.
Furthermore, no longer could this defence be established by pointing to
illness or the like and rather this was now to be viewed as a separate
defence in its own right in place of the reference to the general
defence contained in S.535 of the Companies Code.
In relation to the proposed defence that a competent and reliable
person had been entrusted with responsibility for the company the
Commission indicated that it had reconsidered this defence and now
viewed the duty as imposed on directors alone. Thus the proposed
defence would now require that the director believe, on a reasonable
basis, that a competent and reliable person had the responsibility of
providing the director with sufficient information to enable the director to
comply with the duty and apparently discharged that responsibility.
Whilst the Commission maintained its position that individual creditors
not be able to bring an action against directors except by way of
derivative action, importantly a further recommendation was made that
the court be given a discretion to distribute the proceeds of such action
in favour of those creditors who had financed the action.
3.2 Group companies
Again the proposals contained in the discussion paper were put as
recommendations with only minor amendments. 14 The Commission
observed, however, that the proposal that companies contribute to an
12
At paras 290 to 301.
13
(1980) 5 ACLR 119.
14 At paras 222 and 336.
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insolvent liquidation of a related company in circumstances where
these companies had effectively directed the insolvent company or the
companies had effectively represented themselves to creditors as a
single entity, was the subject of criticism. It had been argued that the
provision:
(i)

infringed the fundamental principle of separateness,

(ii)

jeopardized the feasibility of large projects which were often
predicated on the ability of a parent company to secure limited
recourse finance,

(iii)

generated uncertainty in commercial dealings especially in the
context of the provision of finance to subsidiary companies, and

(iv)

would render it difficult for auditors and company directors to
produce accounts representing a true and fair view of a parent
company.

The Commission was not, however, impressed by these arguments
claiming that the discretion vested in the courts by the provision and
the commercial reality that groups of companies are often viewed by
the business world as a single entity justified the introduction of the
provision.
Similarly the proposal in relation to asset pooling on insolvent
liquidation was also affirmed by the Commission although with an
amendment requiring the court to have regard to the extent to which
creditors of any of the companies might be advantaged or
disadvantaged by the making of a pooling order.
In relation to international corporate insolvency issues the Commission
affirmed its discussion paper proposals. Specifically it recommended
the enactment of a provision:

(I)

requiring the court to aid the administration of a foreign
insolvency initiated in certain prescribed countries, including the
United Kingdom, Canada and New Zealand, and permitting the
provision of aid to administrators from other countries where
specified criteria were satisfied. These criteria required that the
laws of the other country contain certain fundamental winding-up
provisions, and
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(ii)

granting the court a broad discretion as to how it fashion•d such
aid with a view to best ensuring an economical and expedient
winding up.

In the view of the Commission the exercise of this power ought usually
result in the appointment of a local insolvency administrator to deal with
Australian property with the ultimate aim of repatriating the proceeds to
the foreign administrator.

3.3

Comments on these recommendations

No cause of action for individual creditors
Arguably the most significant feature of these recommendations is the
vesting of standing solely in liquidators, except by leave of the court.
The effect of this is likely to be that individual creditors would be
completely precluded from recovering losses from company directors.
Whilst it is generally conceded that this may possibly generate a harsh
result in specific cases, it is typically justified as being more just overall
as recoveries would go to increase the pool of assets available to all
creditors. 15 This restriction of standing to the liquidator and away from
individual creditors has also been supported on the basis that as the
liquidator has complete access to the company's records and the
power to gain information from the company's officers and employees
he is in a better position to establish a case. 16 Furthermore as, in
practice, a creditor who initiates proceedings is also typically the
creditor who initiates the winding-up of the company and so bears
significant legal costs in recovering the debt, this is further grounds for
limiting standing. 17
These justifications are explored further in chapter 11 where it is
argued that there are grounds to doubt whether justice will, in fact, be
enhanced by denying individual creditors a cause of action.
General endorsement by commentators
Most commentators generally endorsed these recommendations whilst
noting some areas of likely interpretational difficulties and, in the case
of Farrar and Adler referred to earlier, expressing some concerns at
the severity of the obligations to be imposed on directors.

15
16
17

For example see Trethowan, "Directors' personal liability to creditors for company
debts", (1992) 20 ABLR 41, 70. Also see Farrar (op. cit.).
Herzberg, Insolvent trading", (1991) 9 C&SLJ 285 at 289.
Id, 291.
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Tretho wan, for example, applauded the recommendations although
with the observation that the problem of making non-participating
directors liable may be frustrated by the vagueness of the defence
available to directors who can establish a "sufficient cause" for
neglecting their duties. 18 She also observed that given the various
regimes that impact on the liability of directors to creditors there is a
potential for recourse to these other regimes to undermine the
principles underlying these recommendations. 19
Similarly Herzberg generally endorsed these proposals although with
the suggestion that the focusing on debts incurred and not
management's failure to initiate prompt liquidation was a design flaw
which would limit the remedy to trade creditors. He suggested that the
aim of insolvent trading provisions should be to ensure that
management promptly ceases trading when it becomes apparent that
the company cannot trade its way out of financial difficulties. 20 In this
respect the new, more specific, defences were particularly satisfactory
being more attuned to the purpose of the insolvent trading provision to
encourage prompt action. 21
Whilst Herzberg also supported the presumptions, he expressed regret
that the Commission did not simply recommend that the company be
presumed to be insolvent within a specified period of time prior to the
commencement of winding-up. 22 Furthermore, he observed that the
fact that any recoveries were to be distributed equally between the
unsecured creditors may give some creditors the benefit of a windfall
gain, namely those creditors whose unpaid debts were incurred prior to
the company engaging in insolvent trading. 23
Other observations on these proposals
Whilst there appears to be considerable support for these
recommendations, it is notable that subsequent judicial decisions have
repaired many of the problems in S.592 with respect to the meaning of
the term "debt"24 and the breadth of the defences. 25 To the extent that
18
19
20

21
22
23
24
25

Ibid.
Id, 76-77. This criticism could be readily addressed by legislation prohibiting reliance
on these other recovery regimes.
"Insolvent trading", (1991) 9 C&SU 285 at 286. Also see generally Herzberg, 'The
Metal Manufacturers Case and the Australian Law Reform Commission's insolvent
trading recommendations', (1989) 7 MU 177.
Id, 308.
Id, 307.
Id, 309.
See chapter 6.
See chapter 6. For a similar conclusion see Burrell and Long, "Apathetic Directors
Beware - Recent Case Developments", (1991) 21 OLSJ 5 at 13.
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the proposals, in fact, contained a number of their own interpretational
and design issues it may be that a "better the devil we know" policy
was arguably more appropriate.
Furthermore, the problems identified with creditors proving their cause
of action under S.592 are, to some extent, ameliorated by the
availability of discovery and the right of inspection provided by S.486 26
and, in any event, could be remedied by the provision of further
presumptions. There is also some evidence to suggest that S.592 does
secure the result that management is obliged to promptly secure
insolvency administration. 27 Arguably the removal of one category of
potential applicants who could enforce the provision, namely creditors,
in favour of a collective recovery regime enforceable, essentially, only
by the liquidator, may only serve to limit its effectiveness. The fact that,
as acknowledged by Herzberg, some creditors might also achieve a
windfall gain under these provisions can also be attributed to the
collective nature of the recovery regime. 28
In relation to the group company proposals it is arguable that they
suffer from the same deficiencies as the New Zealand legislation
referred to in chapter 7. Furthermore although the proposals did not
adopt the New Zealand definition of "related company", but rather
embraced the definition contained in S.46 - S.50 of the Corporations
Law, this definition contains many of the limitations of its New Zealand
counterpart. In particular the control test is predicated on control of the
board of directors or control of half the voting power or issued share
capital of the company which, as was argued in chapter 7, fails to
respond to commercial reality. 28
The proposals directed at international insolvencies were, however, a
major advance and their immediate adoption is supported.
4.

Report of the Joint Select Committee on the Corporations
Legislation

When the Commonwealth Government introduced the Corporations
legislation into parliament during 1988 it generated considerable
controversy with the result that the bills were referred by the Senate to
a Joint Select Committee. The Committee's report was tabled in April
1989. Included in its recommendations was that the reforms proposed
26 See chapter 6.
27
See the discussion in section 7 below.
28
See the discussion in chapter 11.
29
See chapter 7, section 4.6.
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by the Law Reform Commission Report on Insolvency receive early
attention and that the necessary amendments be enacted as soon as
possible.30

5.

Report of the Senate Standing Committee on Legal and
Constitutional Affairs

During May 1988 the Senate referred to the Standing Committee on
Legal and Constitutional Affairs a consideration of the social and
fiduciary duties and responsibilities of company directors. The
Committee's report was published during November 1989. 31 This
report comprehensively examined the responsibilities and liabilities of
corporate officials and contained a number of recommendations. Whilst
these recommendations did not deal directly with the issue of the
liability of corporate officials to creditors some did touch incidentally on
this issue. These included that:
(i)

the companies legislation ought permit all creditors to share
equally in sums recovered from directors. In this regard the
development of the common law "duty to creditors" was
examined with the conclusion drawn that it did not extend a
direct remedy to creditors. This was considered appropriate,
more so than a situation where the proceeds of such actions
would accrue only to those creditors with sufficient resources to
fund an action,

(ii)

criminal liability ought not apply in the absence of criminality,

(iii)

the administrative bodies charged with enforcing the companies
legislation should receive adequate funding. This was in
response to numerous submissions received by the Committee
to the effect that the legislative controls on directors did not need
strengthening but, rather, required proper enforcement, and

(iv)

civil penalties ought be provided in the legislation for breaches by
directors where no criminality was involved and, in appropriate
circumstances, people suffering loss as a result of a breach
ought be enabled to bring a claim for damages in the
proceedings taken to recover the penalty.

30
31

Commonwealth of Australia, Parliament, Joint Select Committee on the Corporations
Legislation, AGPS Canberra April 1989 (Edwards Committee).
Commonwealth of Australia, Parliament, Senate Standing Committee on Legal and
Constitutional Affairs, Company Directors' Duties Report on the Social and Fiduciary
Duties and Obligations of Company Directors, AGPS Canberra November 1991.
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In addition to the direct implications of these recommendations on the
issue of the liability of corporate officials to creditors, the general thrust
of the recommendations in proposing a tightening of the regulation of
officials carried with it certain implications. In particular the
recommendations that directors be required to attend board meetings,
that their duties be non-delegable, that they comply with objective
standards, that they be encouraged to undertake professional
development courses and that they comply with a code of ethics were
significant as indicative of the attitude of the legislature towards
directors. 32 In particular, to the extent that directors had, in the past,
been able to avoid liability to creditors under the reckless trading
provision by deferring to others or claiming some special dispensation
personal to them the indication was that this would no longer be
tolerated. 33
Finally there was also a recognition in the report that the standards
applicable to directors of large public companies might differ from those
properly applicable to directors of a small private company. 34

6.

