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As reported in previous Newsletters the Australian
Securities and Investments Commission (“ASIC’)
has increased its level of prosecutions and banning
orders for the misconduct of directors associated
with insolvent companies and phoenix activities.

The following article contributed by Mr Andrew
Frank, Principal, Cumberland Frank Commercial
and Litigation Lawyers, may be of interest to you and

your clients.

Insolvency - A Director’s
Response

The liquidation of a company will result in the
Liquidator carefully reviewing the history of the
company and the actions of directors, particularly
their management of its financial affairs.

Directors may fall foul of the law if they are derelict
in their duties to:

Prevent insolvent trading by the company;

Breach statutory duties imposed on them by the
Corporations Act 2001 (“the Act”);

Breach continuous disclosure provisions;

Act inappropriately in relation to voidable

transactions;

Fail to respond to Director Penalty Notices issued
by the Australian Tax Office; and

Breach common law or equitable duties requiring
directors to take into account the interest of
creditors when the company is insolvent.

So when is a company insolvent?

A company is deemed to be insolvent when:

* It is not able to pay all of its debts as and when
they become due and payable (Section 95A,
the Act).

The solvency of a company is a question of fact to
be decided in light of all circumstances including its
assets, activities, cash, liabilities, monies which could
be secured by sale or by giving security in relation
to its assets, and having regard to other sources of
financial assistance e.g. by way of loans or share
subscriptions.

What matters will the courts generally
have regard to?

In deciding whether a company is insolvent the
courts will have regard to:

* The expected net cash flow from the company’s
business.

The arrangement the company has with its
bankers and shareholders.
Whether there is capacity to fund cash flow from

borrowings repayable at a time after the debts fall
due.

An assessment of the company’s debts to
determine when those debts are due and
payable.

An assessment of all the assets of the company
to determine whether they are realisable, and if so
within what time frame.

What should directors and their
advisors be on the look out for?

A useful list of indicators of insolvency is recorded in
the judgment of Australian Securities & Investments
Commission v Plymin (No 1) (2003) 46 ACSR 126
as follows:

1. Liquidity ratios below 1.

Overdue commonwealth and state taxes.
Continuing losses.
Poor relationship with the bank together with an
inability to borrow further funds.
No access to alternative finance.
Creditors unpaid outside trading terms.
C.O.D terms imposed by suppliers.
Suppliers demanding special payments before
resuming supply.
The issuing of post dated cheques.

. Dishonoured cheques.

. “Special” creditors receiving special arrangements.

. Solicitors letters of demand, summonses, judgments
or warrants issued against the company.

. The paying of round sums to creditors without
reference to specific invoices.

. An inability on the part of the company to produce
timely and accurate financial information to display
the trading performance and financial position.

This newsletter is intended to provide an update on recent changes to legislation and address matters of concern or interest to readers. It does not purport to
be comprehensive advice. Advice should be sought from Smith Hancock before acting in any of these areas.







