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General Editor’s note

Caterina Cavallaro SYDNEY WATER CORPORATION

2017 has been a year of reform across a number of
sectors. We examine some of these reports and proposed
legislative changes in this edition:

• Carrie Rogers and Gabrielle Doyle (Clayton Utz)
provide a summary of the key trends and oppor-
tunities in the Australian real estate market. These
include considering urban renewal/mixed-use devel-
opments, public transport and foreign investment.

• The Internet of Things is a topic which is becom-
ing increasingly popular within business units and
raises a number of legal issues. Michael Swinson,
William Osborn and Stephanie Swan (King &

Wood Mallesons) consider the IoT in the context
of the Australian Consumer Law and particularly
how the statutory guarantee of acceptable quality
will apply to defective IoT devices.

• As part of the Harper review, it is expected that a
prohibition on concerted practices will be intro-
duced into Australia’s competition laws in the near
future. Wayne Leach and Jodi Gray (King &

Wood Mallesons) examine what we can learn
from international approaches to concerted prac-
tices and identify where the differences lie between
these approaches and the likely approach of the
Australian courts.

• In June this year, the Productivity Commission
released its final report on the Telecommunications

Universal Services Obligation. Capucine Hague

and Renae Lattey (King & Wood Mallesons)

consider the key findings from this report.

• Scott Crabb and Lauree Coci (Clayton Utz) con-

sider aspects of the government’s proposed legis-

lation requiring commercial organisations operating

in Australia with a turnover above

AUD $100 million to report on steps they are

taking to stop slavery and trafficking in their

businesses and supply chains. The authors com-

pare the proposed legislation with proposed legis-

lation in other jurisdictions.

• There have been substantial reform of insolvency

laws in 2017. Tom Darbyshire, Conor Breheny

and Jonathan O’Connor (Kott Gunning

Lawyers) examine the background to these changes

and their likely effect on insolvency practitioners,

company directors and the broader economy.

Caterina Cavallaro

Senior Legal Counsel

Sydney Water Corporation

caterina.cavallaro@sydneywater.com.au

www.sydneywater.com.au
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The stormy journey into the safe harbour:
recent reforms in Australian insolvency law
Tom Darbyshire, Conor Breheny and Jonathan O’Connor KOTT GUNNING LAWYERS

The year 2017 has been a big one for insolvency law

reform. The insolvency profession has seen substantial

changes to the way it is regulated and does business due

to the implementation of the Insolvency Law Reform

Act 2016 (Cth) (ILRA). At around the same time,

long-awaited changes to Australia’s corporate reconstruc-

tion laws have been announced or have come into effect.

These are intended to make the external administration

process more flexible, and to give directors more chance

of achieving a corporate recovery before liquidators

come onto the scene.

As we explain in this article, the “safe harbour”

reforms substantially change the risks faced by the

directors of insolvent companies. These changes must be

thoroughly understood immediately by in-house coun-

sel, and anyone else advising the board of a company

facing financial distress.

Contracts which can be terminated because of insol-

vency events will in due course be affected by the new

“ipso facto” provisions. In-house counsel need to be

anticipating this change, as they may well be called upon

to explain how the problems caused by insolvent counterpar-

ties will be managed in the future.

The Insolvency Law Reform Act
Until recently, personal bankruptcy and corporate

insolvency were governed by completely different rules

and procedures in Australia. The ILRA, which came into

effect in March and September of this year, substantially

aligns the procedural aspects of personal and corporate

insolvency. It also focuses heavily on controlling insol-

vency practitioners and making them more accountable

to the Australian Securities and Investments Commis-

sion and creditors. It is likely that many of the increased

compliance obligations of insolvency practitioners will

ultimately be borne by the unsecured creditors of insol-

vent companies and individuals.

However, although the ILRA makes extensive changes

to day-to-day operation of insolvency practice, it makes

few fundamental changes to insolvency law. Various

parts of the Corporations Act 2001 (Cth) and the

Bankruptcy Act 1966 (Cth) have been extensively renum-

bered, rearranged and relocated, but arguably they have

not been significantly reformed.

For this reason, the ILRA is seen in some quarters as

a missed opportunity. However, it means that for most

purposes, in-house counsel can safely leave it to their

external advisors to let them know if they are affected by

any of the changes. The same cannot be said of the

inconspicuously titled Treasury Laws Amendment (2017

Enterprise Incentives No 2) Act 2017 (Cth) (TLAA).