Corporate Law Reform Act 1992

During 1992 the Government issued a draft bill proposing substantial
amendments to the law relating to, amongst other things, the duties
and liabilities of corporate officials, the giving of financial benefits to
related parties of public companies and corporate insolvency. This draft
bill generated enormous community concern primarily at the complexity
of the proposed financial benefits provisions and the onerous nature of
the new obligations to be imposed on corporate officials. Notably the
provisions relating to corporate insolvency received little attention.
Subsequently the financial benefits provisions were redrafted and the
bill was introduced into and passed through parliament during
November and December.
The reforms enacted by this Act, which impact on the capacity for
creditors of insolvent companies to recover their debts, are considered
below. They take effect from 24 June 1993.
32 Also see "Government Response to the report of the Senate Standing Committee on
Legal and Constitutional Affairs on wThe social and fiduciary duties and obligations of
company directors", 28 November 1991.
33
Such an attitude was also clearly apparent in the general thrust of the
recommendations of the Law Reform Commission.
34
For example at paragraphs 2.31and 2.32.
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6.1

Insolvent trading

The duty
S.592 was amended to apply only to debts incurred prior to the
commencement of the new insolvent trading provisions contained in
S.588G to S.588X. These provisions essentially enact the insolvent
trading provision recommended in the Law Reform Commission Report
on Insolvency, although in a substantially different format to the
proposed draft legislation. S.588G specifies that a director contravenes
the section if his insolvent company incurs a debt at a time when there
are reasonable grounds for suspecting that the company is insolvent
and the director is aware of this or ought reasonably to be aware of it.
Breach of this duty may result in the director being ordered to
compensate the company and may also result in a civil penalty or
criminal sanction. The Explanatory Memorandum to the Act 35 refers to
the criticisms of the existing provisions and states that the new
provisions address these criticisms in the following ways:
•

criminal and civil sanctions are separated with criminal liability
being retained for cases where actual dishonesty is involved;

•

directors are under a positive duty to ensure that their company
does not incur a debt whilst it is insolvent;

•

a liquidator has the primary right to sue a director for the benefit
of all unsecured creditors;

•

the duty is expressed in such a way that a director cannot rely on
his lack of involvement in the company as a defence; and

•

a series of rebuttable presumptions assists the liquidator in
establishing the insolvency of the company.

The defences
The defences are set out in S.588H. Notably the defence that the
director had reasonable grounds to expect that the company was
solvent and could pay its debts does not require that the expectation be
that the debts could be paid from the company's own resources. That
is, the limitation recognised by the Law Reform Commission as arising

35 Commonwealth of Australia, Parliament, Explanatory Memorandum to the Corporate
Law Reform Act 1992, AGPS Canberra 1992.
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from the decision in Deputy Commissioner for Corporate Affairs v
Caratti has not been provided for. 36
The presumptions
Whilst the legislation embraces the recommendation that there be a
presumption of continued insolvency for a period of up to 12 months
from the date that insolvency is first established up to the date of the
winding up where this period does not exceed 12 months, otherwise
the presumptions enacted by the legislation substantially differ from
those recommended. Firstly, there is no presumption that where
liabilities exceed assets insolvency exists, although S.558E(8) would
have the effect that where insolvency is proved for the purposes of one
form of recovery proceedings against a company then it would be
presumed to exist in relation to any other forms of recovery
proceedings.
Furthermore, S.588E(4) provides that a presumption of insolvency will
arise where a company has failed to keep adequate accounting records
as required by S.289. Notably there is no additional requiue• ent that
the company be unlikely to pay its unsecured creditors more than fifty
cents in the dollar, although the presumption will not arise if it can be
shown that the contravention was due to the destruction of the records
outside the directors' control.
Importantly these presumptions do not operate in relation to criminal
charges.
Duty to be enforced by ASC or liquidator in favour of the company
S.588J to S.588U inclusive contain the mechanical provisions
supporting the duty against insolvent trading. The fundamental principle
is that amounts recovered from directors are to be paid to the company
for distribution to unsecured creditors.
S.588J provides that the court may make an order for the payment to a
company of compensation where there has been an application for a
civil penalty order made against a director for breach of the duty
against insolvent trading. Applications for civil penalty orders are made
pursuant to Part 9.4B. S.1317EB authorises the ASC to make such
applications. Such proceedings are civil in nature. 37
Similarly S.588K provides that the court may order a person, convicted
under S.1317FA of Part 9.4B of contravening the duty against insolvent
36
37

See the definition of usolvent" in S.95A(1).
S.1317ED.
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trading, to pay compensation to the company. Under S.1317FA a
director would be guilty of a criminal offence if he knowingly allowed the
company to trade whilst insolvent for a dishonest purpose.
S.588M provides the liquidator with an avenue to directly proceed
against a director in breach of his duty against insolvent trading. Such
proceedings must be commenced within a period of six years.
Provisions exist preventing any double recovery and providing that
certificates evidencing a contravention of a civil penalty provision or a
criminal offence shall be conclusive evidence of the matters contained
therein.
Creditors have a derivative action
S.588R to S.588U inclusive provide the circumstances in which a
creditor may sue a director under S.588M for allowing a company to
trade whilst insolvent. S.588R provides that a creditor may commence
such proceedings with the written consent of the liquidator whilst the
other sections set out a procedure for a creditor to follow where the
liquidator does not commence an action, nor provides consent to an
action by the creditor. Essentially the creditor may serve on the
liquidator a notice of his intention to commence proceedings requiring
the liquidator to, within three months, either provide his consent or a
statement of reasons why the proceedings should not be commenced.
Where consent is not forthcoming the creditor may commence
proceedings after the three month period with the leave of the court.
Any statement of reasons opposing the proceedings provided by the
liquidator must be considered by the court when determining whether
to grant leave.
Application and quantum of compensation
S.588Y provides that compensation recovered from directors pursuant
to these provisions is first to be applied to the payment of unsecured
creditors. However any creditor who was aware that the company was
or would become insolvent at the time the particular debt was incurred
is postponed in priority to all other unsecured creditors, except where
the compensation was forthcoming due to an application against the
director by a creditor. Notably there is no direction to the court to
distribute any amounts recovered in such a way as to advantage any
creditor who brings such an application, as recommended by the Law
Reform Commission.
Finally it is also of note that in calculating the compensation payable by
a defaulting director regard is to be had to the loss or damage suffered
by the creditors. Again the recommendation of the Law Reform
Commission that regard be had to the extent to which the financial
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position of the company was prejudicially affected by reason of the
breach of duty was not taken up.
6.2 Group companies - duty imposed on holding companies
Neither the recommendation of the Law Reform Commission relating to
the pooling of assets of insolvent companies in liquidation nor that
proposing the imposition of liability on related companies for the debts
or liabilities of an insolvent company were adopted. However, by virtue
of S.588V to S.588X inclusive, holding companies are to be liable for
insolvent trading by subsidiaries. It would appear that the basis for the
legislative departure from the Law Reform Commission proposal was
the concern that the wide discretion proposed to be given to the courts
would create uncertainty in commercial dealings. 38 Rather the
provisions enacted are more specific than those proposed by the Law
Reform Commission and provide that where a holding company
permits one of its subsidiaries to trade whilst insolvent then the
subsidiary's liquidator may recover from the holding company an
amount equal to the loss or damage suffered by the unsecured
creditors of the subsidiary. The provisions essentially mirror those
applying to individual directors who have allowed their company to
trade whilst insolvent. Similar offences are also provided.
Notably the provisions deal only with the holding company/subsidiary
company relationship rather than dealing generally with related
companies. According to the Explanatory Memorandum the provisions
impose a specific test to which the directors of a parent company may
address their minds. 39
Where the duty against insolvent trading is breached then the holding
company will be liable if there were reasonable grounds at the time for
suspecting that the subsidiary was insolvent or would become insolvent
and either the holding company or one or more of its directors were
aware of these grounds or, having regard to the nature and extent of
the holding company's control over the subsidiary's affairs, it was
reasonable to expect that a company in the holding company's
circumstances or one or more of its directors would have been aware
of those grounds.

38

39

See Austin, "The Corporate Law Reform Bill - its effect on liability of holding
companies for debts of insolvent subsidiaries", 119921 6 BCLB para 103. This point
will be explored further in chapter 11 where it is argued that the legislation is now too
rigid.
At para 1125.
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The provisions are not civil penalty provisions nor may their
contravention give rise to a criminal offence.
Notably there is no procedure for creditors to instigate proceedings
against the holding company.

6.3 Other provisions
Personal liability for breach of disqualification requirement
S.588Z provides for the personal liability of a person who has been
managing a company while disqualified and the company is
subsequently wound up.
Financial benefits to related parties
A new Part 3.2A of the Corporations Law deals with the provision of
financial benefits to related parties of public companies. The
Explanatory Memorandum states that this part is intended to protect
shareholders of public companies against the possibility of the value of
their investment being eroded by a related party arranging for the
company to enter into a transaction which benefits that party.
Essentially the part provides that where related party transactions are
proposed on ordinary commercial terms then they can be approved by
the board of directors. However, should a transaction be uncommercial
then it must be referred to the shareholders for approval and the
shareholders must be fully informed of the details of the transaction for
their approval to be valid.
Whilst the rationale for these provisions is couched in terms of
protecting shareholders, obviously there is also an element of
protection provided to creditors. The difficulties faced by creditors of, in
particular, group companies, in recovering against directors, related
companies and directors of related companies who have dissipated the
assets of the debtor company were discussed in chapter 7. This new
part should assist in the control of such dealings and in enabling
compensation to be obtained where the assets of a group company are
dissipated in such a way. However importantly these provisions will
only incidentally protect creditors as they are directed towards the
protection of shareholders. Where a debtor company is a wholly owned
group company then these provisions will not avail creditors.
Furthermore creditors are not provided with any direct cause of action.
Finally the provisions do not prevent public companies from entering
into uncommercial transactions with proprietary companies and vice
versa, nor are uncommercial transactions between subsidiaries of a
public company affected.
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Misfeasance provision
The misfeasance provision, S.598, was also amended by extending
locus standi to "eligible applicants" defined to include all previous
potential applications but taking into account new terminology and new
forms of corporate administration introduced by the amending Act.
6.4 Commentary on the reforms
General endorsement
Following the release of the Corporate Law Reform Act as an exposure
draft in February 1992 the Government was inundated with
submissions and the exposure draft was widely debated.sm This debate
primarily focused on the onerous nature of the changes to directors'
responsibilities and the complexity of the new related party dealings
regime. Essentially the arguments were that the existing obligations on
directors were sufficient and simply needed better enforcing and that
the black letter law format of the related party provisions should give
way to a drafting format that specified general principles and left it to
the courts to provide the details. 41
This debate effectively ignored the proposed insolvency amendments
except that, to the extent that they were part of the increased
obligations imposed on directors, it was argued that they would
contribute to deterring qualified and desirable people from being
directors, generate mistrust between directors and cause them to focus
on defensive practices and their own potential liabilities rather than on
more legitimate concerns. Ultimately economic growth would be
retarded and administrative costs would soar.42
As part of the Government's consultative process the Joint Statutory
Committee on Corporations and Securities conducted a series of public
hearings in relation to the draft bill. The evidence gathered generally

40

See the discussion on the history of the Bill in the Second Reading Speech,
Commonwealth of Australia, Parliamentary Debates, Hansard (HR) Vol 15 (3
November 1992).
41
For example see: Submission on Corporate Law Reform Bill 1992, Business Council
of Australia, May 1992; Joint Submission by the Australian Society of Certified
Practising Accountants and the Institute of Chartered Accountants, reported in
"Accountants call for redrafting of bill", Australian Financial Review, May 27, 1992.
42 For example see: "Corporate Law Reform Bill has costly side-effects", Australian
Financial Review, June 6, 1992; "BCA Opts for tougher prosecution", Australian
Financial Review, May 11, 1992; "Corporate Law Reform Bill 1992 - debate in the
press", [1992] 7 BCLB para 117; Baxt, "Reforming the Law on Directors' Duties",
(1992) 10 C&SLJ 205.
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supported the introduction of the insolvency provisions although the
adequacy of the definition of insolvency was questioned. 43
During the debate in both Houses the Opposition expressed its concern
with the lowering of the threshold in the insolvent trading provision to
one of the mere "suspicion" of insolvent trading. This was seen as very
onerous and effectively requiring directors to resign upon a suspicion. 44
Certainly it is arguable that one of the implications of the new insolvent
trading provisions will be to encourage boards of companies
experiencing financial difficulties to more quickly resolve to appoint an
administrator rather than to attempt to trade through such difficulties. 45
On the other hand, it is arguable that this incentive has already existed
in recent times since the ASC has become more vigilant in enforcing
the defaulting officer provisions. This is well illustrated by the two
Compass airlines collapses. The much publicised ASC actions against
the directors after the first collapse was arguably designed to send a
message to the business community. 46 It appears that this message
was at least heard by their successors who were reported to have
arranged for a "friendly creditor" to put the company into administration
at an early stage so as to avoid potential personal liability. 47
Herzberg has applauded the features of the new insolvent trading
provision, especially the limitation of standing to, essentially,
liquidators, arguing that it was very difficult for a creditor to adduce
evidence to prove a case under the former provisions and, accordingly,
creditors owed only small amounts were unlikely to proceed. 48
Furthermore a multiplicity of actions were required if all creditors were
to recover with the likelihood that the first creditors to take action would
exhaust the assets of the directors thereby offending the principle of
equal sharing in an insolvency.

