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Welcome to the inaugural edition of R+I In Brief, where we explore
the past year of developments in the Australian restructuring and
insolvency industry and provide our thoughts on the year ahead.

The 2023 edition of R+l In Briefincludes a collection of articles and case notes we have
prepared aswellassome furthercommentary onissueswe consider pertinent to the
restructuringandinsolvencyindustry.

Itisbrokenupintothree Parts:

SETTINGTHE SCENE

Each Part of the this publicationincludesvarious resources which, we trust, will equip you
withvaluableinsightsto prepare you forwhat 2024 may havein storein therestructuring
andinsolvency space. Forthose who favour brevity, we have distilled the key messages at
thebeginningof eacharticle.

We hopeyou willfind the 2023 edition of R+l In Briefto be an interesting read and a useful
resource for FY23/24.

PETERBOWDEN
Head of Restructuring +Insolvency
Gilbert+Tobin
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SETTING THE SCENE

RESTRUCTURING AND INSOLVENCY DEVELOPMENTS IN AUSTRALIA IN FY22/23

Overview

Despite the challengesflowing fromincreasing globalinflation and
supply chaindisruptions, the Australian economy hasto date
remained resilientand atechnicalrecession hasbeenavoidedin
2023. However, after many years of historically low interest rates, the
Reserve Bank of Australia raised interest rates rapidly from April
2022 (12 raterises and counting) asinflation became uncontrollable.

With consumer spending slowing, there remains a degree of
uncertainty for Australia’s near-term economic outlook.
Notwithstandingthis tightening monetary environment,
however, capital has remained available for opportunistic buyers
looking forinvestment opportunities or strategic angles to
acquiredistressed businesses. What we are observing, however,
is aless buoyantrefinancing market than we have seenin recent
times, despite the deep pockets and numerous players that
comprisethe debt markets. The result of this is that where
businesses once had numerous optionsto roll over or refinance
theirdebtat expiry, borrowers are now having more trouble

securingsuitable financing leading to protracted negotiations
and, in someinstances, delicate negotiations. Inan environment
where equity markets are tight, this has created opportunities for
company-side balance sheet restructures.

Insolvency practitionersin Australia are now watching closely
whethermacroeconomicfactors,includinginflation (which, whileit
may have levelled offis still objectively high) will lead to anincreasein
insolvency appointmentsand distressed asset sales, especially for
struggling businesses that meandered through COVID-19 offthe
back ofthe generousrelief packages, but have struggled since.

InFY21/22,the Australian Securities and Investments Commission
(ASIC) recorded atotal of 4,912 companies that entered external
administration orhad a controllerappointed for thefirsttime. That
number rosessignificantlyin FY22/23, with 7,156 companies entering
externaladministration or havinga controllerappointed forthefirst
timeforthe period spanningfrom 1 July 2022 to 31 May 2023.

External administration appointments by month
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(Source: ASIC, Australian insolvency statistics, released 11 July 2023)

We expectvoluntary administration followed by deeds of company arrangement (DOCAs) will continue to be popular as restructuring
toolsand, whereappropriate, vehicles for effecting debt-for-equity swaps. Drivers for restructurings of this type include:

+ the power given to deed administrators to compulsorily transfer shares with court approval (if the shares have no economic value);

+ the speed with which DOCAs can be initiated from

e date the administrator is appointed; and

+ the validation DOCAs obtain by being dependent upon cre?:lifor approval.




Inquiry into corporateinsolvencyinAustralia

On 28 September 2022, the Parliamentary Joint Committee on
Corporationsand Financial Servicescommenced aninquiry into
the effectiveness of Australia’s corporateinsolvency lawsin
protectingand maximisingvalue for the benefit of allinterested
partiesand theeconomy. Theinquiryisarguably the broadest
review of Australia’sinsolvency laws since the Harmer Reportin
1988. It comes after adecade ofindustry consultations,
legislative amendmentsto the existing legislative framework,
and anincreased desire frominsolvency practitionersfor more
fundamental and considered law reform.

On 12 July 2023, the Committee released its Reportincluding 28
recommendationstoimprove the effectiveness of Australia’s

insolvency system.Asaresult of theinquiry, the Committee
found thatAustralia’sinsolvency laws are “overly complex”,
might not reflect modern business practices, are not keeping
pacewith the Australian and globaleconomy and have been
subjectto piecemeal reforms.

The key recommendationisforanindependentand
comprehensive review of Australia’s corporate and personal
insolvency laws (Comprehensive Review). Separately, the
Committee hasidentified anumber of “Near-Term Actions”,
which should be progressed independently of the
Comprehensive Review, to address clearand broadly recognised
failingsinthe currentlaw.

While the Reportand recommendations are welcomed, all eyes
willbe onthe governmentto see the extentto which it

implementstheserecommendations.
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Significanttransactionsin the Australianrestructuringand
insolvency market

Basslink

ASX-listed APA Group (APA), a leading Australian energy
infrastructure business, acquired Basslink Pty Ltd (Basslink) for
$773 millionin September2022,including 100% of the secured
bank debt which had a face value of approximately $526 millionin
late 2021 and early 2022. It also entered into revised network
servicesand operational arrangements with Hydro Tasmania and
the State of Tasmaniarespectively, to facilitate the operations of
theinterconnectorandalso provide APAwith a pathway to
convertBasslinkto aregulated asset.

Basslink owns and operates a370km high voltage direct current
electricity interconnector between Victoriaand Tasmania. In
November 2021, Basslink’s Singaporean owner, Keppel
Infrastructure Trust, placed the businessinto administrationand
theseniorsecured lendersatthetime appointed receivers and
managersto Basslinkand its related entities.

APAsecured this unique piece of criticalinfrastructure, initially
with APA confirmingitsinterestin acquiring Basslink throughiits
acquisition of the secured debt. Thisinvolved APA participatingin
thereceiver-led competitive process forthe sale, restructure or
recapitalisation of the business, which concluded with APA being
selected preferred bidder.

Thecomplextransaction theninvolved APAenteringinto binding
documentationwith thereceivers which led toAPAacquiring the
sharesin Basslink fromthe CaymanIslands-based holding company
(towhichthereceiverswerealsoappointed) and enteringinto a
DOCA.The DOCA provided the platform for Basslink to exit external
administrationand continuetrading, unsecured trade creditorsto
be paidinfulland the ongoingemployment of Basslink’s staff.

Camp Australia

Inoneofthelargestrestructuring debt packagesin Australia for
2022,CampAustralia was a pioneering restructuring deal of the
post pandemicand changingeconomiclandscape andinvolved
severalinnovative and ground-breaking features. This successful
restructuringenabled Camp Australia, Australia’s largest out of
schoolhoursservices provider, to deleverage and reposition its
debt profile, providing certainty toits 3,700 employees and
hundreds of thousands of customersreliant onitfor child-care
services afterachallenging period coming out of the pandemic.

As certain lenders boughtinto the first lien debt from the second
tier, thisreinforced the highly complex nature of the restructuring
anditsone-of-a-kind nature. The deal also involved the
negotiation ofan amended debtfacility and a new shareholders
agreementbetween the lenders/shareholders of the target.

Gilbert+Tobin advised APA and the second lien lenders to Camp
Australia in relation to the above transactions.


https://parlinfo.aph.gov.au/parlInfo/download/committees/reportjnt/RB000055/toc_pdf/CorporateinsolvencyinAustralia.pdf

INDUSTRY INSIGHTS

year. These hottopicsinclude:
+ challenges gripping the Australian construction industry in an era of pre-COVID fixed-term contracts and soaring ™ »

construction and funding costs; : '
+ the latest movements of Australia’s largest creditor, the Australian Taxation Office; :
+ the prevalence of ‘whitelists’ in debt documentation and the need to rethink their use; and

+ theemergence of cryptocurrency in the insolvency arena.

BUILDING ON SHAKY GROUND: SOLVENCY CHALLENGES IN THEAUSTRALIAN
CONSTRUCTION INDUSTRY ™

&

What you need to know:

+ Recent corporate insolvencies in the Australian construction industry have highlighted the challenges faced by the sector.

+ The collapse of residential builder Porter Davis Homes received widespread media attention, with thousands of aspiring
homeowners left in a state of uncertainty.

+ Legal frameworks, including the ipso facto regime and Australian personal property security framework set out in the
Personal Property Securities Act 2009 (Cth) play a crucial role in responding to insolvencies in the construction industry.

Recent corporateinsolvenciesinthe Australian construction

industry have generated widespread media coverage and public £ h
interest. Eventsincludingthe collapse of residential builder Porter In thIS mdUStry SPOtllght, we eXplore

Davis, have brought to light the significant challenges confronting  recent de\/e[opments and shed [|ght on
theindustry. Unstable and unpredictable economic conditions, the issues affecti ng the Australian
presented real challenges for many construction businesses that construction mdUStry’ with a pa rticular
threaten theirongoingviability. These factors have caused strain focus on the residential sector and what
onfinancial stability acrosstheindustry andin some cases legal frameworks and governments are
resultedininsolvencies, leaving many construction projects .

doing to respond to these challenges.

costoverrunsfuelled by inflation and high interest rates have

incomplete and in a state of uncertainty.
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Theindustry
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TheAustralian constructionindustryis avital sector that plays a significant role in the country’s economy andis a significant

contributorto Gross Domestic Product and employment. The industry encompasses residential, commercial, and infrastructure

construction businesses, each presently facing unique challenges as set out below:

Economic conditions

Challenging economic conditions, including
risinginterestrates, higher cost of livingand
earlierdeclinesin household wealth (Reserve
Bank of Australia, Statementon Monetary
Policy - May 2023), havessignificantly
impacted theindustry, leading toreduced
demandinsomesectors. Accordingto
statisticsreleased by the Australian Bureau of
Statistics earlierin 2023, the total number of
dwellings approved (by local government
authoritiesand other principal certifying

authorities) in April2023 was at the lowest
levelinoveradecade,since2012. Thedecline
was principally driven by afallin approvals for
private sectordwellings excluding houses.
While the month of May was more positive,
with the total number of building permits
issuedinAustralia surging 20.6% from the
priormonth, approvals were stilldown 9.8%
yearonyear.