43 Joint Statutory Committee on Corporations and Securities, Summary of Evidence
presented to the Committee on the draft Corporate Law Reform Bill 1992,
Parliamentary paper, June 1992.
44 House of Representatives, Commonwealth of Australia, Parliamentary Debates,
Hansard (HR) Vol 16 (10 November 1992), 3035 and Parliamentary Debates,
Hansard (S) Vol 21 (17 December 1992), 5300.
45 See Lovell, "Corporate Law Reform Bill 1992: Amendments to Chapter 5 of the
Corporations Law - External Administration", [1992] 26 BCLB para 456.
46
'Compass claim puts the regulator on a new course", Australian Financial Review,
back page, March 20, 1992.
47
Australian Financial Review, p3, March 12,1993.
48
Herzberg, "The Metal Manufacturers case and the Australian Law Reform
Commission's insolvent trading recommendations", (1989) 7 C&SLJ 117.
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On the other hand, he argues that the new approach perpetuates
deficiencies in emphasising the incurring of debts whilst insolvent
rather than imposing a duty on directors of insolvent companies to
initiate winding-up proceedings as soon as possible. Furthermore the
retention of the phrase Incurs a debt" produces anomalous
consequences, such as saving directors from potential liability for
amounts due by their insolvent company to tort creditors, and achieves
the result that trade creditors are advantaged at the expense of other
types of creditors, particularly finance creditors. He is also in favour of
one general presumption, rather than a number of limited
presumptions, to the effect that the company be presumed to be
insolvent within a specified time prior to the commencement of windingup.
It is difficult to accept the criticism that the provisions provide
insufficient incentive for directors to place their insolvent company into
administration. Certainly this view is not shared by Lovell* and,
furthermore, as observed above, there is evidence to suggest that
sufficient incentive does, in fact, exist particularly when the more
vigilant approach of the ASC is taken into account.
The criticism of the expression "incurs a debt" has some merit although
recent decisions have cast doubt on the earlier restrictive
interpretations of the phrase. 50 Furthermore, it is by no means clear
that directors should be made personally liable for the tortious liability
of their insolvent companies. Ultimately it may depend on the
circumstances, namely whether the corporation is effectively being
used to shield directors from their own negligence or default, but the
imposition on directors of liability for debts voluntarily incurred by their
insolvent company may be more readily acceptable than the imposition
on them of liability for involuntary and potentially substantial liabilities.
The general presumption argued for by Herzberg is also subject to the
same criticism in that such a significant reversal of the onus of proof
arguably shifts the law too far against directors. The recent decision in
Re MMC Pty Ltd (in liq)51 illustrates that individual creditors have the
power to inspect the books of a company for the purposes of a S.592
action and so avenues do exist to gather the necessary evidence. 52
49
50
51
52

See Lovell, op. cit.
See chapter 6, section 4.4.
(1992) 6 ACSR 741.
For a similar conclusion see Antrobus, *A creditors right under the Corporations Law,
S.486, to inspect, for purposes of a S.592 action, the books of a company in
liquidation", (1992) 10 C&SLJ 346. On this power of inspection and discovery
procedures in general see section 2.6, chapter 6.
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Finally the criticism that the former provisions promoted a multiplicity of
actions and offended the principle of equal sharing in insolvency is
further explored in chapter 11 where it is argued that there is some
justification for providing creditors with a cause of action in their own
right and the equal sharing principle may require some qualification in
this context.

Group company provisions
It has been questioned whether the high standard imposed by the
requirement that a holding company will be liable for the insolvent
trading of a subsidiary if there were "reasonable grounds for
suspecting" that the subsidiary was insolvent, should be applied to
directors of a holding company in relation to the activities of a
subsidiary. This test places directors of a holding company under the
same boarder duties as the directors of a subsidiary itself. The result
will be to require a vigorous monitoring by a holding company of its
subsidiaries. 53
Furthermore it is not clear whether the defence that it was reasonably
believed that a "competent and reliable person" had the responsibility
of providing sufficient information to enable compliance with the duty
and apparently discharged that responsibility, requires that the person
be competent in financial management only or whether the person
relied upon needs to have business skills as well. Further, what about
people employed by this competent and reliable person? Can the
directors of the holding company rely on this person to employ
appropriate individuals or must they satisfy themselves as to the
competence • and the ongoing due performance of each individual
employed?54
Ultimately whilst the provision may have merit where the holding
company is the principal operating entity, although query whether
absolute liability on the holding company is appropriate, where the
holding company is a non-operating company and not involved in the
day to day operations of its subsidiary it is harder to justify the
imposition of liability. Certainly it is likely that actions under S.588X may
be preferred to those against the directors of failed subsidiaries under
S.588G due to the "deeper pockets" of the holding company. If this is
the case then it is inappropriate that directors of subsidiaries will be

53
54

Austin (op. cit.).
Ibid.
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allowed to escape the civil consequences of their actions in such
circumstances. 55
Finally there may be significant international repercussions for
Australia from the unilateral enactment of this provision. It is possible
that foreign companies may adopt the view that given the potential
exposure of a holding company to liability for the debts of its Australian
subsidiaries it may be safer to operate subsidiaries in other countries
where the risk is lower. 56 Certainly this argument has force whatever
the form of the group company liability regime implemented. Ultimately
it is again a matter of balancing the potential costs to Australia of
multinational companies closing their Australian operations with the
ongoing costs associated with permitting the status quo to continue.
It will be argued in chapter 11 that the doubts associated with this
provision further support a more flexible approach to group company
liability which can adapt to the great variety of circumstances in which
group liability may be an issue.
Related party provisions
It was observed above that the new related party provisions may
provide some incidental protection for creditors, particularly creditors of
group companies, although providing no direct cause of action. It has
been argued by Lipton that these provisions ought specifically
recognise the interests of creditors and any contravention should
render directors personally liable at the suit of a liquidator. 57
Lipton's arguments are now more significant because his analysis was
with respect to the original exposure draft provisions pursuant to which
liquidators, and in some cases even creditors, had a direct cause of
action against defaulting directors.59 With the redrafting of these
provisions prior to enactment, breach of the prohibition against
providing financial benefits to a related party, contained in S.243H, now
renders a defaulting director liable at the suit of the ASC only. 59 Whilst

55
56
57
58
59

Ibid.
Ibid.
Lipton, "Loans and benefits to directors: The Corporate Law Reform Bill response to
the abuses of the 1980's°, [1992] 12 BCLB para 210.
Pursuant to S.243ZE, S.1317EB and S.1317EA.
A number of the provisions provided that any person who suffered loss as a result of
defaulting conduct could proceed against the directors, for example, S.243TA,
S.243PA and S.243BA.

Page 425

Chapter 10
The Government's Response

any compensation is payable to the company's liquidator, creditors
have no right to pursue such an action. 60
If these provisions were extended to provide creditors with a cause of
action then they contain other limitations which would need to be
addressed. The fact that defaulting conduct can be ratified by the
members is inconsistent with the principle that recognises that where a
company is close to insolvency the members can no longer ratify a
breach of duty which prejudices the interests of creditors. 61
Furthermore the restriction on the application of the provisions to public
companies only is illogical from the perspective of protecting creditors.
Ultimately Lipton proposes that a liquidator of a public or private
company ought be empowered to recover from directors where a
company's assets have been loaned or transferred to an associated
entity or person. Individual creditors would not have standing except by
way of a derivative action or where a particular interest which ought to
be recognised separately from the interests of other creditors can be
demonstrated. He justifies this proposal on the basis that directors who
engineer such transactions will often be deserving of the imposition of
personal liability having carried out the transaction with the intention of
frustrating creditors and, sometimes, benefiting themselves. A specific
statutory right conferred on liquidators would serve as a guide to
directors as to what is a permissible transaction. The absence of such
a provision in fact misleads directors by only emphasising the interests
of the members when, at common law, the directors may also be
required to take into account the interests of creditors when
undertaking such transactions. The fact that the common law position
is not clear, nor generally appreciated by directors, provides further
support for the introduction of a specific statutory provision.
As observed above, the changes to the draft provisions considered by
Lipton have rendered creditors' interests even less protected. However
where minority shareholdings exist then, to the extent that the
members' consent to an uncommercial transaction may not be
forthcoming, 62 creditors remain incidentally protected. On the other
hand, where wholly owned group companies are concerned then there
would appear to be nothing to prevent member ratified asset transfers

60

61
62

Naturally if such a breach also occasions the breach of the director's fiduciary duties
then a liquidator has the right at common law to bring an action in the name of the
company.
Lipton, op. cit., 138.
The consent of a majority of disinterested shareholders is required (S.243ZF).
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which have the effect of frustrating creditors in circumstances where
neither the insolvent trading nor related party provisions will apply. 63
Notably the proposals in relation to group companies advanced in
chapter 9 would provide creditors in such circumstances with a
remedy. This will be explored further in chapter 11. It is argued that
whilst Lipton's proposals are attractive it would be preferable for the
creditor recovery regime to be in a self contained comprehensive code
rather than spread throughout the Corporations Law by way of
attachment to provisions primarily directed at achieving other
objectives. In this way the integrity and cohesive force of the
provisions can be maximized and maintained.
7.

Conclusion

It was observed in this chapter that after some deliberation the
Government's response to the limitations of the existing creditor
recovery regime has been the replacement of the reckless and
fraudulent trading provisions with an insolvent trading provision,
predicated on the need to reform certain deficiencies in these
provisions. It is ironic that this has occurred at the same time as the
judiciary has re-interpreted the existing provisions in such a way as to
remedy many of these defects.
Whilst there is some merit in this new legislative approach to the issue
of the improper use of the corporate form to defeat creditors, there is
also merit in the retention of the existing law where it has become
familiar to and understood by the commercial sector. Although this
legislation essentially addresses the defects of its predecessor the
problem with any new legislation is that it will almost certainly contain
interpretational issues which will initially generate uncertainly and
ultimately require resolution. As was observed, this legislation is no
exception.
In addition to these interpretational issues a number of design issues
have also been identified, as has a concern that the obligations
imposed by the legislation are possibly too harsh. Furthermore there
63

For example the subsidiary may be rendered insolvent after the debts are incurred
and so the insolvent trading provisions have no application. On the other hand,
possibly the voidable transactions provisions contained in S.588FA to 6.588FJ
inclusive may enable a liquidator to claw back any unfair preferences provided to
related creditor companies or the benefits of any uncommercial transactions given in
circumstances of insolvency.
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appear to be major doubts as to the appropriateness of the manner in
which the provisions apply to group companies and there has been no
attempt to distinguish between small closely held companies and
"typical" trading companies, as, arguably, is warranted.
There is also some irony in the fact that the issues which the judiciary
have not addressed or not had within their power to address, in
particular the liability of group companies and their controllers in the
international context, have not been addressed by the legislation
notwithstanding that these issues have been the subject of reform
recommendations. This is a significant failing of the legislation.
Probably the greatest irony, and, indeed, limitation of the legislation, is,
however, that whilst this legislation and, prior to it, the
recommendations of the various committees have been the subject of
criticism for imposing too greater burden on directors, the legislation, in
fact, deprives creditors of their pre-existing personal cause of action.
These issues will be canvassed further in chapter 11 where these
reforms will be compared with the proposals advanced in chapter 9. It
will be argued that whilst these reforms go some way to satisfying the
deficiencies identified in this thesis, further reforms are required to
accommodate the needs of creditors. Furthermore it will be argued that
the concept of insolvent trading provides some insight into the
underlying theme inherent in the development of the various heads of
liability in favour of creditors.
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CHAPTER 11
A COMPARISON OF THE GOVERNMENT'S RESPONSE TO THE
CHAPTER 9 PROPOSALS

"[n]either the claims of ownership nor those of control can stand
against the paramount interests of the community., it remains only for
the claims of the community to be put forward with clarity and force."
Berle and Means, The Modern Corporation and Private Property,
Harvest, USA, 1968 (revised edition) at 312.

1.

Introduction

It is proposed in this chapter to examine the Government's reforms
from the perspective of the issues and themes identified in this thesis
and the proposals contained in chapter 9. In particular two questions
will be canvassed:

(i)

to what extent does this response differ from that discussed in
chapter 9 and are the differences defensible, and

(ii) what are the limitations of this response and what further changes
to the law are necessary?
Whilst it will be argued that the insolvent trading provision generally
satisfies one limb of the reform equation specified in chapter 9, the
failure to embrace the tripartite structure and, in particular, to address
more fully the problems presented to creditors by group companies,
especially, multinational group companies, requires attention. The
approach to a recovery regime for creditors of group companies
outlined in chapter 9, that is the provision of a general, although
guided, discretion in the judiciary, is examined in greater detail. It is
argued that this approach achieves a consensus between the twin, but
often competing, aims of flexibility and certainty.
Furthermore, the case for maintaining a cause of action in individual
creditors is explored. It is argued that a mandatory collective regime
fails to appreciate the disparity characterised by creditor interests being
falsely based on the premise that all creditors are equal. Furthermore
once it is recognised that the creditor recovery legislation is essentially
about ensuring a legitimate transfer of risk and what is legitimate may,
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at least to some extent, depend on the circumstances of a particular
creditor, the case for individual rights of some form is overwhelming.
Finally it is argued in chapter 12 that an approach which embraces
these proposals appropriately balances the protection of creditors with
the promotion of enterprise and reflects that the foundation on which a
creditor recovery regime is established is the need to ensure that
creditors, and through them society, bear only the acceptable risks and
costs associated with permitting the privilege of limited liability. It is the
event of insolvency which provides the determining point for
ascertaining what risks are, and what risks are not, acceptable.

2.

Reckless, Fraudulent or Insolvent Trading?

New regime contrasted with the old - expect v suspect
The most striking feature of the Government's recent reforms is the
replacement of the reckless and fraudulent trading regime with the
insolvent trading regime. Critics of this new regime claim that it is too
onerous and point to the "reasonable grounds for suspecting" threshold
and the presumptions in particular. The provisions also suffer from
deficiencies arising from the use of the phrase "incurs a debt".
Furthermore the defence of having reasonable grounds to expect that
the company was solvent is arguably inadequate in failing to require
that the determination of solvency be by reference to the company's
own resources only)
On the other hand, there are many commendable features of the new
regime. Criminal and civil aspects are appropriately reconciled and the
provisions are logically structured. The defences are more specific with
neglectful directors being no longer provided with a defence.
Compensation is quantified in terms of actual loss rather than particular
debts.
It remains to be seen what implications for the conduct of directors this
redrafting of the defaulting officer provisions will have. Whilst the more
specific defences will obviously be of interest to directors of troubled
companies and liquidators and their legal advisers will be alert to the
operation of the presumptions and remaining interpretational issues, it
is probably that the feature of greatest significance to the body of
directors will be the change in the threshold for liability from "expect" to
"suspect". Corporate practices will need to cater for the contingency of
directorial liability upon a suspicion, rather than an expectation, of
corporate insolvency. Prima facie this appears to be a major extension
1

See the discussion in chapter 10.
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in the scope of potential liability. Notably this aspect of the new laws
was the subject of debate in Parliament 2 and other commentators have
questioned the use of the term "suspect" 3 and the desirability of the
change,4 especially in relation to group company liability. 5
There is merit in these criticisms of the adoption of this new threshold.
Its precise scope is unclear and arguably too onerous, especially when
viewed in conjunction with the other extensions to the application of the
defaulting officer provisions. Arguably it shifts the balance too far
towards protecting creditors by promoting a risk adverse culture in
directors performing an, essentially, risk taking function. Certainly
directors ought be encouraged to contemplate the expected or
probable outcomes of their decisions but to extend liability to them for
failing to appreciate or act on a concern as to a possible outcome is, in
the context of a risk taking venture, an obtuse responsibility.
This, of course, assumes that the judiciary will interpret "suspect" in
such a way as to lower the threshold for liability. Certainly the caselaw
on the S.592 test would suggest that this is likely to occur. The relevant
caselaw was analysed in section 4.1.2 of chapter 6. The cases draw a
distinction between to "suspect" and to "expect". The later is
considered synonymous with "predict" or "anticipate" 6 whereas the
former is concerned with possibilities. 7
However, whilst this caselaw may suggest that the new threshold for
liability represents a major departure in the scope of the defaulting
officer provisions it may well be that the judiciary will seek to maintain
the balance between enterprise promotion and creditor protection
through their interpretation of other elements of the provision. Certainly,
as was acknowledged in chapter 10, areas of doubt exist. Whilst it is
outside the parameters of this thesis to engage in speculation as to the
possible interpretation of aspects of the insolvent trading provision, it
can be expected that the courts will have regard to the history of
legislative and judicial development outlined, predominantly, in
chapters 5 and 6 and to the desirability of maintaining this balance. It is
conceivable, therefore, that notwithstanding their drafting differences
the insolvent trading provision may ultimately have a similar application
2

3
4
5
6
7

House of Representatives, Commonwealth of Australia, Parliamentary Debates,
Hansard (HR) Vol 16 (10 November 1992), 3035 and Parliamentary Debates,
Hansard (S) Vol 21 (17 December 1992), 5300.
Farrar, "The Obligations of a Company's Director to its Creditors", an unpublished
paper, Christchurch New Zealand, 1987. Also see (1984) 4 Canta LR 12 at 32-33.
"Creditor Idea Damaging says Adler', [1988] Co Director 20.
Austin, "The Corporate Law Reform Bill - its effect on liability of holding companies for
debts of insolvent subsidiaries", [1992] 6 BCLB para 103.
See Foster J. in 3M Australia Pty Ltd v Kemish (1986) 4 ACLC 185.
See Reynolds J.A. in the Court of Appeal in Dunn v Shapowloff [1978] 2 NSWLR 235.
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to that which would be envisaged of the fraudulent and reckless trading
provisions subject to the thematic development canvassed in chapter 9.
Was an entirely new defaulting officer regime warranted?
This leads to the fundamental issue of whether the approach in
adopting a totally new regime is desirable. On the one hand, it is
arguable that the inadequacies of the former provisions were so
significant that a fresh approach was warranted. On the other hand, it
was demonstrated in chapter 9 that these inadequacies were not
insurmountable and the thematic development of the provisions could
embrace amendments designed to ensure that the provisions function
properly. Furthermore it is arguable that the changes brought about by
the 1992 reforms are too comprehensive for directors to assimilate.
These new defaulting officer provisions accompanied a raft of other
substantial changes. In these circumstances it might have been more
circumspect to amend and improve the existing and well known
defaulting officer provisions rather than require of the business
community a complete new learning.

Change for changes sake by an over-zealous legislature does nothing
to promote an environment which encourages enterprise, the
fundamental rationale for the existence of the corporate form. The
maintenance of some continuity in the law provides the business
community with an element of certainty, arguably an essential
ingredient for economic growth.
It has also been argued that these drastic changes were not necessary
as the existing provisions had simply not been enforced. This casts
further doubts on whether these provisions ought to have been totally
replaced.
Individual or collective recovery regime?
However, by far the most significant aspect of this new regime is the
removal of the cause of action for individual creditors and the
requirement that any compensation received be payable to the
company. This is justified on the basis that the principle of equal
sharing in a winding-up is to be promoted.

It is, however, far from certain that the furtherance of this principle will
achieve the optimum result in all circumstances. Situations can arise
where a company is not put into liquidation, for example it may be
hopelessly insolvent such that an applicant creditor would not even
recover his legal costs nor a liquidator his fees. In such circumstances
there will be no liquidator to proceed against the directors nor may
creditors secure standing under S.588R. Whilst the ASC could proceed
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against directors under the civil penalty provisions any successful
action would require the payment of the compensation to the company
and there is no certainty that it will flow through to the unsecured
creditors.8 In any event it is hardly appropriate that whether creditors
recover ought depend upon the whims and resource levels of the ASC.
In other situations the creditors might enter into a compromise with a
company in lieu of commencing liquidation proceedings. Again a
dissenting creditor would either have to rely on the ASC or, if its debt is
large enough, upset the compromise by commencing its own
liquidation proceedings.
Whilst it is true that the provision of a cause of action to creditors might
generate a multiplicity of actions and favour some creditors over others
the availability of self-help remedies is more in tune with a laissez faire
commercial philosophy. If provisions were enacted enabling matters
proved in one set of proceedings to be presumed to be the case in
another action by a different creditor then, in fact, the body of creditors
might actually benefit from an individual creditor's recovery. To the
extent that the company's funds are not used in prosecuting such
proceedings then the position of the body of creditors may be further
enhanced.
The removal of a creditor cause of action also ignores the reality that
most actions never proceed to a court hearing but are settled. The
utility of the fraudulent and reckless trading provisions as creditor
bargaining tools has been recognised. 8 If individual creditors can
induce payment from directors upon the threat of such proceedings
without plunging the company into liquidation then again, in many
instances, the body of creditors might ultimately benefit from the
continuance of the company.
Whilst the liquidator can be said to act on behalf of the creditors it will
seldom be the case that he will have their unanimous support to the
commencement or settlement of an action. Whilst, on one hand, there
is some merit in maintaining an orderly democratic approach to a
liquidation, ultimately it is the interests of the individual creditors that
are at stake and they may wish to be the masters of their own destiny.
Whilst some creditors may prefer a limited but immediate payout from
the corporate funds rather than investing in ,potentially protracted legal
proceedings against the directors, others may wish to wage such
8