Costoverruns

Costoverruns caused by variousfactors
includinginflation and labour shortages have
also putsignificantfinancial strain on many
construction businesses (especially those
locked into fixed price contracts). While
supply chainissues have eased since the
height of the pandemic, material costsare
continuingto challenge project profitability.
Corelogic’s Cordell Construction Cost Index
reached its highest pointever, witha
remarkable 11.9% surge in costsrecorded
during the 2022 calendaryear.

In statistics published by ASIC, external
administrator appointments of companies
operatinginthe constructionindustry
significantly out numberinsolvenciesin
otherindustries. Asillustrated in the graph
below, the constructionindustry saw 2,677
externaladministration appointmentsfrom
1July2022to 18 June 2023, representingan
increase of 73.16% from the prior
corresponding period.
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Dwelling units approved, by building type, seasonally adjusted
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External administration appointments by industry (1July 2021 - 18 June 2023)
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https://www.rba.gov.au/publications/smp/2023/may/
https://www.rba.gov.au/publications/smp/2023/may/
https://www.rba.gov.au/publications/smp/2023/may/

Thebigcollapse: Porter Davis

Inarecentsurge of residential builder collapses, the Porter Davis
Homes liquidation was of particular notoriety. On 31 March 2023,
liquidators were appointed over 14 companiesin the Porter Davis
Homes group. The liquidation left thousands of aspiring
homeownersin a state of uncertainty and at the time of the
liquidation, the group was the 12th biggesthome builderin
Australia. Of significant concernin the collapse was that, for many
customers, itwas discovered that Porter Davis had not lodged
insurance policiesasrequired underrelevant building contracts to
protect monies paid as deposits forhome builds.

Governmentintervention

Inresponseto the collapse, the Victorian Government pledged to
reimburse customers who paid deposits but were not provided
with insurance as promised, with the establishment of the Porter
Davis customer support paymentscheme. The scheme has
provided refunds of deposits of up to 5% of contract value to
customers atan estimated total cost to the State of around $15
million. Despite the implementation of aschemein thisinstance,
itremainsto be seen how State and Commonwealth governments
will respond in similar future collapses.

Inthe aftermath of the collapse, the Victorian government also
announced plansto enhance enforcement of the State’s building
insurance scheme, including by reforming the Domestic Building
Contracts Act1995 (Vic) and strengthening residential building

Otheroutcomes of liquidation

The liquidators of Porter Davis were also successfulin selling

Porter Davis’ intellectual property to two buyersand the
company’s multiple-dwelling business, enabling some positive
outcomes for projects.

Legal considerations
Looking back: government enquiries and reviews

Anumber oftheissues currently impacting the construction
industryin Australia have been longstanding. Both
Commonwealth and state governments have previously
undertakento deal with challenges facing theindustry, as
exhibited by the following notable reviews and inquiries:

+ The Inquiry into Construction Industry Insolvency in NSW was
established over a decade ago, on 9 August 2012, by the
Government of New South Wales following a string of collapses
of well-established construction companies.

+ The Commonwealth Senate Economics References Committee
published the report Insolvency in the Australian construction
industry in 2015, after conducting an inquiry into insolvencies
in the industry. The report made 44 recommendations to
deal with what the Committee identified as a “completely
unacceptable culture of non-payment of subcontractors
for work completed on construction projects”. The report
highlighted, amongst other issues, significant concerns with
illegal ‘phoenix’ activity and other misconduct in the industry.

+ The Review of Security of Payment Laws led by John Murray
AM was commissioned by the Commonwealth government
in 2017 with the aim to pinpoint optimal approaches within
the construction industry, with a particular emphasis on
addressing payment concerns and enhancing safeguards

. . ‘ SN Iati

report aimed to establish uniform security of payment laws
across Australia. The objective was to guarantee payment for
subcontractors’ services in situations involving insolvency,
irrespective of the specific state or territory where operations
are conducted.



https://www.vic.gov.au/porterdavissupport
https://www.vic.gov.au/porterdavissupport
https://jade.io/article/281847
https://jade.io/article/281847
https://www.aph.gov.au/parliamentary_business/committees/senate/economics/insolvency_construction/report
https://www.aph.gov.au/parliamentary_business/committees/senate/economics/insolvency_construction/report
https://www.dewr.gov.au/workplace-relations-australia/consultations/review-security-payment-laws

Legalframeworks designed torespond toinsolvenciesin the
constructionindustry

Despite the efforts made by both Commonwealth and state
governments to reform the law, previous reform attempts have
been limited, with high rates of insolvency continue to be evident
inthe constructionindustry. Nonetheless, various legal
frameworks are of heightened importance toinsolvenciesin the
constructionindustry, including:

Ipsofactoregime

Anipsofacto clause createsa contractualrightfora party to
terminate or modify the operation of a contract upon another
party commencingaspecifiedinsolvency orrestructuring
process, evenifthe otherparty has complied withits obligations
underthe contract.

Aprohibitiononreliance onipso facto clauses cameinto effecton

1July 2018 through the Treasury Laws Amendment (2017 Enterprise
Incentives No 2) Act 2017 (Cth). The ipso facto regimeintroduced a
general prohibition onthe application ofipso facto clauses,
subjecttovarious exceptions. The primary purpose of the regime
istoenable companiesthat have entered into arestructuring
processto continueto trade.

Inthe context of the constructionindustry, theipso facto regime
hassignificantimplications. The regime seeks to providereliefto
contractorsfacingliquidity issues and attempting to facilitate
project completion. By preventing the termination of
construction contracts solely based oninsolvency events, the
regime aimsto minimise disruption within the industry. For
principals and owners, while theipso facto regime restricts their
ability to terminate contracts solely based on a contractor’s
insolvency, itdoes not prevent termination for other reasons,
suchasnon-performance.

Notably, several exceptionsto theipso facto regime under
section 5.3A.50 of the Corporations Regulations 2001 (Cth) are
specifically relevant to the constructionindustry. Contracts
entered into after 1 July 2018, but before 1 July 2023, for the
provision of building works of at least $1 billion are excluded
fromtheregime. Additionally, the regime does not apply to
contractsthatwere executed priorto 1 July 2018, which may be

relevantin the context of construction projects of a complex
nature that span multiple years.

G' ‘ GTLAW.COM.AU
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PPSA

The Personal Property Securities Act 2009 (Cth) (PPSA) is of
considerableimportancetoinsolvenciesinthe construction
industry asit governsthe creation, registration, and enforcement
of security interestsin personal property, including construction

equipment, machinery and building materials.

By registering security interestsin accordance with the PPSA,
contractors, suppliers,and others can protect theirrightsin the
eventofinsolvency or default by a counterparty. The PPSAalso
provides aframework for determining priority between
competingsecurity interests. Inthe construction industry, thisis
particularlyimportantin circumstances where multiple parties
have security interests over the same assets.

The PPSAisalso of particularimportancein the context of
equipment leasing,includinginrelation to security interestsin
leased orfinanced assets which are commonplaceintheindustry.

Director disqualification

Finally, the director disqualification framework contained within
the Corporations Act 2001 (Cth) (Corporations Act) is also relevant
inlight of the prevalence of liquidations, illegal ‘phoenix’ activity

and other misconduct which hasbeenidentifiedinthe
constructionindustry.

ASIC hasthe powerto disqualify a director forup to 5yearsifthe
personisadirector (oradirector within the last 12 months) of 2 or
more companiesthathave been placedinto liquidationinthe
previous 7 years pursuant tosection 206F of the Corporations Act.

Additionally, the court may make orders disqualifying persons from
managing corporationsincludingin circumstances where the court
has previously made a declaration thatthe person has contravened
acivil penalty provision of the Corporations Act. Adirector may also
be automatically disqualified in some circumstances (see for
example section 206B of the Corporations Act).

Looking forward

The outlook forthe rest of 2023 in the construction industry
appears conservative, with a projected decreasein both
residentialand non-residential construction activity. This
poses aharshreality for construction businessesthat have
already endured the challenges of the pandemicand
economic conditions at present. However, the legal
framework outlined above and the various external
administration and other formal/informal restructuring
optionsserveto help businessesintheindustry toweather
theseuncertain times.



https://jade.io/article/548098
https://jade.io/article/548098
https://jade.io/article/220695/section/753433
https://jade.io/article/218241
https://jade.io/article/216652/section/311244
http:// section 206F of the Corporations Act
https://jade.io/article/216652/section/6774

THE ATO: KEEPING TABS ON AUSTRALIA’'S LARGEST CREDITOR

Whatyou need to know:

The Australian Taxation Office (ATO) is @ major player in the restructuring and turnaround space, being the largest creditor in

Australia and responsible for numerous corporate winding up applications.

The ATO'’s policies and strategies have a substantial influence on external administrations and turnarounds, making its

movements important to track when forecasting insolvency activity.

The impact of the ATO’s new digital strategy on corporate insolvency and turnaround remains to be seen but is expected to be

significant and far-reaching.

Itappearsthatthetsunamiofinsolvenciesthat corporate Australia has been bracing foris upon us, with externaladministrations up
65% on the previousyear (for the period July 2022 - May 2023). As Australia’s largest creditor and, according to creditor reporting
bureau CreditorWatch, responsible for the greatest number of company windups prior to the pandemicin 2019, the ATO can fairly be
described asaninfluential, if not dominant, playerin the restructuringand turnaround space and in corporate Australia more broadly.

The ATO’sinfluence ontheinsolvency landscape

The ATO’s response to the COVID-19 pandemic demonstrates the
influence of Australia’s tax office in shaping the country’s
corporate landscape.

+ As part of the Federal Government’s plan to assist companies
during the pandemic, the ATO largely deferred debt collection
for two years, and initiated only three corporate windups
between 1 July 2020 and 31 March 2021. This resulted in its
collectable debt rising to $38.5 billion for the FY20/21.

+ The ATO also managed a range of support and stimulus
measures, including the critical “JobKeeper” program. The
outcome, which is primarily attributable to the ATO’s actions,
was a nearly 50% reduction in insolvency appointments
compared to pre-pandemic levels. In simple terms,
approximately half of the companies that would have likely
faced collapse without the ATQO’s intervention and initiatives
during the pandemic were arguably able to stay afloat.

In May 2022, the ATO confirmed the revival of its debt recovery
activitiesand the adoption of a more assertive approach, including
garnishees, recovery of director penalties, disclosure of business
taxdebts,and legal actionsincluding summons, creditors petition,
wind-up and insolvency action. It should come asno surprise that

10

theresumption of the ATO’s debt recovery efforts thisyear has
coincided with asurge in externaladministrations. CreditorWatch
hasreported areboundindebtcollectionsto levels seen before the
pandemic, with external administrationsrising by 46%in FY 21/22.