9

Whilst S.588Y requires that any compensation be applied to pay unsecured creditors
before secured creditors there is nothing to prevent the compensation being dissipated
in an attempt to restart the company for example by the purchase of stock, marketing
or employment of a corporate trouble-shooter.
Gower, Modem Company Law (4th edition), Stevens & Sons London 1979, 115-116.
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proceedings in the expectation of greater rewards. Similarly the
decision to settle or discontinue an action lies with the liquidator and
creditors have no say in the decision although it directly impacts on
their interests. Whilst the procedure exists to grant creditors leave to
pursue a derivative action this does not extend to taking over actions
already commenced and, in any event, it is suggested that there is
inadequate incentive for a creditor to fund such proceedings in the
absence of a rights to the application of any recoveries to the payment
of its debt and the costs of the action in priority to the payment of other
debts.
Application of the "parity in winding up" principle flawed
It is also suggested that the notion, of parity in the sharing of proceeds
from an insolvent trading action is flawed in principle. The
circumstances of creditors can differ markedly. This is indeed
recognised by S.588Y(2) which authorises a court to postpone a
creditor's entitlement to share in compensation proceeds where the
creditor allowed the company to incur the debt in the knowledge that
the company was insolvent. Whilst the court has a discretion whether
to apply this provision it is suggested that the provision is too limited. A
company may go through many stages as it withers into insolvency and
there may be a variety of signals indicating its deteriorating financial
health. On the other hand, creditors can differ markedly in levels of
sophistication and comprehension and hence the ability to read these
signals. Furthermore some creditors, knowing their debtor company to
be in financial difficulties, may have continued to extend additional
credit to the company in an effort to assist it. Others may have acted in
a precipitous fashion in seeking paymentlo and thereby contributed to
the decline of the company.
Whilst the provision of a direct creditor action will not address the
relative merits of whether and to what extent particular creditors ought
recover, this potential variance in the circumstances of creditors
illustrates that the parity in winding-up principle is questionable as a
basis upon which to define recovery allocations.
The principle of equal sharing is a corollary to the collective and
mandatory nature of insolvency proceedings. 11 That actions by
creditors against insolvent persons be necessarily collective has been
justified on the basis that this reduces strategic costs, increases the
pool of available assets and generates administrative efficiencies. 12 In
10
11
12

For example stock may have been seized or critical services or supplies cut off.
Oditah, "Assets and the treatment of claims in insolvency", (1992) 108 LQ Rev 459 at
463.
Jackson, "Bankruptcy, Non-Bankruptcy entitlements and creditors bargain", (1982) 91
Yale LJ 857 at 860-868.
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subjecting creditors to such a regime it is considered necessary that
creditors be treated equally.
Oditah has examined the limits to the principle of equal sharing and
has concluded that both the established exceptions and, more
significantly, the development of private rights have undermined the
principle in practice. This has come about because the principle, which
can be restated as equals are to be treated equally, does not address
the critical determination of just which creditors are equal. 13 Rather the
status of creditors is determined by their pre-liquidation entitlements.
That is, the equal sharing principle does not operate to readjust these
pre-existing entitlements nor to define the concept of equality. 14
As argued above, this limitation afflicts the principle in its application to
the distribution of proceeds from actions against defaulting directors.
Furthermore, to the extent that the equal sharing principle is a corollary
to the establishment of a collective, mandatory insolvency regime this
provides no justification in itself for the application of both principles to
the defaulting officer regime. At issue is compensation for wrongs
inflicted on a creditor or creditors rather than the maximisation of
returns from, and the efficient administration of, an insolvent's estate.
The two "proceedings" are very different. One involves instigating
adversarial proceedings, the other is more of an administrative nature
requiring a forbearance from acting on the part of the creditors. That is,
one requires action (and outlaying funds) whereas the other requires
inaction. At the very least this raises doubts as to whether defaulting
officer proceedings should be mandatory yet once voluntary class
actions are permitted then the question of whether persons other than
the individual or individuals pursuing the action should be permitted to
share in any recoveries must, arguably, be answered in the negative.
Jackson has argued that the "creditors bargain" is the most compelling
explanation for the mandatory, collective nature of insolvency
proceedings. That is, creditors before the event, would agree that such
an approach was the best way to enforce their claims in the event of
insolvency. 15 However this argument appears to presuppose that all the
creditors are equal and is defeated by the fact that, as Oditah
illustrates, creditors have devised means to ensure that they are not
equal and can therefore enforce their claims outside the insolvency.
Jackson anticipates this argument by suggesting that creditors would
nevertheless have some incentive to enter into a collective regime due
13

14
15

Op. cit. Also see Jackson (ibid) and Prentice, The effect of insolvency on preliquidation transactions" in Company law in change - current legal problems; Faculty of
Laws University College London, Stevens 1987, at p.70.
Prentice, ibid.
Op. cit., 860.
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to the costs and uncertainty associated with their individual actions. 16
However, the issue is one of relative benefits and where some creditors
have devised more sophisticated mechanisms by which to protect their
positions the benefits of negotiating a collective action may be
surpassed. It cannot therefore be assumed that creditors would agree
to a collective regime. This is, indeed, evidenced by the fact that when
they have turned their minds to the issue before the event they have
sought to avoid such a regime. 17
At the very least this again raises doubts as to whether the mandatory
nature of insolvency proceedings can be sustained but once a
voluntary collective approach is embraced the equal sharing principle
must, in fairness, give way to the principle of who bears the risks
shares in the returns. 18 Certainly it is argued that the "creditors bargain"
analysis cannot support a collective, mandatory approach to defaulting
officer proceedings. 19 In the absence of such an approach an
application of the principle of equal sharing lacks justification.
Joinder, representative and class actions
A further argument in support of permitting individual creditors a cause
of action rather than imposing a mandatory collective regime is that
provision already exists for individual creditors to join their actions and
thereby reduce the incidence of costs borne individually and the
inconvenience of multiple actions. Arguably such a voluntary collective
regime is fairer as any recoveries will be enjoyed by those creditors
who have sought to enforce their interests and such a regime
recognises that, as argued above, not all unsecured creditors are
necessarily equal with each other.
The precise rules for collective actions differ depending upon whether
the action is maintained in a particular State Supreme Court or the
Federal Court. 28 Essentially, however, collective actions may take one
of three forms:
16
Op. cit., 863-864.
17 Although see Jackson, op. cit. 866. Prentice also doubts this argument but concedes
that it has merit in relation to the residue of unsophisticated creditors who are
homogeneous: loc. cit.
18
Probably in proportion.
19
It is doubtful whether the reduction in strategic costs and increase in the aggregate
pool of assets justifications for a mandatory collective approach are relevant to actions
against defaulting officers, especially where such officers are solvent. There would,
however, certainly be administrative efficiencies in collective actions but possibly this
benefit can be provided through the availability of voluntary class actions. Again the
concern that no creditor would agree to collective proceedings in the absence of like
agreement from all creditors (see Jackson, Op. cit. 866), thereby justifying mandatory
proceedings, is not an issue.
20 The cross-vesting scheme under the Corporations Act and corresponding State
legislation is to the effect that the Federal Court and Supreme Courts of the States and
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(I)

Joinder of Plaintiffs: all persons who have a common complaint
against a defendant may be joined in one action. Typically joinder
will only be permitted where each plaintiff has a right arising out of
the same transaction or series of transactions and where, if
separate trials were held, a common question of law or fact would
arise or, in some jurisdictions, where the court gives leave. 21

(ii)

Representative Actions: where there are a number of parties to a
proceeding, all having the same interest, then they may all be
represented by one party. 22 It is necessary that each party have a
common interest, a common grievance, and the relief must be
beneficial to all parties who are represented by the party on the
record.23

(iii) Class Actions: under the Federal Court rules and the rules of
some State Supreme Courts representative actions may be
brought notwithstanding that the parties do not have identical
interest and that individual damages assessments may be
required. 24 This is termed a class action. Under the Federal Court
of Australia Act 1976 it is necessary that there be seven or more
people with claims arising in similar circumstances and there must
be at least one common substantial issue of law or fact. The Court
is empowered to give directions as to the procedure to be adopted
generally and, particularly, in relation to individual issues and
costs 25
In the context of proceedings under the defaulting officer provisions it is
unclear as to whether• applicant creditors would be able to take
advantage of the joinder rules given that it is doubtful as to whether
their claims could be said to arise out of the same transaction or series
of transactions, notwithstanding that there would almost certainly be
some common question of law or fact at issue. The difficulty is that
each creditor would be relying on a separate transaction or

21

22
23

24
25

Territories are each vested with civil jurisdiction under the Corporations Law of all
jurisdictions. See each Corporations ([State]) Act 1990, Part 9, in particular S.42 and
the Corporations Act 1989, Part 9, especially S.51.
See Cairns, Australian Civil Procedure, (3rd edition), Law Book Company Sydney
1992 at pp 237-239 generally and especially p 237. In particular see the Federal Court
Rules (SR 1979 No 140 as amended), Order 6, rule 2.
Cairns, op. cit., 260-263 and the Federal Court Rules, Order 6, rule 13.
The classical authority is Duke of Bedford v Ellis [1901] AC 1 at 8, per Lord
Macnaghten, which was recently affirmed by the New South Wales Court of Appeal in
Esanda Finance Corp Ltd v Came (1992) 29 NSWLR 382.
Cairns, op. cit., 267-268 and the Federal Court of Australia Act 1976, Part IVA.
Federal Court of Australia Act 1976, Part IVA Division 2, especially S.33C, S.330,
S.33R and S.33S.
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transactions being the incurring of its particular debt or debts. There is
some authority which would suggest that the rules would not extend to
allow a joinder of plaintiffs who merely entered into a group of similar
transactions.26 Notably it has been suggested, however, that in such
circumstances a court would be likely to give leave for joinder under
the second limb of the rule where this limb exists.v
Whilst creditors who are able to take advantage of the joinder rules
may enjoy a saving as to costs, there are a number of potential
difficulties in adopting such a course. In particular, there is no provision
for dissension or conflict of interests between the applicants, an
applicant is exposed to the risk of increased costs from the failure or
insolvency of a co-applicant and the possibility of complications arising
from the joinder and a co-applicant may cause embarrassment through
non-compliance with directions of the court. 28
It is also unlikely that creditors would be able to take advantage of the
representative procedure given the requirements as to a common
interest and relief. The individual circumstances surrounding the
incurring of each debt might be such as to render it difficult to satisfy
these requirements as each applicant might be seeking an individual
assessment of damages. 29
It is the class action procedure that is likely to provide the greatest
assistance to creditors wishing to combine their actions. With the 1992
introduction of this procedure into the Federal Court it could have been
anticipated that, had provision for individual causes of action by
creditors been retained in the insolvent trading provision, groups of 7 or
more creditors could have voluntarily brought collective proceedings.
Certainly their claims would have arisen out of "similar or related