AsatAugust2022,the ATO reportedissuing 120 Director Penalty
Notices (DPN) per day, with that numberexpected toincrease. A
DPN allows the ATO to pursue directors personally for a penalty
equaltothevalue ofacompany’s outstanding superannuation,
PAYG withholding and GST obligations, which effectively pierces
the corporateveilthat protects directors from personal liability.
Anecdotally, the receipt of a DPN will compel a board of directors to
take proactive action to avoid personal liability, including seeking
legal adviceto assesstherisk ofinsolventtrading, devising
contingency plans and exploring the protective measures provided
by the safe harbour provisions.

TheATO tself has acknowledged itsinfluence on Australia’s
insolvency landscape. At The Tax Institute Tax Summit on 20
October2022, Second Commissioner Jeremy Hirschhorn said that:

“Many stakeholders have also made clearto us [the ATO] the
system-wide role thatthe ATO has in helping struggling businesses
understandthat they should move to finalisation of the business
ratherthan struggle on as Zzombie businesses’.

GTLAW.COM.AU
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Lookingto the future: ATO’s new digital strategy

Withits recently announced planto create “afuture where taxjust
happens”,the ATO may transcenditsroleasaninfluencerand
becomeatrueagentofchange, alteringthe corporate landscapein
Australiaaswe know it.

While the full details of the plan have notyet been disclosed,
ATO Commissioner Chris Jordanrevealed that the ATO’s
executive group had “endorsed a new digital strategy” coined
“Tax3.0”, which would see the ATO become a “fully digitalised
tax office by 2030”. Described asthe ATO’s “North Star”, the
digitalisation strategy aims to automate reporting, payment
and real-time compliance checks which are to coincide with the
taxable event. Commissioner Jordan foreshadowed the
possibility of a “BAS-free future”!

Theimplications of a fully digitalised tax office for the corporate
insolvency space mightinclude the following.

Loss of #1 creditor ranking

If paymentsto the ATO happen automatically, the ATO may loseits
position asAustralia’s largest creditor. While thisis an unenviable
title, holdingthe prime position comes with power. Forexample,
duringavoluntary administration, the fate of acompanyis decided
by a majority of creditorsvotingin both value and number. If the
ATOisthelargest creditor by value,itis essential thatthe ATO
supportsanyrestructure (including by way of DOCA) proposal to
sellorrecapitalise acompany) in order foritto be successful. While
the Commissioner has confirmed that the ATO will generally
endorse DOCA proposals which have no adverse features and
would resultinagreaterand moretimely recovery than would be
achievedinaliquidation,itisalso lesslikely to support certain
DOCAterms,includingnon-cashitems (egsharesorother
property) being offered to creditorsand in some cases, the use of a
creditors’ trust.

Onlytime willtellwhetherthe ATO’s proposed digitalisation
strategy will leadto adecreaseinitsinfluence on DOCAtermsand
onvoluntary administrations more generally, creatingan
opportunity fornewinfluential creditorsto emerge.

G' ‘ GTLAW.COM.AU

Fosteringearly action

Many distressed businesses delay or fail to pay tax to continue
tradingand stay afloat. The automation of paymentsto the ATO will
make it more challengingfor struggling businesses to maintain the
cashflow necessaryto continue trading.

Oneofthebiggest challengesto businessrecovery and turnaround
isacrippling leverage ratiowhich cannot be tackled through a
restructure. If companies are prevented fromaccruing significant
amounts of debt (at least to the ATO), and if directors are prompted
toaddress cashflowissuesintheircompany atan earlier stage, the
outcomes may be more positive.

Alternatively, the forced cash payment of tax debts to the ATO may
push distressed businessesinto externaladministration rather
than continuingto trade and survive by accruing tax debts (and
therebyincurringmoredebtsinthe process).

Reductionindirector liability

Automation of tax payments may also reduce the number of DPNs
issued by the ATO. Iftaxis automatically remitted to the ATO, there
will be no outstanding debt for which directors can be held
personally liable underthe DPN regime providing of course thata
company has sufficient funds to make the automatic payments.
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Unfair preference claims: “The computer did it”

Unfair preference claims allow liquidators to claw back certain
transactions which have resultedin an unsecured creditor receiving
agreateramountfromaninsolventcompany thanitwouldifthat
company waswound up.

TheATOisthe most common defendant to statutory “unfair
preference” claims brought by company liquidators. In part, thisis
becausethe ATOisan attractive counterpartyto litigation:itis
solventand hasmodellitigantobligations.

The most common defence to an unfair preference claimis the “good
faith” defence. Underthis defence, a creditorarguesthat:

+ they were party to the transaction in good faith;

+ atthetime of the transaction:

Key takeaways

Itisunclear howthe ATO’s digitalisation strategy will fit with
broader reforms the industry may undergo, particularly with
respecttothe preference regime which may resultfrom the
recentinquiry by the Federal Government’s Parliamentary

Joint Committee on Corporationsand Financial Servicesinto
corporateinsolvencyin Australia.

We are certain, however, that the ATO will continue to have
asizeable and farreachingimpactoninsolvenciesand
restructuringsin Australia, and thatits policy and strategy
will continue to influence decision makersin theinsolvency
space and determine the outcomes of external
administrationsand turnarounds.

- they did not have reasonable grounds for suspecting the
company was insolvent or would become insolvent; and

- areasonable person in the creditor’s circumstances
would also have had no such grounds for suspecting the
company’s insolvency.

Itis conceivablethat the ATO’s digitalisation strategy may bolsterthe
ATO’s use of the “good faith” defence to an unfair preference claim.
forinstance, the ATO may seek to deny havingthe requisite
knowledge of a company’sinsolvency, having outsourced its debt
collectionto digitisation. Todo so, the ATO would need to argue that
a“reasonable person”inthe ATO’s circumstancesis one with fully
digitalised systems.

The Federal Court of Australia has previously considered tlg impact
of ATO automationin the case of Pintarich vDCT (2018) 262 FCR41,
whereitfoundthatataxpayerremained liable forinterest chargeson
ataxliability despite receivinga computer-generated letterfrom the
Deputy Commissioner of Taxation purportedlywaiving the general
interest charges (GIC). The Court held that the ATO did not make a
decision toremitthe GICbecause adecision required a mental
processto reach a conclusion. Perhaps when faced with an unfair
preference claim, the ATOwill seek to argue that knowledge, like a
decision, also requires amental process whichis not presentin
computer generation. -
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TAKE CARE: THE STYMYING EFFECT OF WHITELISTS IN AN ERAOF HIGHER

RESTRUCTURING ACTIVITY

What you need to know:

+ Loan documentation imposing significant restrictions on lenders’ ability to transfer or exit loans, including through the use of
whitelists, can hinder effective restructuring efforts as credit conditions worsen and more loans become distressed.

+ Astight credit conditions endure, lenders should consider renegotiating transferability restrictions (including whitelists) to allow

for more flexibility in restructuring efforts and mitigate risks.

+ The GenesisCare case serves as a reminder of the restructuring challenges that can be associated with whitelists in debt

documentation.

Restrictive whitelistsin debt documentation, a post-2008 trend, may be hampering restructuring efforts when they are needed most.

Hasthetime cometorethink how they are used?

Therise of whitelists

Benign market conditions post-GFC and pre-COVID saw significant
growthinrestrictionsinloan documentation, including whitelists,
onlenders’ ability to transfer or exit out of loans held by them. As
credit conditions have worsened and are forecast to continue doing
so, whitelists may be hampering effective restructuring efforts
when deeperrestructuring may be needed most.

Whitelists: whatand why

Whitelistsin debt documentation are lists of preapproved lenders
orclasses of lenders with whom existing lenders must trade their
debttoexitaloan,unlessthelenderhasobtained prior borrower
consent. Generally, the permitted transferees are par lenders who,
intheeventofadebtrestructuring, are perceived asfriendly and
unlikely to take control of the borrower. Additional language in
whitelists may bar lenders from transferring their debt to ‘loan-to-
own’ funds. Their United States equivalent, ‘blacklists’, prohibit
transfersto certain lenders or classes of lenders, generally
distressedinvestorsand funds.

Whitelists will often be accompanied by enhanced borrower consent
rights, whereby prior borrower consentto atransferwillonlyfall
away whenthere hasbeen a paymentdefault orinsolvency event.
Transferrestrictions may also extend toinclude sub-participations,
sothatlenderscannotexitand reducetheirexposure evenifthey
remain lenderofrecord.

Thedesign of restrictions like whitelistsis to focus par lenderson
short-term ‘amend and extend’ and other light-touch solutions
when loansbecomeimpaired. They also work to prevent distressed
funds from buyingup debt at deeply discounted prices and seizing
controlof adistressed companyinthe event of arestructuring.

G' ‘ GTLAW.COM.AU

Whitelists and othertransfer restrictions featuringin loans have
grown exponentially since 2008. They have also become more and
more restrictive. According to Reorg Debt, 66% of loans sold in 2019
inthe European leveraged finance market featured restrictionson
salestodistressed funds,compared to 29%in 2017 and fewer than
10%in 2015. While we were unable to obtain current statistics for
the APACregion, we assume asimilartrend may be occurring.

Whenthese loans becomedistressed, lenders will generally have
two exitsavailable:

+ wait for a material default, in which case a whitelist will cease
to apply (although, by this time, the expected recovery by the
exiting lender will have dropped dramatically); or

+ wait for a financial covenant breach.

Yet financial covenants - and the early warning system they give
lenders of potential borrower liquidity issues - have also been
gradually eroded inasimultaneous post-2008 trend towards
‘cov-lite’ debt documentation. In their 2022 European Leveraged
Loans Market Wrap, Reorg noted the big question going forward is
whetherinvestorswill startto undoinnovations like whitelists
and blacklists:

“The big questionin this area is whether investors will seek to roll
back innovations that have become more commonplace. The
absolute prohibition on transfers to distressed investors, for
instance, which are commonly prohibited unless a material (i.e.
non-paymentorinsolvency) event of default is continuing, could
berolled back by easing of the fallaway to any event of default
(ratherthan a material event of default) or by the removal of this
absolute prohibition entirely.”