26 Payne v Young (1980) 145 CLR 609; although Murphy J dissented on this issue. Also
see Marino v Esanda Ltd [1986] VA 735 where actions based on similar contracts
were not considered to be actions arising out of the same series of transactions.
27 Cairns, op. cit. 239. There is also some authority for the view that the rule ought be
construed liberally: Payne v British Time Recorder Co [1921] 2 KB 1 and Bendir v
Anson [1936] 3 All ER 326.
28 See the commentary on the Federal Court Rules in Practice and Procedure High
Court and Federal Court of Australia, Butterworths Australia 1991 (looseleaf) at para
38,780.1.
29
See Cairns, op. cit. 261-263 and 267. This would be especially applicable if individual
creditors could pursue an action under the insolvent trading provision given that
damages are to be quantified by reference to the loss suffered by the creditors
(S.588M). Under S.592 and S.593, whilst liability is prima facie defined in terms of the
unpaid debts, the court has a general discretion (see chapter 6, section 2.2) and there
is always the possibility that cross-claims and set offs can impact on the quantum of
liability.
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circumstances" and have given rise to "a substantial common issue of
law or fact." 30
Thus with the recent broadening of the joinder rules in some
jurisdictions31 and the provision for class actions the facility does exist
for creditors to pursue collective actions under the defaulting officer
provisions where individual actions are available. Of course, whilst this
facility would satisfy some of the objections raised to the existence of
individual actions 32 it does not satisfy the concern as to the unfairness
of some creditors recovering and not others. However, as was argued
above, the validity of this argument must be doubted given the dipartite
nature of creditors. Furthermore, by providing a voluntary collective
regime this assists in addressing this disparity. Creditors who have not
protected their interests in some other way can fall back on the
defaulting officer provisions. This enables them to more readily take
charge of their own interests, without the need to rely on the existence
of a liquidator and his predispositions. Furthermore the company's
funds would not be risked on the actions to the jeopardy of noninvolved creditors and, possibly, shareholders.
This is not to say that collective proceedings are not without their
limitations. Some of these were recognised earlier in this chapter in the
discussion on mandatory collective regimes and also on the joinder of
actions. In particular there is a loss of control and the exposure to the
vagaries of the other members of the class and, especially, the
representative member. On the other hand, the power of the court to
provide directions ought go some way to alleviate concerns as to the
potential implications of conflicts between class members. Certainly it
is argued that the provision of individual rights with facility for voluntary
collective actions provides a more satisfactory compromise of the
various issues than an approach which imposes a mandatory collective
regime.
The concept of even handedness
There is a further principle which may support the removal of an
individual right of action against defaulting directors. This is the concept
of even handedness which requires that an insolvent company treat all

30 Thereby satisfying S.33C of the Federal Court of Australia Act 1976.
31
By granting the Court a discretion to permit joinder of actions where the rules would
not otherwise have permitted it. See the discussion above and, in particular, Cairns,
op. cit., 238.
32
Especially as to excessive costs and the inconvenience and time consuming nature of
a multiplicity of actions.

Page 440

Chapter 11
A Comparison

creditors equally and that creditors desist from seeking advantage in
the teeth of a company's pending insolvency. 33
Prentice has examined this concept and concluded that it has no legal
persona as payments induced by creditor pressure do not constitute an
improper preference.34 Furthermore he acknowledges the benefits of
payments secured by permitting individuals to litigate, namely publicity
as to the company's poor credit and provision of a bargaining weapon
to other creditors in a similar position to the judgment creditor. 35 For
these reasons, and consistent with the sentiments advanced in relation
to the parity principle, it is argued that this concept should not be
extended to justify removal of individual rights.
A compromise?
A possible compromise is that creditors might be given standing to sue,
with the proceeds of a successful action available to benefit all
creditors, but with the applicant creditor awarded costs. 36 The effect
would be to reward a creditor for bringing litigation which could benefit
other creditors whilst not at the same time infringing the equal sharing
principle.37 This position can be justified by the argument that the
vigilant should be treated differently from other creditors and, at least,
allowed their legal costs. 38 Of course this argument can be extended
further to support a damages award in favour of the judgment creditor
personally on the basis that it was not equal with other creditors but,
rather, more deserving. 33
Notably the failure to provide creditors with a significant incentive to
take proceedings against defaulting directors is inconsistent with the
recommendation of the Companies and Securities Law Review
Committee that a statutory derivative action be available with the leave
of the court to, amongst other persons, creditors of a company or a
related company to enable them to enforce the duties of company
officials where the company is unable or unwilling to do so. Importantly
the court would be empowered to order that any amount recovered be
paid, in whole or in part, to any creditor of the company or related
33

See Prentice (op. cit., 79), citing Clark, "The duties of the corporate debtor to its
creditors", (1977) 90 Harv L Rev 505, 512.
34 Op. cit., 79. He leaves it open as to whether such a principle ought be adopted.
35
Op. cit., 79-80.
36
A similar compromise is proposed by Prentice although in a different context: op. cit.,
80.
37
See Prentice, op. cit., 81.
38
Op. cit., 82.
39 The Australian Law Reform Commission General Insolvency Inquiry recommended a
similar approach to enforcement of their insolvent trading provision (the applicant
creditor was to potentially receive both his costs and damages at the Court's
discretion) but this was not taken up by the legislature: see chapter 10.
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company. The court could similarly award damages to other parties but
only upon consideration of the interests of creditors. 40
Thus, there are good arguments to support the provision of a cause of
action for individual creditors within the defaulting officer regime. At the
very least any derivative action should be coupled with a facility to
enable the court to reward the particular creditor who brought the
action. This is probably the critical point of divergence between the
development of the fraudulent and reckless trading provisions identified
in chapter 9 and the Government's insolvent trading provision. For the
reasons advanced above it is suggested that the Government's reforms
are deficient in this regard.
3.

Group Companies - A Flexible Alternative

It was observed in chapter 10 that the Government did not enact the
Law Reform Commission's recommendations in relation to group
companies on the basis that the proposals would vest too much
discretion in the courts and hence generate uncertainty. Rather a
provision mirroring the insolvent trading provision but directed
specifically to the relationship between a holding company and its
subsidiaries was forthcoming. 41 Whilst doubts as to the merits of this
provision, particularly in relation to its application to non-operating
holding companies, were noted* it is conceded that, to some extent,
these reforms accord with one of the proposals contained in section 5
of chapter 9, namely that the application of the defaulting officer
provisions be extended to holding companies with some amendment to
recognise the commercial realities as to when control of a company
exists.43 As observed below, however, this was to be only an interim
measure or, at least, intended to coupled with other reforms.

40 Companies and Securities Law Review Committee, Report No. 12: Enforcement of the
Duties of Directors and Officers of a Company by means of a Statutory Derivative
Action, November 1990. Also see Companies and Securities Law Review Committee,
Discussion Paper No. 11: Enforcement of the duties of directors and officers of a
company by means of a statutory derivative action, July 1990. Extension of the
derivative action to creditors as potential applicants was, however, rejected by the
Companies and Securities Advisory Committee in its Report on a Statutory Derivative
Action (July 1993) at p 14 and see the discussion in chapter 3, section 2.3.
41
See section 5.2.
42 See section 6 and the consideration of the comments made by Austin.
43 These recent reforms do not address the issue of control in the context of group
companies. Also there must be some doubt whether the provisions add anything to the
application of the general insolvent trading provision given the broad definitions
contained in the Corporations Law: see chapter 7, section 4.1.
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It was also observed in section 5.1.2 of chapter 9 that there was a need
for reciprocal enforcement of foreign company laws and for
international uniformity. Notably the Law Reform Commission ventured
similar recommendations, although they were not taken up by the
Govemment.44
Criticisms of the Government's approach
The decision not to adopt the Law Reform Commission proposals on
the basis that they would generate uncertainty is puzzling given the
existing uncertainty associated with the circumstances when the
common law will lift the veil. Admittedly the common law will seldom lift
the veil to impose a contractual obligation on a related company or
individual but, on the other hand, the Law Reform Commission's
proposed legislation did specify criteria to be referred to by the court.
This criteria could have been more precisely defined in the legislation in
such a way as to meet any objection of uncertainty.
Other criticisms of the Government's reforms were noted in chapter 10.
These included that the test imposed on parent company directors,
namely that they must not even "suspect" that a subsidiary was trading
whilst insolvent, is too strict, that the provision may encourage
liquidators to proceed against holding companies rather than the
directors of subsidiaries and that the legislation lacks flexibility in failing
to distinguish between operating and non-operating holding companies.
The potentially adverse international implications of the unilateral
adoption of the legislation were also noted with the suggestion that it
was necessary to negotiate international treaties and reciprocal
recognition of corporate insolvency laws before enacting such
fundamental and novel provisions.45
Group insolvent trading provision liable to avoidance
It was also observed that the provision could be avoided by incurring
debts immediately before entering the company into the transaction
which causes it to become insolvent. For example, if assets were
transferred from the company to a related company at a time
subsequent to the incurring of the debts and this transfer caused the
company to become insolvent then S.588W would not apply. Notably,
however, the voidable transaction provisions contained in S.588FA to
S.588FJ inclusive would, typically, have an application in these
circumstances.
Where, however, the transaction which gives rise to insolvency is a
decision of the holding company to terminate a line of credit then the
44 No explanation for this was provided.
45 See section 6.
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voidable transaction provisions would arguably not apply.46 Also, similar
to the position under S.588G, if the holding company has control over
the subsidiary's access to funds and so can determine if and when that
company will become insolvent then the insolvent trading provision can
be avoided. For the purpose of determining whether the subsidiary was
solvent there is no requirement that the subsidiary be able to pay its
debts from its own resources. 47 A company will be solvent provided that
it is capable of paying its debts and so if the line of credit is open when
a particular debt is incurred but closed immediately thereafter then the
provisions of S.588W are not made out. It could be expected that this
could be a common occurrence given the group company practice of
establishing treasury companies which borrow and then fund the
group's activities.
It was also observed in chapter 10 that there remained scope for wholly
owned group companies to transfer assets in such a way as avoid the
related party provisions. In such circumstances the insolvent trading
provisions and the new voidable transactions provisions might also be
avoided by the expedience of ensuring that the transferor company
was not rendered insolvent at a time prior to debts being incurred.
Obviously where a line of credit from a related company is the basis
upon which the transferee is solvent then this effect can be readily
achieved.

Application limited to holding companies flawed
S.588V is limited to the imposition of liability on holding companies and
has no application to related companies generally or to the directors of
other companies, including holding companies. On the other hand, the
•
Law Reform Commission
recommendations extended to imposing
liability on related companies or pooling the assets of related
companies in the course of being wound up. 48
Whilst the Explanatory Memorandum provides that the purpose of this
feature of the legislation is a desire to alert directors of holding
companies to their duty to creditors of subsidiaries49 this is a vaporous
argument when the lack of particularity in the other duties imposed on
directors is appreciated. Limiting recourse to the holding company may