Whitelists, designed to preserve control of a distressed
borrower by keeping distressed debt funds away, may be
creatingdistortionsinan eraof prolonged tight credit when
more than short-term, ‘amend and extend’ solutions are
needed. By restricting potential distressed debt buyers,
whitelists are making debt trading harder, leaving lenders
unable to exit deteriorating instruments and inhibiting deeper,
longer-term restructuring.



GenesisCare

On1June2023,GenesisCare,anAustralian-based privately held
cancer care provider, entered Chapter 11 bankruptcyinthe USas
partofabroaderrestructure of its businessand operations. This
followed an aggressive debt-laden expansion planinthe US,
includingthe acquisition of 21st Century Oncology in late 2019,
and subsequentearnings slumpin2022.

Inastatementon 1June, GenesisCare saidithad secured
commitments from some existing lenders for US$200 millionin
restructuring funding via a super-priority, debtor-in-possession
term loan facility. The facility would fund GenesisCare’s
bankruptcy andits planto splitoffits US operations fromits
rest-of-world operations, includingin Australia.

GenesisCareisacautionarytale of the distortions that restrictive
whitelists can createin the pricingand restructuring of loans. They
make thetrading of these loans more difficult, locking out potential
investorsatatime of distressand inhibiting turnaround
opportunities. By Apriland May this year, GenesisCare’s loans were
trading between 15 centsand 30 centsinthedollar. At least one of
thoseloans-aEUR500 million loan-contained arestrictive
whitelist that excluded early interest from potentialinvestors,
including distressed debt funds. The judge overseeing the
bankruptcy hassince described the debtor-in-possession facility,
made availableto GenesisCare following the Chapter 11filing, as
“incredibly expensive money”, before approvingiton 13 June 2023.

Itleadstothe question: Ifrestrictions like whitelists had notbeenin
play, could GenesisCare’slenders have exited earlierand traded
theirdebttoinvestors better positioned toimplementa less formal
and less expensive turnaround than Chapter 11 bankruptcy?

What should happen next?

The example of GenesisCareis atimely reminder for lenders
to consider potential restructuring options when
negotiating new or existing loan facilities. Tight credit
conditions have been prolonged and are forecast to remain
forsometimeyet. Onthe one hand, this meansagreater
proportion of loans might start to enter distressed territory,
ifthey have notalready. Onthe otherhand,itisan
opportunity for lendersto begin thinking about
renegotiating common restrictions on transferability in
existing debtinstruments, before the merry-go-round of
‘amend and extend’ discussions with borrowers comes
around again. Inthisrespect, consideration should be given
tolooseningtransferrestrictions like whitelists so they do
not poserisksto syndicate financiersin the futurewho, in
times of distress, mustturntorestructuring.
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CRYPTOCURRENCY EXCHANGES: HOW COLLAPSES POSE NOVEL

CHALLENGES

Whatyou need to know:

Cryptocurrencies have experienced explosive growth and are now traded on centralised cryptocurrency exchanges, increasing

market centralisation.

The centralisation of cryptocurrency exchanges introduces greater risk, as these exchanges can become distressed and fail.

Lenders and financiers of cryptocurrency investors may mitigate risk by securing crypto assets held by borrowers, and investors
may improve their returns by carefully selecting exchanges with favourable terms.

The cryptocurrency landscape is still largely unexplored, and participants should proceed cautiously.

The pastyear has seen numerous high-profile collapsesin the cryptocurrency trading universe: an exchange (FTX), a hedge fund (Three
Arrows Capital), lenders (BlockFiand Celsius) and a broker (Voyager). Rapid growth, high asset volatility and limited regulatory
constraint each contributed to a frenzy of crypto-related insolvency activity.

Atthe sametime, an estimated 99% of cryptocurrency trading occurs on centralised exchanges (like FTX) where investors exchange
real currency for cryptocurrencies. In a volatile environment, investors, their lenders, insolvency practitioners and other crypto
stakeholders should be aware of the unique challenges that come with cryptocurrency exchange collapses. In this article, we discuss

some of those challenges.

What are cryptocurrencies?

Cryptocurrencies are digital assets which can be transferred and
used withoutanintermediary and whoseissuanceis notunder the
control of any central administrating authority. While a
cryptocurrency hasan equivalent notionalvalueinreal currencies,
such astheAustraliandollar,and can be exchanged back-and-forth
on cryptocurrency exchanges for real currency, it has no central
monitoring oroversight. Cryptocurrencies are stored in digital
walletsthatinvolve the generation of a public key (which servesto
encryptthe cryptocurrency) and a private key (which allows the
holderofthedigital wallet to decryptthe cryptocurrency).

In practice, mostinvestors participatein the cryptocurrency
universe by way of cryptocurrency exchanges like CoinSpot,
Swyftx, Coinbase and eToro. Astandard cryptocurrency exchange
isacentralised platform on which users can trade
cryptocurrencies based on spot prices. Like the ASX, an exchange
actsasanintermediary between buyerand seller,and generally
chargesfeesfortrades. Testimonyina2018 US Senate hearin
estimated 99% of all cryptocurrency trades occuron
cryptocurrency exchanges.

Thevast majority ofinvestors using cryptocurrency exchanges
choose (orarerequired by the exchange) to keep their
cryptocurrenciesin accounts with exchanges which retain control of
the private keys required to transferinvestors’ crypto assets.
Exchanges may describe thisarrangement as the provision of ‘wallet
services’totheirusers. Forexample, Swyftx’s Terms of Use state:

“While your Crypto Assets remain on Swyftx’s Platform, Swyftx
has control of those Crypto Assets. To hold the private keys of
your Crypto Assets, you have the option of withdrawing those
Crypto Assets to your own wallet.”

Inthis way, users only ‘hold’ cryptocurrenciesin the sense that
their holdings are recorded by the exchange operator. But they do
not ‘possess’ the cryptocurrenciesinthe ordinary sense,asa
shareholder would possess shares on the ASX.



https://www.govinfo.gov/content/pkg/CHRG-115shrg34525/html/CHRG-115shrg34525.htm
https://swyftx.com/au/terms-of-use/

Implications of using cryptocurrency exchanges

How cryptocurrency exchanges hold cryptocurrencies on behalf
of their users becomessignificant when considering:

+ whether security can be taken over cryptocurrencies
purchased by investors; and

+ how cryptocurrencies are to be treated when an exchange
becomes insolvent.

Wediscusstheseissuesfurtherbelow.
Taking security over cryptocurrenciesin Australia

Therelevantlaw governing security interestsin property otherthan
land -ie ‘personal property’ -isthe PPSA. In addition to creatinga
framework that regulates the validity and priority of security
interestsin personal property, the PPSAalso establishes the
Personal Property Securities Register (PPSR) as a public register of
thoseinterests.

Underthe PPSA, asecurityinterestin personal property will only be
effective (by being ‘perfected’) ifthe party thatis taking the security
(secured party) has possession or control of the personal property,
orhasregistereditsinterestinthe property onthe PPSR. Inthe
contextof crypto assets,asecured party may be alender, in
circumstances whereaborrower hasused borrowings to acquire
cryptocurrency onan exchange. Given the typical exchange ‘holds’
crypto assetsforusers by providing a platform for trading, butin
reality, possessesthe crypto assetsitselfinits own wallet(s), a
secured party willinalmost all cases never have possession or
control ofthe cryptocurrency, atleast in the sense required by the
PPSA.Registration of theinterestin the cryptocurrency held by the
secured party onthe PPSRistherefore necessary.

Inregisteringaninterest, definitionalissuesalso arise when it
comestofiguring out what ‘collateral class’ cryptocurrency falls
within. It may be ‘financial property’,inthe senseitis ‘currency’ or
an ‘investmentinstrument’, although we have already discussed
how cryptocurrencies differ from fiat or real currencies.
Otherwise, it may simply be ‘intangible property’, although this
classexpressly excludes ‘financial property’, so misclassification
asintangible property could render the registration ineffective.
The bestoptionforasecured party may be toregister their
interestin ‘all present and after-acquired property’ of the
cryptocurrency investor, a catch-all classification, with
exceptions covering the classes of personal property notintended
to be covered by the registration.

The laboriousness apparentinthe above analysis and registration
process reflects the theoretical challengesthat crypto assets
poseto established legal frameworks, like the PPSR, and the
principles underpinning them. Judicial guidance in Australiais
also lacking: only the question of whether ‘cryptocurrency mining
equipment’ could be the subject of a PPSR-registrable bailment
hasreachedthebench of an Australian superior court (which
declined to considerit; see Yimiao Australia Pty Ltd v Cyber
Intelligence Tech Pty L td [2023] VSCA 21). We await further
developmentsin thisspace.
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Issuesrelating to cryptocurrency exchangesininsolvency

Given the majority of everyday interactions with crypto assetsoccurs
through crypto exchanges, how crypto assetswould betreatedifan
exchange weretobecomeinsolventalso raises novel questions.

Thetermsand conditions of the cryptocurrency exchange are
paramount

The answersto those questions depend heavily on the termsand
conditions of the particular exchange, usually found inits user
agreementortermsof use. Where the exchange termsindicate the
exchange holdsthe crypto assets ontrust forauser, forexample,
itismore likely that the user could be said to have proprietary
rightsinthe assets. There may be provisions expressly stating that
the assetsare held ontrust on behalf of users, or provisions
indicating a custodial arrangement between exchange and user
with the user ultimately having ownership.

Alternatively, thetermsand conditions may indicate the exchangeis
holdingthe crypto assetsitself - forexample, by offeringits own
walletsto usersinrespect of which only the exchange hasthe private
keys-andisofferingexchanges between userswho alluse the same
‘walletservices’. Inthis case, the user will likely only have contractual
rightsagainstthe exchangeinrelationtothecryptoassets.

Thedistinctionissignificant. If the user has proprietary rightsin
the crypto assets, inthe event ofinsolvency of the exchange, the
userwill have priority in relation to those assets over the general
body of unsecured creditors. If the user only has contractual
rights, they will be treated as an unsecured creditor of the
exchange without priority in relation to the crypto assets.
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The case of Cryptopia Limited

inlig) [2020] NZHC 728 (Cryptopia), for example, Cryptopia
Limited was an exchange thatenabled customersto trade cryptocurrenciesamong
themselves, but which exclusively held the private keys to the wallets containing
those crypto assets. Cryptopia had entered into liquidation.

The New Zealand High Court was asked to consider the identity and proprietary
character of cryptocurrencies. Finding cryptocurrencies were a form of ‘property’,
the Courtthen considered whether the crypto assets were held on trust by the
exchange on behalf of its investors, where the investors could be said to have a
proprietaryinterestinthe cryptocurrencies.

Although the Court found that Cryptopia exercised effective control over the coins
inusers’walletsand had commingled those coins with its own assets, it also found
thattheterms and conditions of the exchange gaverise to an expresstrust. The
language throughout the terms and conditions was consistent with the users
being beneficial owners of the coins. As aresult, the Court held that the users were
entitled to the return of their coins rather than a distribution along with the other
unsecured creditors of the exchange.

In Australia, the Federal Treasury, inits consultation paperon crypto exchanges,
has proposed the application of mandatory obligations on crypto exchanges that
maintain custody of crypto assets on behalf of users, including obligations to hold
assetsontrustforusersand appropriately segregating users’ assets. At time of
writing, however, the questions raised in Cryptopia have not been judicially tested
inAustraliaand areyetto beresolved, even preliminarily.
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Key takeaways

While cryptocurrenciesin their true form offer
anonymity and decentralisation, their
explosive growth asanew class of investment
traded on cryptocurrency exchanges has
created amarketthatisin fact highly
centralised. With greater centralisation
comes greaterriskinthe event
cryptocurrency exchangesbecome
distressed and ultimately fail.

Lenders and financiers of cryptocurrency
investors may seek to limit risk by taking
security over crypto assets acquired by
their borrowers. Returns to investorsin the
event of an exchange insolvency may also
beimproved where investors take the time
to choose the exchange with the most
favourable terms and conditions governing
how they hold crypto assets. But much of
the cryptocurrency territory remains
uncharted and participants exploringitdo
so attheir peril.
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JUDICIAL INSIGHTS

In this Part of the 2023 edition of R+l In Brief, we delve into significant judicial developments relating to insolvency law, including:

+ how the Court can cure defects in the appointment of an + whether creditors are entitled to a right of set off against a
administrator, if there are governance concerns including that liquidator’s claim to recover an unfair preference, and whether
a board isinquorate; liquidators can apply the ‘peak indebtedness rule’ when

+ the powers and duties of the last director left standing, in assessing unfair preference claims;
circumstances where all the other directors have resigned due ~ + the Court’s attitude to late applications made by insolvency
to the company’s financial distress; practitioners for routine matters; and

+ how the Court can validate an administrator’s + arecent decision of the UK Supreme Court establishing the
appointment, importantly securing their remuneration and ‘creditors’ interest duty’ (or the West Mercia rule), which is
disbursements; likely to influence Australian courts going forward.

IN CASE OF EMERGENCY: USING EMERGENCY POWER PROVISIONS TO
APPOINT AN ADMINISTRATOR

What you need to know:

+ Financially distressed companies often face challenges associated with corporate governance, including director
resignations, which can hinder directors’ ability to take swift actions in appointing an administrator.

+ Inan ‘emergency’, constitutions may include provisions that alter the process and composition of the board of directors
required for certain limited purposes.

+ Where the company constitution does not contain emergency power provisions, the Court may make orders to cure defects
in the appointment of an administrator.

When acompany becomes financially distressed, directors are often
required to act quickly and decisively. However, directors may at the
sametime find themselves held back by the requirements of the
CorporationsAct or their company constitution.

Whileitis not unusual for financially distressed companies to
grapple with matters of corporate governance, issues arise where
these matters affect the ability of directors to appointan
administrator or callinto question the validity of that
appointment. Critically, directors of financially distressed
companies may be unable to assemble the necessary
quorum to pass a resolution to appointan administrator.
Therisk of aboard becominginquorate is especially
real for directors of distressed companies in Australia,
given the tendency of directors to resign when a
company becomes financially stressed.



How can emergency powers assist?

Emergency powersin a company’s constitution can assist directors
torespond insituations of financial distress by temporarily relaxing
the proceduraland compositional requirements so that, for
example, a board resolution will not be invalid because the usual
quorum cannot be assembled.

Asthe long-forecasted economic downturnin Australia begins to
materialise, boards should consider whether their constitution
contains emergency power provisions or whether any
amendments are required to allow for greater flexibility in
responding to distress.

How does acompany ordinarily appointan administrator?

Section 436A of the Corporations Act provides thata company may
appointanadministrator if the board has resolved that:

+ in the opinion of the directors voting for the resolution, the
company is insolvent, or is likely to become insolvent at some
future time; and

+ an administrator of the company should be appointed.

Forthe appointmentto be valid and effective, the resolution under
section 436A will need to satisfy the requirements of:

+ the company’s constitution; or
+ inthe absence of a constitution, the Corporations Act.

Acompany’s constitution will usually set the “quorum” for a meeting
of directors, being the minimum number of directors that must be
present for aboard meeting to take place (and for aresolution to be
effective). Where a company has not adopted a constitution, orits
constitution does not address a particular aspect of its governance, it
will be governed by the ‘replaceable rules’ set outin the Corporations
Act. Thereplaceablerules provide that, unless the directors
determine otherwise, the quorum for a meeting of directorsis two.

Acompany’s constitution will also usually fix the minimum number
of directors the company must maintain. The Corporations Act
requires that:

+ aproprietary company must have at least one director who is
an Australian resident; and

+ apublic company must have at least three directors (excluding
alternate directors), of whom two must be Australian residents.

What’s therisk of insufficient directors?

Acompany may be unable to appointan administrator under section
436A of the Corporations Act (or theirappointment may be vulnerable
tochallenge) if, due to the resignation or flight of adirector:

+ aquorum cannot be gathered;

+ aquorum can be formed, but only one (or in the case of
a private company, none) of the directors are Australian
residents; or

+ inthe case of a public company, the number of directors falls
below three.
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Whatis an emergency power provision?

Some company constitutionsinclude provisions that alter the
composition of the board of directors and its processes in certain
limited circumstances. The purposes for which these provisions
are enlivened oftenincludes responding to a situation of
“emergency”.

Examplesinclude:

+ aprovision that allows a single director to act on behalf of the
company; and

+ aprovision that allows the remaining directors to act even if
the number of directors (or Australian resident directors) falls
below the minimum number fixed in the constitution.

Animportantadvantage of emergency power provisions is that
the appointment of an administrator may still be valid if it meets
the requirements of the company’s constitution, despite the
number of directors of the company falling below the minimum
number of directors (or Australian resident directors) required by
the Corporations Act.

What constitutes an emergency?

Itis well established thatitisan “emergency” for the purposes of
an emergency power provision in acompany’s constitution if the
level of financial distress of the company is expected to resultin
insolvency. In Re HPI Australia Pty L td [2008] NSWSC 1106, Barrett
Jheld:

“lam satisfied that a company faced with a need to take action
to appoint administrators because ofinsolvency or expected
insolvency should be regarded as facing a situation of
“emergency”. Such a situation is one calling forimmediate and
decisive action in the interests of creditors in order that
exposure to danger may be addressed. It is within the ordinarily

» 2

accepted concept of “emergency”.
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Whatif acompany constitution does not contain emergency
power provisions?

If the company’s constitution does not contain emergency power
provisions, administrators or hamstrung directors may need to
seek an order from the Court under sections 447A or 1322(4) of
the Corporations Act which cures the defectsin the appointment
of an administrator:

+ Section 447A of the Corporations Act empowers the Court to

make such orders as it thinks appropriate about the operation
of Part 5.3A of the Corporations Act in relation to a particular
company.

+ Section 1322(4) of the Corporations Act provides that the Court
may order that any act purporting to have been taken under the
Corporations Act is not invalid by reason of a contravention of the

Corporations Act or a provision of the company’s constitution.

The Courts have tended to prefer section 447A as the source of
power for these orders, due to the wide discretion it confers. In
Hayes vDoran (No 2) [2012] WASC 486, Martin J summarised the

20

relevant factors to be considered in relation to the exercise of the
power conferred by section 447A, including:

+ whether the purposes of Part 5.3A would be best served by the
making of an order;

+ whether substantial injustice would be caused by effectively
validating an otherwise invalid appointment; and

+ the position of the company at the time the order is made and
what is best for the company in the future.

The utility of this provision was recently demonstrated in Hutton, in the
matter of Big Village Australia Pty Ltd (Administrators Appointed) [2023]
FECA48.Inthat case, the administrators sought orders under section
447Atodispelany uncertainty about the validity of theirappointment
given all but one of the company’s directors had resigned prior to their
appointment. This caseis furtherdiscussed in the nextarticle.

Gilbert + Tobin acted for the administrators of Big Village Australia
Pty Ltd in Hutton, in the Matter of Big Village Australia Pty Ltd
(Administrators Appointed) [2023] FCA 48.
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THE “LAST DIRECTOR RULE”: CONSIDERED BY THE COURT FOR THE

FIRST TIME

What you need to know:

+ The legislative provision preventing a company from being abandoned by its directors without leaving at least one director in

place has received substantial judicial consideration.

+ The Federal Court of Australia has ruled that a director’s resignation would be ineffective if it left the company without a
director, regardless of any provisions in the company’s constitution.

+ Directors affected must continue to fulfill their duties and exercise their powers, including passing resolutions in accordance

with the company’s constitution, despite attempting to resign.

Along with other reforms designed to preventillegal phoenixing
activity, the Federal Government passed the Treasury Laws
Amendment (Combating lllegal Phoenixing) Act 2020 (Cth) in 2020.
Theamendment cameinto effecton 18 February 2021 andinserted
section203ABinto the Corporations Act. Section 203AB preventsa
company frombeingabandoned by itsdirectorsand left withouta
board by providing that the resignation does not take effectif, at the
end of the day on which the resignation takes effect, the company

doesnothaveatleastonedirector (unlesstheresignation is to take
effectafterthe winding up of the company has begun).

Section203AB had not been the subject of substantial judicial

consideration untilthe February 2023 decisionin Hutton, inthe

matterof Big Village Australia Pty Ltd (Administrators Appointed)
2023] FCA48 (Big Village Australia).