46 There would be no Insolvent transaction" within the meaning of S.588FC, although
note the potentially wide ambit of sub-paragraph (b).
47 See chapter 10 and the Law Reform Commission Report on Insolvency (Op. cit.) at p
137. Arguably the resultant amendment to S.D7(1)(a) of the draft legislation was
ineffective as the defences would never come into play in such circumstances as the
cause of action established by S.D3 would not be made out.
48
Discussed in chapter 10, section 3.2.
49 At para 1125.
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only serve to delay or frustrate a liquidator seeking recourse to asset
rich related companies or directors.
Fairness would also require that remedies be sought against the
particular company or persons who have directly benefited or who have
been responsible for the loss rather than the holding company. In some
circumstances the imposition of liability on the holding company rather
than on other companies within the group might unfairly benefit some
creditors and/or minority shareholders at the expense of others. This
was recently illustrated by the facts in Qintex Australia Finance Ltd v
Schroders Australia Ltoto where the issue was essentially as to which
subsidiary owed a particular debt to the creditor. Clearly the imposition
of liability on one company rather than on another would have resulted
in an inappropriate transfer of the burden of insolvency both within the
ranks of the creditors and within those of the shareholders. For this
reason it is argued that the insolvent trading provision in only
empowering the court to impose liability on the holding company is
deficient.
No cause of action for individual creditors
Again it is significant that a cause of action under 5.588W is only
available to liquidators and not to individual creditors. For the reasons
advanced in section 2 above this is regrettable. Given that S.588V is
not a civil penalty provision and so there is no possibility of ASC
intervention in the absence of an action by a liquidator then the
absence of standing in creditors is even more significant in this context.
Approach with balances flexibility with certainty required
Ultimately the essential difference between S.588W and the Law
Reform Commission's recommended legislation is the flexibility
exhibited by the latter and its potential application to related
companies. However as was argued in chapter 9 these proposals were
also deficient. In particular the definition of control in the context of the
definitions of holding, subsidiary and related companies does not
reflect commercial reality. 51 Furthermore the Commission's proposal
lacks guidance for the courts as to how to take into account the
interests of minority shareholders and as to how to accommodate the
principle of separateness in the application of the legislation. Any
approach which too readily pierces the corporate veil in relation to the
imposition of liability for corporate debts could prejudice the interests of
those creditors and minority shareholders who have conducted their
50 (1991) 9 ACLC 109.
51
It was based on the existing definitions contained in S.46 to S.50 of the Corporations
Law which are, arguably, deficient. Similarly this issue is not addressed in the
Government's reforms.
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affairs under the assumption of separate corporate personality and
might, arguably, have a negative effect on business enterprise.
Furthermore, any proposal to set aside the corporate veil, whether
directly or indirectly, 52 must also be reconcilable with other fundamental
company law principles, particularly those relating to directors' duties. 53
On the other hand, notwithstanding these limitations of the Law Reform
Commission approach, it is clear from the above analysis that the
Government's legislative response may be too limited to deal with the
variety of problems encountered by creditors of group companies and a
more flexible approach would have been desirable. A compromise
between the two approaches is, thus, required.
In this respect it is appropriate to reflect on the fact that the Australian
Taxation Office faces the same difficulties encountered by other
unsecured creditors of corporations. Whilst it is a special creditor in that
it is supported by its own legislative and regulatory regime, much of
which is concerned with issues unique to its special status, some
aspects of the regime are directed solely at the recovery of tax and tax
debts. It may be that some inspiration for the reform of company law
may be found in an examination of these tax provisions 54 and, indeed,
tax legislation generally.55
Whilst a detailed consideration of this issue is outside the parameters
of this thesis it was identified in chapter 2 that the United Kingdom and
Australian approaches to countering tax avoidance may be of
significance in this context. It was argued that the Australian legislation,
in particular, had much to recommend it as the basis for legislation
directed at tackling abuses of the privilege of limited liability and
providing creditors with an avenue by which to recover their debts.

52
Fridman's proposal, in effect, indirectly pierces the corporate veil.
53 The implications for directors' duties arising out of these issues would have been
significant. See chapter 7, section 4.2.
54 For example, it has already been observed that the controlled foreign company
contained in the Australian Income Tax Assessment Act 1936 may have implications
for the enactment of legislation to counter difficulties inherent in pursuing debts from
multinational companies.
55
Some other possibly useful provisions include the "associate provisions" which are a
feature of most taxing regimes, certainly payroll tax and income tax regimes, which
may be of assistance in defining notions of connection and control between entities.
The unrecouped company tax provisions contained in the Taxation (Unpaid Company
Tax) Assessment Act 1982, Taxation (Unpaid Company Tax-Promoters) Act 1982 and
Taxation (Unpaid Company Tax-Vendors) Act 1982 may also provide some guidance
in developing a legislative scheme for recovering debts from persons who controlled
now defunct companies.
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A possible compromise
Possibly, therefore, an approach drafted along the lines of Part IVA of
the Income Tax Assessment Act 1936 might provide a mechanism by
which to satisfy the competing arguments. 56 The courts could be
expressly authorised to lift the corporate veil, in relation to liability for a
corporate debt, if, having regard to a number of factors, it could be said
that the likely result was that a creditor's interests would otherwise be
unfairly prejudiced. Relevant factors could be prescribed, such as:

(i)

the extent of common ownership of the companies concerned,

(ii) the financial position of the companies at the time the debt was
incurred and subsequent developments impacting on this financial
position,
(iii) the conduct of the relevant corporate officials,
(iv) the extent of control exercised over the company by associated
companies,
(v) the extent to which the interests of minority shareholders and
other creditors would be prejudiced,
(vi) the circumstances leading to the establishment of the different
companies, and
(vii) the extent to which the interests of one company were
subordinated to those of another.
Ultimately the fundamental difference between this approach and the
proposal by Fridman to provide creditors with standing under the
oppression remedy57 and, indeed, the existing approach to piercing the
corporate veil adopted by the common law, is that it expressly identifies
the factors that are relevant to whether associated companies ought
contribute to the payment of an insolvent company's debts. In this way
the legislature would effectively provide guidelines for appropriate
corporate behaviour, whether it be the behaviour of the company's
officers or of other group companies.
Furthermore, this approach adopts Hadden's suggestion by attempting
to define group liability by reference to factors which essentially
demonstrate a subordination of the interests of one company to

56
57

Discussed in chapter 2, section 5.3.11.
Discussed in chapter 7, section 2.3.
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another. 58 The courts are also directed to distinguish between partly
and wholly-owned subsidiaries. 59
The decision as to which approach to adopt also draws upon the "fuzzy
law" versus "black letter law" debate which is at the centre of the
current concern to simplify the legislation. 88 Proponents of the "fuzzy
law" approach to drafting legislation would require that the legislation
simply state fundamental principles with the courts required to apply
these to particular circumstances. 61 On the other hand, the "black letter
law" approach would require that the legislation describe in greater
detail the circumstances in which it applies. The proponents of each
approach argue that the alternative creates complexity and confusion
and fails to achieve the aim of simplification.
The advantage of the approach outlined above over both the
Government's reforms and the Law Reform Commission's
recommendations is that whilst it provides the flexibility to deal with the
variety of fact situations that may arise it nevertheless provides
guidance as to the potential application of the law by virtue of
identifying a list of considerations relevant to whether liability will be
extended to the group as a whole. Also its application is not limited to
circumstances of insolvent winding-up 82 and, most importantly,
individual creditors would have standing. 63
This approach also attempts to more precisely express the underlying
principles which have been identified in this thesis. The courts are
directed to apply the separateness rule as a fundamental starting point.
However where the specified factors exist then these cast doubt upon
the appropriateness of this rule and where the court takes the view that
the corporate form has been used in such a way as to transfer
unacceptable risks onto the community it is to make such orders as
necessary to ensure justice. Thus the underlying theme of the
disparate defaulting officer provisions manifests itself in a more flexible
and general form.

58
Discussed in chapter 7, section 2.3.
59 Haden's concern for the establishment of specific and coherent regimes is, to some
extent, accommodated by the tripartite structure proposed in chapter 9 and further
discussed below.
Discussed in chapter 10.
60
61
In some respects this is an acknowledgment of the equitable origins of company law.
62 The Law Reform Commission's inquiry was limited by its terms of reference to the
insolvency context. However creditors' interests may be unfairly prejudiced, resulting
in eventual loss, at any time not just in the context of insolvency.
The removal of the insolvency pre-requisite provides further justification for not
63
restricting standing to liquidators.
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It could be argued that this approach is an abrogation of the
responsibilities of the legislature which leaves the hard work to the
courts with the result that complexity will ultimately manifest itself in the
caselaw. Furthermore the uncertainty thereby generated would not
assist in furthering the goal of nurturing business confidence. However
this result has already been achieved through complex legislation.
Often the caselaw is equally as complex and, in combination with the
legislation, does nothing to foster an entrepreneurial environment. At
least one layer of complexity would be removed by adopting the
approach described above.
In any event, it is suggested that ultimately the business community is
not concerned with the specifics of complex laws. Law is for lawyers. It
is naive to think that before directors act they turn to the fine print of the
legislation. The business community is more concerned with identifying
broad principles from which to fashion paradigms of acceptable
conduct. Provided the legislation provides general guidance the
uncertainty argument rings hollow. 64 This proposal identifies such a
framework on which corporate decision making can be based.
International issues
Finally the failure of the Government to address the international issues
associated with group companies is a major concern. Whilst the Law
Reform Commission's recommendations would assist foreign initiated
liquidations65 the need to promote the enactment of similar provisions
overseas and, indeed, to promote assimilated company laws generally,
cannot be overstated.66 Thus the Law Reform Commission
recommendations in relation to improved international co-operation
ought be acted upon.
Prima facie this is a daunting task but through the expedience of
individual country treaties which effectively negotiate a common
64 Another approach might be to provide a cause of action in a broad provision, possibly
similar to the misfeasance provision as initially interpreted, with the cause of action to
be defined by reference to general principles stated in a code of ethics and acceptable
business behaviour.
65 The recommended provisions were to: (i) require the court to aid the administration of
a foreign insolvency initiated in certain prescribed countries, including the United
Kingdom, Canada and New Zealand, and permit the provision of aid to administrators
from other countries where specified criteria were satisfied. These criteria required that
the laws of the other country contain certain fundamental winding-up provisions, and
(ii) grant the court a broad discretion as to how it fashioned such aid with a view to
best ensuring an economical and expedient winding up. In the view of the Commission
the exercise of this power ought usually result in the appointment of a local insolvency
administrator to deal with Australian property with the ultimate aim of repatriating the
proceeds to the foreign administrator. Discussed in chapter 10.
66 The dangers of unilateral development in the nature of the legislation enacted by the
Government were referred to by Austin (op. cit.).
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position on these laws between Australia and the country concerned
the task can be approached on a country by country basis.
Furthermore, priority can be given to the establishment of treaties with
those countries where business orientation has made the need most
pressing. To this end the ASC must follow the lead of the Australian
Tax Office and allocate resources to initiating the relevant discussions.

4.

Further Support for the Tripartite Structure

The debate surrounding the introduction of the Government's reforms
provides support for the view that the business community holds a
perception that the Corporations Law is overly complex and
burdensome. 67 At the same time the Government has argued that
detailed legislation is necessary in order to spell out to directors exactly
what is acceptable. However the business community's perception of
the legislation might suggest that complex and detailed legislation has
the opposite effect and that the business community has, in fact, little
comprehension as to what the legislation is attempting to convey.
In chapter 9 a reorganisation of the defaulting officer elements of the
company legislation to establish three regimes, each focused on a
particular type of company structure, was proposed. 68 Such an
approach ought assist in reconciling these two concerns by spelling out
what is acceptable conduct whilst simplifying the law vis-a-vis its
application to particular corporate officials and, thereby, possibly
reducing the perception of over-regulation. In particular the substitution
of the application of the defaulting officer provisions to small closely
held companies with a capitalisation requirement or commenda
structure should be perceived as simplifying the law as it applies to
these small entities. At the same time either of these requirements
would very clearly provide a direction to corporate controllers as to
what is required of them.
Furthermore the recommendations of the various reform committees
and bodies provide express support for the enactment of special group
company provisions in recognition of the unique issues and concerns
with respect to creditors' rights generated by these entities.

67 For a similar conclusion see the report prepared by Tomasic and Pentony of the
Centre for National Corporate Law Research referred to in the Australian Financial
Review, September 4th 1990 "Govemment urged to act on company law reform."
See section 7.2.
68
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5.