The Big Village Australia decision

In Big Village Australia, the administrators sought orders under
section 447A of the Corporations Act to dispel any uncertainty
aboutthevalidity of theirappointmentasjointand several
voluntary administrators of the company. Inthe months prior to
theirappointment, all but one of the company’s directors had
resigned and the administrators were appointed by resolution of

the lastremainingdirector. The uncertainty regarding the validity
oftheirappointmentarose fromtwoissues:

+ the last remaining director was a resident of New York, leaving
the company in breach of section 201A of the Corporations
Act, which requires a proprietary company to have at least one
director that ordinarily resides in Australia; and

+ prior to passing the resolution to appoint the administrators,
the last remaining director resigned in accordance with the
company’s constitution, leaving the position of director vacant.
However, the director later satisfied herself that her resignation
was ineffective under section 203AB of the Corporations Act.
The director proceeded to pass the necessary resolutions to
affect the appointment of the administrators.

Anderson J of the Federal Courtapplied section 203ABin aclear
and common sense fashion. He gave orders that Part 5.3A of the
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CorporationsAct must operate as though the administrators were
validly appointed asjointand severaladministrators of the
company. Relevantly, hisHonour held:

“Section 203AB/...] does not appear to have been the subject of
Jjudicial consideration. However, its terms are clear. It prevents a
resignation taking effectifthat resignation would leave the
company without a director. In the present case, it operated to
prevent Ms Kracht’s resignation taking effecton 13 January
2023. That meant that, notwithstanding cl11.5(c) of the
Company’s constitution, which provides that “the office ofa
Director becomes vacantifthe Director ... resigns as Director by
giving written notice of resignation to the Company ...”, she
remained the director at the time she passed the Resolutions.
Ms Kracht relied on the assumption that the legislation had that
effect at the time she passed the Resolutions.”

Key takeaways for directors

The Courtimparted someimportantlessonsfordirectors,
especially soledirectors, of companiesfacingdistress,including:

+ section 203AB of the Corporations Act will apply
notwithstanding any inconsistent provisionin a
company’s constitution;

+ adirector who has attempted to resign, but whose
resignation has been rendered ineffective by section
203AB, can continue to exercise the powers of a director,
including the power to pass resolutions in accordance
with the company’s constitution; and

+ having been prevented from resigning, the director
will remain subject to the full suite of directors’ duties,
including the duty to act in the best interests of the
company.

Gilbert+Tobin acted for the administrators in Hutton, in the matter
of Big Village Australia Pty Ltd (Administrators Appointed) [2023]
FCA48.
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NAVIGATING COMPLEX VOLUNTARY ADMINISTRATION APPOINTMENTS:

THE POWER OF THE COURT

Whatyou need to know:

Courts have the power to cure defects in the appointment of an administrator, enabling appointments to be validated in

circumstances of inquorate board meetings and failures to meet notice requirements.

Administrators have a strong incentive to seek validation orders to protect their right to recoup remuneration and expenses and

maintain their indemnity and lien rights.

Failure to obtain validation orders can jeopardise these rights and call into question the binding nature of administrators’

actions on behalf of the company.

Asdiscussed throughout this Part, thereisample precedent
where courts have made orders under sections 447A or 1322(4) of
the CorporationsActto cure defectsinanappointment ofan
administrator. Circumstances warranting the exercise of this
powerinclude where:

+ the resolution to appoint administrators was passed at an
inquorate board meeting (Re Australian Art Investment Pty Ltd

[2012] VSC 18);

+ notice requirements for the board meeting convened to
appoint administrators were not met (Re Foodora Australia Pty

Ltd [2018] NSWSC 1426); and

+ the last director of a company purported to resign prior to
appointing administrators (Hutton, in the matter of Big Village
Australia Pty Ltd (Administrators Appointed) [2023] FCA 48).

Theincentive foran administratorto seek validation ordersis
obvious. Aside from being dutybound to take reasonable steps to
satisfy themselves of the validity of theirappointment on the face of
theappointmentdocuments, the doubt cast overtheirrightto
recouptheirremuneration and expenses, should theirappointment
bedeemedinvalid,isenoughtosend mostadministratorstocourt:
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Specifically, aninvalid appointment puts at riskan administrator’s
right of indemnity under section 443D of the Corporations Act for
remuneration and debtsincurred, aswellasthe corresponding
lien provided by section 443F of the Corporations Act over the
assets of the company to secure that right ofindemnity.

Given the potential exposure to administrators, the validity of an
administrator’s appointmentis anissue which is usually
promptly resolved by the Court on application by an
administrator.

However, what happensif the Courtis unwilling or unable to
grantvalidity orders when sought by an administrator? Aside
from potentially jeopardising the administrator’s right to
payment of their remuneration and expenses from the assets of
the company, a subsequentfinding of invalidity may also have
wider-reaching effects, including calling into question the
binding nature of steps taken by the administratoron behalf of
the company during the appointment (including in respect of
any transaction to which anadministrator has soughttobind the
company).
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The administration of the Adaman Group

While the above circumstance may berare, this was the situation
the administrators of gold miner Adaman Resources and six of its
subsidiaries (Adaman Group or the Group) found themselvesin
and which precipitated eight successive applications to the
Federal Court of Australia.

Shortly afterthe appointment of administratorsto the Adaman
Group, questions wereraised regarding the validity of their
appointment, which stemmed from:

+ thedirectors relying on an emergency power in the holding
company’s constitution to affect the appointment of the
administrators; and

+ aconsent requirement contained in a shareholders’ deed.

Banks-Smith Jmade ordersvalidatingthe administrators’
appointmentoverfive ofthe Adaman Group entities less than two
weeks afterthe administrators were appointed. However, her
Honourdeclined tovalidate theadministrators’ appointmentto the
two remaining Group entitiesatthattime. HerHonour’s reasoning
wasthataseparate oppression proceedinghad been commenced by
anaggrieved shareholderinrespectof these two companies which
raised,amongst otherthings, the bonafides of the appointment of
theadministratorstothoseentities.

Theunresolved question of validity created uncertainties forthe
administratorsin continuing with the appointment overthetwo
remaining Group entities, includingwhether:

+ actions taken by them in the administration on behalf of
the two remaining Group entities, including the entry into a
DOCA, would be valid and binding on those companies; and

+ the fees and disbursements incurred by the administrators
would be recoverable, in circumstances where they would
be relying on the right of indemnity and lien over the two
remaining Group entities’ assets under sections 443D and
443F of the Corporations Act, respectively.
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Courtassistance

Inlight of the ongoingvalidity concerns, the administrators sought
ordersfromthe Courtthroughoutthe administration processto
minimise their exposure and liability in continuing with the
appointmentoverthe two remaining Group entities.

Entryintothe DOCA

Theadministratorsapplied forand received ordersthat they were
justified and would be acting reasonably and properly by entering
intoand giving effectto the proposed DOCA. The administratorsalso
received orders under section 447A of the CorporationsAct that:

+ Part5.3A of the Corporations Act was to operate in relation to
the two remaining Group entities as if the administrators did
have the power to enter into the DOCA under sections 437A(1)
and 442A(c); and

+ entry into the DOCA would not be void for lack of authority.

Remuneration and disbursements

Priortothe Adaman Group administration, there was precedent for
invalidly appointed administrators and liquidatorsreceiving orders
entitlingthemto theirremuneration and expenses alreadyincurred
inan appointment after havingtheirappointment deemedinvalid
by the Court (seeforexample Re Warwick Keneally as administrator
of Australian Blue Mountain International Cultural & Tourist Group Pty
Ltd (administrator appointed) [2025] NSWSC 2037; Re Polat
Enterprises Pty Ltd (in lig) [2020] VSC 485). As recognised by
Banks-Smith J, the foundational basis of this reliefis restitutionon a
quantum meruit basis or that the work was of incontrovertible
benefit.

However, the Adaman Group administration was thefirst time that
acourtgranted prospectiverelief. In particular, the court, ordered
thatthe administrators were entitled to their reasonable costs and
remuneration,and aliento secure the same, irrespective of and
before any determination asto the validity of theirappointment.
Thisform of order provided the requisite comfort needed for the
administratorsto continue with the appointments.

As partofthe application, the administrators proposed aregime
thatin effectapplied Division 60 of Schedule 2 to the Corporations

Act (beingtheInsolvency Practice Schedule (Corporations) (IPS)),
requiring creditor or courtapproval for payment of their
remuneration, and (departing from the usual course) also
provided forthe same approval process for costs and expenses.
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Setting precedent, the Court granted orders giving prospective
relief, citing the following factorsin favour of the administrators:

+ the administrators continued to carry out all relevant tasks
relating to the administration of the Adaman Group and
had reported to the Court on a number of occasions as to
the work that was being undertaken;

+ the Adaman Group continued to trade through the
administrators’ efforts. That work was being undertaken
to maximise the possibility of a sale or restructure of
the Group and the value of the assets for the benefit of
creditors and to preserve employment prospects, in
furtherance of the objects of Part 5.3A;

+ it was appropriate that there be a measure of certainty
in respect of the administrator’s personal exposure in
undertaking that work; and

+ the orders proposed by the administrators advanced
the objects of Part 5.3A by giving the administrators
areasonable degree of certainty in the continued
performance of their functions and duties, while leaving
open the ability of interested parties to review their costs,
expenses and remuneration in due course.

Voluntary administration - an out of court process?

Although the voluntary administration processis traditionally
considered to primarily be an out of court process, with the Court
takingasupervisoryrole, the broad powers conferred on the
Courtare apowerful tool which can be utilised by administrators
toassisttheminthe performance of their duties, especially when
undertaking higher-riskand more complex appointments.

While Banks-Smith J ultimately made ordersvalidating the
administrators’ appointment overthe two remaining Group entities,
those orderswere only made some five months afterthe
administrators’initialappointment and only once the administration
had effectively runits course, with the Adaman Group undergoinga
restructureand recapitalisation througha DOCA. Intheface of
significant personal exposure, it was the ability to runthe Adaman
Group administration effectively under court supervision (consisting
of eight successive courtapplications), which enabled the
administratorsto continue with and finalise the appointment.

The prospectivereliefreceived for the administrators’
remuneration and disbursementsis justone example of the reach
of section 447A of the Corporations Act and section 90-15 of the
IPS. We will be keenly monitoring the development of case law in

thisarea, asinsolvency practitioners continue to turnto the Court
forassistance,and the boundaries of the facilitative provisionsin
the Corporations Actare tested.

Gilbert+Tobin acted for the administrators of the Adaman Group.
See Nipps (Administrator) vRemagen Lend ADA Pty Ltd, in the
matter of Adaman Resources Pty Ltd (Administrators Appointed)
[2021] FCA520 and the subsequent 7 decisions.
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LANDMARK INSOLVENCY CASES: RULINGS OF THE HIGH COURT

Whatyou need to know:
+ The High Court of Australia has recently clarified two key issues for insolvency practitioners: set off rights for creditors and the
‘peak indebtedness rule’ for unfair preference claims.

+ The Court ruled that the liabilities arising from unfair preference claims cannot be considered as mutual dealings for the purpose
of set-off, as they do not involve the same persons and lack mutuality of interest.

+ The Court also ruled that incorporating the ‘peak indebtedness rule’ in assessing unfair preference claims is not possible
because it would allow a liquidator to select a start date outside the prescribed period or prior to the insolvency date.

The High Court of Australia began its judicial calendarin February 2023 with a “bang” forinsolvency practitioners, handing down
two landmark decisions that put to rest two long-held questions:

+ whether creditors are entitled to a right of set off against a liquidator’s claim to recover an unfair preference; and

+ whether liquidators are entitled to apply the ‘peak indebtedness rule’ when assessing unfair preference claims.

Statutory set-off

Forsometime, it has beenunclearasto whetheradefendant,
faced with a liquidator’s claim to recover unfair preferences, is
entitled to invoke a right to set-off under section 553C of the
CorporationsAct.

Pursuantto section 553C,acompany’s creditors are entitled toa
right of set-off where there have been mutual credits, debts or
otherdealings between aninsolvent company thatis being

wound up and a creditor seeking to have adebt orclaim admitted
againstthatcompany.

The purpose of section 553Cis to ascertain what funds are
availablefordistribution to each of the company’s creditors.
Where aright of set-offis applicable, only the balance of the
accountisadmissible to proofagainst the company. Section
553C preventsacreditor of aninsolvent company whoisalsoa
debtor of that company being required to pay the fullamount of
the debt owed to the company while being entitled to receive only
aportion of the credit owed by the company.

The Courts have held that the following claims are capable of
being set-off:

+ liquidated damages;
+ unliquidated damages;
+ secured debts;

+ contingent debts; and
+ future debts

Section 553 creates a cut-off date for the determination of the
debtsand claimsthat can be proved in the winding up. In order for
debtsto be admissible to proof against the company, the rights of
both the company and the creditor must arise out of
circumstancesthatoccurred before the “relevant date”, whichis
definedin section 9 of the Corporations Act as the day on which
the winding up is taken to have commenced.
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Inorder fortheright of set-off to be available, the requisite mutuality must be established. In Gye v Mcintyre [1991] HCA 60, the High

Courtidentified three key aspects of mutuality, being:

+ the credits, debts or claims arising from other dealings must be between the same parties;

+ the benefit or burden of the credits, debts or claims must lie in the same interests - this means that each party must hold the
credit, debt or claim in the same capacity as that party is liable under the other claim; and

+ the credits, debts or claims arising from other dealings must be commensurable for the purposes of set-off - that is, they must

sound in money. However, they may also be contingent.

The Morton decision

In Metal Manufactures Pty Limited v Morton [2023] HCA 1, the High
Courthasdetermined thata liquidator’s claim to recover an unfair
preferenceisnotsubjecttoaright of set-offunder section 553C of
the CorporationsAct.

Metal Manufactures Pty Ltd was paid $50,000 and $140,000 by MJ
Woodman Electrical Contractors Pty Ltd (MJ Woodman), which
was subsequently placed into liquidation. The payments were
both made by MJ Woodman within the six-month, relation-back
period priortoitswindingup. MJ Woodman’s liquidator sought to
recover both payments from Metal Manufactures pursuant to
section 588FF(1)(a) of the Corporations Act on the basisthat each
was an unfair preference under section 588FA. However, Metal
Manufactures contended thatithad aright to set off its potential
liability to repay the alleged unfair preferences against a separate
debtowedtoit pursuanttosection553C.

Theissue was referred by the primary judge to the Full Federal
Court. The Full Courtunanimously held that set off undersection
553Cwasnotavailabletotheappellant because mutuality was
not met. In particular, the creditor’s debt arose from ‘historical
eventsintheordinary course of business’ while the creditor’s
obligation to pay the unfair preference paymentsarosefroma
courtorderobtained by the liquidatorin the exercise of their
statutory duties after the ‘relevant date’.

Metal Manufactures appealed the decision to the High Court by
specialleave, which unanimously held that any liability arising
from the Court makingan orderunder section 588FF(1)(a) in
relationtovoidable transactions was noteligible to be set off
againstthe debt owed to Metal Manufactures. The Court held that
section 553C(1) requires that the ‘mutual credits, mutual debtsor
other mutualdealings” be credits, debts ordealings arising from
circumstancesthat subsisted in some way or form before the
commencement of thewindingup’.
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Immediately before the commencement of the winding up, there
was nothingthat could be set offas between the appellantand MJ
Woodman. There was no mutuality of interest as required by
section 553C(1). This was because the company owed money to
theappellant, butthe appellant owed nothing to the company

immediately before the winding up commenced.
The Courtrelevantly held:

[47] It follows that the appellant could not identify a relevant
mutual dealing. Contrary to its contentions, neither the trade
transactions which were undischarged by MJ Woodman
during the relation-back period nor, for the reasons already
expressed, the discharged trade transactions (giving rise to
the liabilities of $50,000 and $140,000), together with the
liability which may arise under s 588FF(1)(a), were mutual
dealings. Section 553C(1), correctly construed, does not
address dealings which straddle the period before and after
the commencement of the winding up.

[50] ... under the statutory scheme of liquidation, any liability
arising from the making of an order by a court under s 588FF(1)(a)
cannot form part of the process for the identification of provable
debts and claims for the purposes of s 553, and thus cannot be the
subjectofavalid set-off against pre-existing amounts owed by
the company to the preferred creditor for the purposes of s 553C.

The Court concluded thatthere had been no dealing between the
same persons because, while the liability created undersection
588FF(1)(a) was owed to the company, itonly arose on the
application of the liquidatorand not MJ Woodmaniitself. Further,
there was no mutuality of interest because theamountthe
liquidator would recover from the unfair preference claim could
notbeseenasbeingforthe benefit of the liquidator. Rather, it was
tobemade available,amongst other things, for the making of
priority payments and for distribution to the company’s creditors
inaccordance with the paripassu principle.
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Whatisthe ‘peakindebtednessrule’?

Australianinsolvency practitioners
have previously applied the ‘peak
indebtednessrule’to calculate the
value of unfair preference claims
pursuantto section 588FA(3) of the
CorporationsAct. Liquidators, by
applyingthe peakindebtednessrule,
were able to maximise their

assessment of theamount capable of
recovery from a creditor by subtracting
the debt owed to the creditor fromthe
highest pointof theindebtedness
duringtherelevant period.

The peakindebtednessruleisbasedon
the “runningaccount” principle, being
thatthe payments madefroma
companytoacreditorare partofa
“continuing businessrelationship”
where the level of the company’s
indebtednessto that creditorincreases

and decreasesfromtimetotimeasa
result of the existence of that
relationship.
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The Badenoch decision

In Bryan v Badenoch Integrated Logging Pty Ltd [2023] HCA 2, the High Court unanimously
settled the question of when the ‘peakindebtedness rule’ may be used. Previously, the
FullFederal Courthad held liquidators could not use the rulein assessing unfair
preference claims. It found the peakindebtednessrule was notarulethatapplied under
the Corporations Act and that creditors ought to be provided with the benefit of earlier
dealings within a continuing businessrelationship when considering whether creditors
havereceived an unfair preference.

The High Court affirmed the view of the Full Federal Court. Akey focus of the Court’s
reasoning was the statutory context surrounding section 588FA(3). In short, the ‘peak
indebtednessrule’ cannotbe applied givenitsinconsistency with the broader clawback
regime forinsolvent companies contained in Part5.7B of the Corporations Act, including:

+ section 588FE(2) to (6B), which identify the circumstances when a transaction
is voidable. Relevantly, the transaction must have been entered into during the
time prescribed by the relevant subsection of the Corporations Act. That is, the
transaction must have been entered into during the 6 months (or, if the transaction
involves a related entity, the 4 years) ending on the “relation-back day” (the date the
liquidation begins or is deemed to have begun) or after the relation-back day but
before the day when the winding up actually began (section 588FE); and

+ section 588FC, which provides that an insolvent transaction is only an unfair preference
if, and only if, the transaction was entered into when the company was insolvent, or the
transaction had the effect of causing the company to become insolvent.

Theeffectoftheapplication of the ‘peakindebtedness rule’ would allow a liquidatorto select
astartingdate forthe “continuing businessrelationship” that was outside of the period
prescribed by section 588FE(2) to (6B) orastartdate that was priortotheinsolvency date. It
follows, the High Courtfound, thatincorporating the ‘peakindebtednessrule’is not possible.

While the High Courtaccepted that limiting the relevant period in this way might be
arbitrary, the effect of which might prevent the liquidator from maximising the potential
claw-backfrom creditors, it reflects a policy choice made by Parliament as to the
operation of section 588FA(3) of the CorporationsAct.
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INSOLVENCY PRACTITIONERS BEWARE: COURT DENIES APPLICATION TO

EXTEND CONVENING PERIOD

Whatyou need to know:

+ Routine applications by insolvency practitioners are not automatically approved and practitioners should be mindful to have
their “ducks in a row”, by developing a reasoned application before approaching the Court.

In applications to extend the period for convening the second meeting of creditors of a company in voluntary administration,
the onus is on the administrators to clearly demonstrate why an extension is sought and substantiate the duration of the

extension sought.

Practitioners should be aware of risks associated with bringing late applications including providing insufficient notice to

creditors and the importance of procedural fairness.

Australianinsolvency practitioners have long considered that
the Courtwilltake a liberal approach to granting an extension to
the period in which the second meeting of creditors must be
convened under section 439A(6) of the Corporations Act. Indeed,
thereisample case law where courts have granted extensions to
the convening period, with some extensions even being granted
“onthe papers”. Out of the 30 judgments published since the
beginning of 2022 in respect of applications made to the Federal
Courtunder section 439A(6), only one application hasresulted in
the Courtdeclining to extend the convening period.