Conclusion

In this chapter the Government's recent reforms were compared with
the natural development of the fraudulent and reckless trading
provisions identified in chapter 9. It was acknowledged that the
insolvent trading provision addresses many of the limitations of the
fraudulent and reckless trading provisions as they appear in S.592 and
S.593, although it was queried whether such a drastic departure from
the existing law is warranted, especially given that the insolvent trading
provision does, itself, present some interpretational and design
problems. Furthermore it was argued that the removal of individual
recovery rights was a retrograde step and, rather, the retention of these
rights or, at least, provision for a derivative action which adequately
rewarded the successful applicant, was desirable.
It was also argued that the new group company provisions are very
limited and inflexible. They ought be viewed as an interim measure with
a more general provision, which exhibited the flexibility necessary to
allow it to cope with the variety of factual scenarios presented by group
company arrangements, subsequently enacted. The form in which such
a provision could be expressed was explored. Also not dealt with by the
Government's reforms are the problems presented by multinational
corporate groups, and an approach to tackle these problems was
proposed.
In chapter 9 it was suggested that the legislative framework in which
the proposed reforms are set ought recognise the disparate nature of
corporate arrangements and be designed to more specifically address
the issues presented in each case. A tripartite structure distinguishing
between small closely held companies, "typical" trading concerns and
members of corporate groups was proposed. Whilst the nature of the
recovery regimes applicable to the latter two categories, namely a
revamped defaulting officer regime and a general flexible provision
respectively, were mentioned above, the proposal in relation to small
companies was to effectively limit the availability of the limited liability
privilege through the adoption of the commenda principle or a minimum
capitalisation requirement.
Notably the Government's reforms fail to distinguish between the type
of companies at issue and, it is argued, to some extent this may explain
the negative perceptions of over regulation and complexity that have
been expressed in relation to the reforms. It is argued that adoption of
the tripartite structure and its associated provisions might serve to
address this concern and provide an excellent framework on which to
build future reforms.
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Furthermore, whilst the Government's reforms do address some of the
issues raised in this thesis it is unclear whether the legislation
precedes from a desire to express an underlying theme or, rather,
whether it is a continuation of the approach to repair the existing
legislative regime in response to perceived difficulties. Certainly the
legislation, in its focus on insolvent trading, does contain novel
features. Furthermore it could be argued that this approach more
particularly expresses the underlying theme, which as is argued in
chapter 12, is one of seeking to appropriately balance the sharing of
risk.
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"...public policy requires that the Courts should actively discourage the
practice of causing companies to carry on business with little or no
capital and to trade in insolvent circumstances... [This practice]
appears to be a widespread social evil".
Stegmann J.,
Ex Parte Lebowa Development Corporation Ltd 1989 (3) SA 71 (TPD)
at 114 and 116.
The Context of this Thesis
It was acknowledged at the outset of this thesis that the availability of
the privilege of limited liability necessitated the provision of a recovery
regime to creditors whose interests have been prejudiced by the
improper reliance on the privilege by corporate controllers. It was
argued that whilst this regime must be effective in providing a control
over commercially unacceptable conduct it must not be too strident in
its encroachment on the limited liability principle as otherwise the
benefits perceived from the availability of the privilege might not be
forthcoming. That is, a balance must be struck. 1
The response of the common law and the legislature to the need for a
creditor recovery regime has, typically, been reactive and piecemeal
with the result that the existing regime has, generally, proved
ineffective. With the advent of corporate groups the inadequacies of
this regime have been accentuated. 2
It was in this context that the thesis was proposed that there was a
need to establish a coherent regime which provided creditors with an
avenue to recover from controllers of companies who had
inappropriately taken advantage of the privilege of limited liability to the
detriment of their company's creditors. In turn this analysis
necessitated reflection upon a number of sub-themes, namely:
1
2

See chapter 2, sections 1 to 3.
See chapter 2, section 4 and chapter 7.
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•

what structure the regime ought adopt,

▪

whether the recovery regime ought provide individual causes of
action or be collective in nature, and

•

the extent of directors' responsibilities and the deficiencies of the
existing defaulting officer regime.

The Structure of the Proposed Creditor Recovery Regime

Given that the overseas experience essentially endorses the Australian
approach,3 that the thematic development of the existing defaulting
officer provisions could remedy their deficiencies, 4 that it is, therefore,
unnecessary to rely on the amorphous and problematic common law
duty6 with its attendant enforcement issues, 6 it is argued that the
defaulting officer provisions ought provide the lynchpin of the creditor
recovery regime. However it is suggested that an effective creditor
recovery regime must distinguish between small closely held
companies, "typical" trading concerns and members of corporate
groups. 7 The defaulting officer provisions could provide an adequate
and balanced recovery mechanism at the "typical" trading company
level, but for group companies legislation containing a greater
discretionary component, and thus providing greater flexibility to
address the variety of scenarios and issues that can arise, is
necessary. 8 In respect to small closely held companies preventative
measures which more directly address the problems that creditors of
limited liability companies face ought be implemented. These could be
in the form of a minimum capital level or embracement of the
commenda principle. 6
The Rights of Individual Creditors

Where creditors are provided with a recovery mechanism standing
ought not be restricted to a liquidator. Rather the individual rights of
creditors ought be preserved. The only concession to a collective
recovery regime is that any successful action by an individual creditor
ought be available to provide other creditors with evidential assistance
3
4
5
6
7
8
9

See chapter 8 and chapter 9 section 4.
See chapters 5 and 6 and chapter 9, section 3.
Seel:chapter 3 and chapter 9, section 2.
See chapter 4 and chapter 9, section 2.
See chapter 9, section 7.
See chapter 7, chapter 9 sections 5 and 7, and chapter 11 section 3.
See chapter 9, sections 6 and 7.
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or any amount recovered ought be applied to the claims of other
creditors but only after the claim of the successful applicant has been
satisfied. 10 It is argued that, in addition to limitations inherent in the
failure of the Government adequately to recognise the disparate nature
of companies and the need for a more targeted creditor recovery
regime, the endorsement, in the recent reforms, of collective recovery
rights in lieu of individual rights is misguided. 11

Directors' Responsibilities and the Defaulting Officer Regime
Whilst the merit of using defaulting officer provisions as an element of a
creditor recovery regime is canvassed below, where such provisions
are embraced they must be both effective to counter unacceptable
practices yet not too strident to overly fetter directors in the
performance of their, essentially, risk taking function. A sensible
compromise must be established. It is suggested that the development
of the defaulting officer provisions identified in chapter 9 would achieve
and maintain the necessary balance.

The Underlying Theme - the Sharing of Risk
In establishing a coherent creditor recovery regime it is critical to
identify the underlying theme sought to be given legislative expression.
Whilst it is difficult to discern a common thread in the existing
legislation and common law 12 it is notable that a creditor recovery
regime typically comes in to play upon the insolvency of a limited
liability company. However it is not insolvency per se that entitles an
unpaid creditor to recover from corporate controllers as clearly that
would infringe too greatly on the limited liability principle. Indeed,
inherent in the provision of the privilege of limited liability is the notion
that creditors must be prepared to accept some risk of non-payment.
However the critical issue is what level of risk is acceptable.
It must be acknowledged, therefore, that the legal fictions of
incorporation and limited liability are essentially concerned with the
transfer or sharing of risk. Creditors are to share some of the risks
associated with a business as an encouragement to those considering
risking funds on a venture which capitalist society perceives as
potentially of benefit to the community at large. However the
community must pay a premium for the opportunity to savour this
10 See chapter 11 section 2 and chapter 9 section 3.
11
See chapter 10 and chapter 11.
12 See chapter 2.
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benefit. This premium is reflected in the price of goods and services
that creditors of corporations charge the community in general for it is
in this way that these creditors are compensated by the community for
the losses they bear upon corporate insolvency. 13
These legal fictions do not, however, endorse an unabated transfer of
risk. A balance is to be struck. Some risks must still be borne by the
incorporators. This is embodied in the requirement that capital be
imparted to the venture. How much capital ought be invested is,
however, the perennial and most difficult question.
This question is sought to be answered by the defaulting officer
legislation. This legislation seeks to define what risks the creditors of a
corporation have not agreed to accept in their dealings with it. 14 Certain
breaches of fiduciary and statutory duties and the perpetration of fraud
are not risks that the creditors, and through them, the community are
prepared to bear. Most importantly creditors are also not to bear the
risk of the company contracting a debt in circumstances where an
inability to pay is evident, or ought be evident, to corporate
management but is not reasonably apparent to the creditor.
In other words creditors and, indeed, the community are not to shoulder
the burden or cost associated with incorporation and limited liability
where the capital of the company is deficient in the sense that the
company is insolvent. In such circumstances a company is risking its
creditors' funds on the venture but, in the absence of the incorporators
paying for the privilege of limited liability in the form of adequate
venture capital, this is not a risk that the creditors ought properly to
accept.

Why use a Defaulting Officer Regime?
It might be argued that the defaulting officer regime is a rather
surprising and unwieldy mechanism by which to regulate the adequacy
of the venture capital of a business or, put another way, by which to
define the allocation of risk. Certainly the insolvency test proposed by

13

14

In fact Farrar has argued that, accordingly, creditors need no remedies as they are
unlikely to pursue them in any event having built the risk of potential loss into their
pricing structure: See Farrar, 'The Responsibility of directors and shareholders for a
company's debts", (1989) 4 Canta LR 12 at 31-32 and the authorities he cites. Whilst it
is no doubt true that certain business risks are compensated for as a product of the
creditors' bargain this argument begs the question because it fails to acknowledge the
existence of unacceptable risks and the need to protect creditors from such risks.
Support for this view is provided by Farrar, op. cit.
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the New Zealand Law Reform Commission15 more particularly
addresses the underlying issue although it could be argued that the
duty to prevent insolvent trading established by the Corporate Law
Reform Act 1992 is a less dramatic departure from the pre-existing
laws and neatly reconciles the old defaulting officer regime with this
new orientation. 16
Nevertheless concern may remain at the fact that the provisions seek
to impose liability for inappropriate risk transfer or inadequate capital on
the management of the enterprise rather than on the incorporators and
providers of the venture capital. However it is argued that this is
nevertheless appropriate. It is the corporate management who have
decided to continue trading with and risk the creditors' funds. They
could have sought to refinance the company and seek additional
venture capital. Furthermore, such an approach is consistent with the
shift in the balance between ownership and the control of companies
towards controllers, recognised by, at least, one Government inquiry. 17

An Evolution?
What we may therefore be witnessing by the developments analysed in
this thesis is an evolution. An evolution towards an acceptance and
recognition of the fact that the legal fictions of incorporation and limited
liability are concerned with the transfer of commercial risks and that the
benefits that they suppositively generate for society are not without
cost. The extent to which these legal fictions are fettered by provisions
such as those contained in the defaulting officer regime is a product of
the cost that society has indicated its willingness to bear. This in turn
depends on the perceived benefits for society from the provision of the
mechanism of incorporation and the privilege of limited liability. To the
extent that this is traditionally viewed as the promotion of enterprise
then this is as much a political and philosophical issue as anything
else.

15
16

Discussed in chapter 8.
Furthermore it has been argued that the object of the solvency test, namely to define
when there is a threat to creditors' interests, is defeated by the difficulties of defining
solvency, although, admittedly, this criticism can be levied at any reform in this area.
See Wishart, "Models and theories of director's duties to creditors", (1992) 14 NZULR
323. He argues that reference to accounting information does not resolve the issue.
17 See the Senate Standing Committee on Legal and Constitutional Affairs, Report on
the social and fiduciary duties and obligations of company directors at para 2.1.
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