The decision in Frisken, in the matter of Xpress Transport
Solutions Pty Ltd (Receivers and Managers Appointed)
(Administrator Appointed) [2023] FCA 448 (Frisken) provides
insolvency practitioners with a timely reminder that the Court
will not just “rubber stamp” an application to extend the
convening periodin all circumstances and will not exercise its
powers under section 439A(6) lightly.

Extensions to convening period

The Courts havejurisdiction to make orders providing foran
extension to the convening period under sections 439A(6) and
447A of the Corporations Act. When considering an extension
application, the Courts have recognised the need to balance
competing considerations that arise from:

the expectation that an administration will be conducted in a
relatively “speedy and summary” manner, typically between
25 and 30 business days (see for example Re Virgin Australia
Holdings Ltd (Admins Apptd) (No 2) [2020] FCA 717);

fulfilling the overall object of Part 5.3A of the Corporations
Act, as described in section 435A, to maximise the chances
of the company, or as much as possible of its business,
continuing in existence or achieving a better result for
creditors and shareholders than in an immediate winding up.
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Factorsrelevantto grantingan extension

In Re Riviera Group Pty Ltd (admin apptd) (recs and mgrs apptd)

2009] NSWSC 585, Austin J summarised the factors the Court
will take into account when deciding an application to extend
the conveningperiod. Theseinclude:

+ the size and scope of the business;

+ whether there are substantial offshore activities;

+ the complexity of the corporate group structure and
intercompany loans;

+ thetime needed to execute an orderly process for disposal of
assets;

+ the time needed for thorough assessment of a proposal for a
deed of company arrangement;

+ whether the extension will allow the sale of the business as a
going concern; and

+ more generally, whether additional time is likely to enhance
the return for unsecured creditors.

Section 439A(8) of the Corporations Act provides that, if the

application foran extensionis made after the convening period

begins, the Court may only grantan extension ifitis satisfied
doing sowould beinthebestinterests of the creditors.

The Frisken decision
Background

In Frisken, an application was brought by the administrator of six
related companiesforasection 439A(6) order to extend the
convening period for the second creditors’ meeting by around
sixmonths. Prior to the administrator’sappointment on 4 April
2023, receiversand managers had been appointed by the
companies’ secured creditor. The administrator did not,
however, apply to the Court foran extension until 9 May 2023.
Without the extension, the time to convene the meeting would
have expired on 11 May 2023.

Administrator’s application to extend convening period

Broadly, the administrator viewed that the extension was
required and would be intheinterests of the companies’
creditors where it would:

+ allow for the administration to be conducted in a thorough
and orderly fashion;
+ permit the receivership to continue, with a clearer position

likely to emerge as to the approach to be taken by the
receivers;

+ allow sufficient time for a DOCA to be proposed by the
companies’ director or a third party; and

+ allow for further investigations which were said to be
required in order properly to provide a complete report to
creditors on the future of the companies.
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No extension granted

The Federal Courtdismissed the application, citing the
following:

+ thedirector’s DOCA proposal was highly generalised and
unsupported by documentary evidence;

+ asix-month extension was a significant extension;

+ while not opposed to the application, the receivers viewed
that it was unclear whether the extension would benefit
creditors in circumstances where the businesses conducted
by the companies had been wound down and the DOCA
proposal was highly speculative.

The Courtwas also critical of how the application had been
brought, stating:

“To bring the application so late and on such short notice
unnecessarily and unfairly undermines the opportunity
afforded to stakeholders to seek to oppose the application
when they choose to do so. It deprives the Court of the benefit
ofa properly prepared and instructed contradictor when
approaching the balancing task itis required to undertake on

anapplication such as this.”

Key takeaways

Friskenisatimely reminderthatroutine applications by
administratorsare notsimply ‘rubber-stamped’ by courts.
Theonusisonadministrators to demonstrate an extension
oftimeto the convening periodis necessaryinthe
circumstances and will not prejudice creditors.

The Courtwas particularly critical of the lateness of the
applicationand the short notice given to creditors - two
days before the convening period was set to expire. While
extension applications are often lodged on an urgent basis,
courtsare notwilling to forgo procedural fairnessincluding
adequate notice of the application to creditors. Practically
speaking,administrators should leave some time between
acourthearingan extension application and the end of the
convening period so that, ifthe applicationis unsuccessful,
thereistimeto write and finalise theirreportto creditors.

29


https://jade.io/article/95395
https://jade.io/article/95395
https://jade.io/article/216652/section/1441

DISSECTING “CREDITORS’INTEREST DUTY”: LESSONS FROM THE UK

SUPREME COURT

What you need to know:

+ The UK Supreme Court has established the ‘creditors’ interest duty’, or the West Mercia rule for directors in the context of
insolvency. This requires directors to consider the interests of the company’s creditors where a company is insolvent or is

nearing insolvency.

+ Without officially recognising this duty, the Australian courts have accepted the underlying principles and commonly consider
company decisions by superior UK courts as persuasive in their decision-making process.

InBTI2014LLC v Sequana SA[2022] UKSC 25 (Sequana), the UK
Supreme Court held that, in the context of insolvency, directors
owe anobligationto consider the interests of the creditors of a

company. Thisis known as the ‘creditors’ interest duty’, or the
West Mercia rule.

Many of the underlying principlesin Sequana have been
acceptedin Australian courts (and were, in fact, derived from
those courts’ decisions), but no authority has recognised the
dutyin Australia. However, Australian courts generally regard
company law decisions by superior UK courts as persuasive. The
decisionistherefore likely to influence future consideration of
the existence and content of a ‘creditors’ interest duty’ affecting
directors of Australian companies when the issue does come
before an Australian court.

Summary of Sequana decision

The Court made several observations about the nature and
contentof the creditors’ interest duty:

+ the duty is enlivened when a company is insolvent or nearing
insolvency, or an insolvent liquidation or administration is

Background to Sequana decision
Facts

Sequana concerned acompany called AWA. In May 2009, AWA’s
directors caused AWAto distribute a lawful dividend to its only
shareholder, Sequana SA. AWA was solvent at the time, bothona
balance sheetand a cash flow basis. However, it had long-term
pollution-related contingent liabilities of an uncertain amount
which, together with uncertainty as to the value of itsinsurance
portfolio, gaverisetoarealrisk (but notthe probability) of AWA
becominginsolventatan uncertain but notimminent future date.

In October2018, BTI2014 LLC (BTI), who was assigned claims of
AWA, sought to recover from AWA’s directors anamount equal to
the dividend paid almost 10 years priorto Sequana SA. This was
onthe basisthat the decision to make the distribution wasin
breach of the directors’ duty to AWA’s creditors. AWA’s largest
creditoralso applied to have the dividend set aside for beinga
transaction atan undervalue intended to prejudice creditors.

probable; and

+ the weight to be given to creditors’ interests is determined by
reference to the extent of the company’s financial difficulties;
and

+ when the directors’ duty to act in good faith includes acting in
the interests of creditors, shareholders are no longer able to
authorise or ratify conduct which is in breach of that duty.



https://www.supremecourt.uk/cases/docs/uksc-2019-0046-judgment.pdf

Proceedings

Both claims were heard together by the UK Supreme Court, which
decided that:

+ thedividend was a transaction at an undervalue intended to
prejudice creditors; and

+ thedirectors’ duty to creditors had not been enlivened at
the time because AWA had not then been insolvent, nor was
future insolvency imminent or probably (although there was a
real risk of insolvency).

BTlappealed thesecondissue.ltsoughtto establish thatthe
common law imposes aduty on directors to considers creditors’
interests priortoinsolvency, consistent with section 172(3) of the
Companies Act 2006 (UK), which providesthatadirector’sduty to
actin good faith to promote the success of the company is “subject

toanyenactmentor rule of law, in certain circumstances, to
consideroractin the interests of the creditors of the company”. BTI
argued thisduty arisesin circumstances where the companyis
solventandthereisareal but notremoterisk ofitbecoming
insolventat some future time.

The Supreme Courtunanimously dismissed the appeal. It held the
creditors’interestdutyis notenlivened priortoinsolvency.
Separate reasons were given by most of the judges from which the

below principles may be gleaned.
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Creditors’interest duty: key principles
Whenisthe duty enlivened?

Ordinarily, in considering the duty of adirectorto actin good faith
intheinterestsofthe company, theinterests of the company are
takento betheinterestsofitsmembersasawhole.Wherea
companyisinsolventor nearinginsolvency, theinterests of the
company are modified toinclude the interests of creditorsasa
whole. Thisisknown as the West Mercia rule.

Forthe West Mercia rule to arise:

It must no longer be appropriate to treat the interests of the
company as being equivalent only to the interests of the
company’s members, when considering economic interests
and the distribution of risk.

+ There must be some sense of imminence. This will be present
where the company is insolvent or nearing insolvency, or if
insolvent liquidation or administration is probable. It will
not be present if there is only a real but not remote risk of
insolvency, or if the company is likely to become insolvent at
an undefined pointin the future.

Oncethedutyisenlivened, shareholders no longer have the power
toauthorise orratify conduct by the directorsin breach of the duty.

Scope and content of the duty

The Supreme Courtemphasised thatthe director’s fiduciary duty
tothe companyis merely modified in aninsolvency context where
thedirectorsarerequired to act with regard to theinterests of the
company’s creditors. Itdoes notinterfere with any statutory
protections of creditors’ interests.

+ The extent to which creditors’ interests are to be considered is
based on the seriousness of the company’s financial problems.
Initially, creditors’ interests should be considered alongside
members’ interests but the weight given to creditors’ interests
will increase as the company’s financial problems worsen.
Where insolvent liquidation or administration is inevitable,
the interests of members cease to bear any weight, and the
company’s interests are to be treated as equivalent to the
interests of its creditors as a whole.

+ Creditors’ interests are to be considered as a whole class, not
as a fixed group of individuals.

+ Creditors’ interests should be understood by having regard
to their prospective interests in the company’s assets and
liabilities where a company is insolvent or nearing insolvency.
Directors should take these prospective interests of the
company, as well as those of its shareholders, into account
and seek to prevent them.

Priorto liquidation becominginevitable, the duty involves the
consideration of creditors’ interests, givingthem appropriate
weight, and balancingthem against shareholders’ interests
where they may conflict. Determination of that balancing exercise
isinformed by ‘who risks the greatest damage if the proposed
course of action does not succeed”’.
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