Safe harbour and ipso facto provisions
While many of the changes proposed by the ILRA

only directly affect insolvency practitioners and are

mainly mechanical or administrative in nature, the

TLAA has a much bigger impact in the way company

directors and stakeholders deal with potential corporate

insolvency.

There are two main components to the TLAA:

• It introduces a safe harbour for company directors

to protect them, in certain circumstances, from the

insolvent trading provisions in s 588G of the

Corporations Act.

• It makes certain contractual clauses unenforceable

if those clauses operate solely because a company

has commenced certain insolvency procedures

under Pts 5.1 (schemes of arrangement), 5.2 (con-

trollers and receivers) or 5.3A (voluntary admin-

istration) of the Corporations Act (ipso facto

provisions).

The safe harbour provisions commenced operation on

19 September 2017. The ipso facto provisions do not

come into effect until 1 July 2018 and, importantly, will

only apply to contracts entered into after that date.

Why do we need these changes?
These changes introduced by the TLAA arise from

policy considerations that are quite separate from those

underpinning the ILRA. They are one aspect of the

federal government’s broader agenda for the promotion

of innovation and science. They are intended to provide
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company directors with more incentive to attempt to

trade their business out of financial difficulty without

having to resort to formal insolvency procedures. Accord-

ing to the Federal Minister for Small Business, this will

lead to a corresponding increase in growth, employment

and global success.

What does the TLAA actually do?

Safe harbour

The accompanying title of the new s 588GA of the

Corporations Act provides an instructive description of

what the section aims to achieve: “Safe harbour —

taking course of action reasonably likely to lead to a

better outcome for the company.”

A director who suspects or ought reasonably to

suspect that their company is insolvent has a duty to

immediately cease trading and stop the company from

incurring further debts. If they do not do so, they can

incur personal liability for those debts and even risk

criminal prosecution.

Before the enactment of the TLAA, the difficulty in

determining the precise point in time when a company

becomes insolvent could cause directors, quite fairly

operating with self-preservation in mind, to call in

administrators or liquidators at the first signs of illiquid-

ity.

Section 588GA now provides directors with protec-

tion from personal civil liability for insolvent trading

under s 588G(2) if they:

• suspect or should reasonably suspect that the

company is insolvent;

• consequently develop one of more courses of

action that are reasonably likely to lead to a better

outcome for the company; and

• in taking those courses of action, cause the com-

pany to incur debts while it is insolvent.

In working out whether a course of action is reason-

ably likely to lead to a better outcome for the company,

regard may be had, among other factors, to whether a

director is:

• properly informing himself or herself of the com-

pany’s financial position;

• taking appropriate steps to prevent any miscon-

duct by officers or employees of the company that

might affect the company’s ability to pay its debts;

• ensuring that the company is keeping appropriate

financial records consistent with the size and

nature of the company;

• obtaining advice from appropriately qualified advi-

sors relevant to the course of action; or

• developing or implementing a plan for restructur-

ing the company to improve its financial position.

The protection begins when a director, having begun

to suspect that the company is or may be insolvent, starts

developing the course (or courses) of action. It ends if

the course of action stops or is not taken within a

reasonable time, or the action is no longer reasonably

likely to lead to a better outcome,

Importantly, the protections provided by s 588GA

operate as a carve-out as opposed to a defence. This

means that if a director proves they have acted in

accordance with the safe harbour provisions, debts they

have incurred when pursuing the course of action do not

constitute insolvent trading, even if the company is in

fact insolvent.

The provisions are only intended to benefit competent

directors who are acting diligently, in good faith, and are

adhering to all other duties and obligations. They will

also not be able to use the books and records of the

company as evidence to support a safe harbour claim if

they have previously failed to provide those books and

records to a liquidator or administrator.

Stay of ipso facto clauses

Ipso facto (Latin for “by the fact itself”) clauses in

this context are contractual terms that automatically

allow one party to either amend or terminate a contract

upon the occurrence of an insolvency event, such as the

appointment of an external administrator or controller.

Ipso facto clauses are very common. But the exercise

of such a clause can mean certain doom for a struggling

company, for example if a large proportion of its income

depends heavily on a small number of contracts, or the

continued operation of a lease.

The TLAA now provides that an ipso facto clause

cannot be enforced against a company solely because

the company has entered a scheme of arrangement under

Pt 5.1, had a managing controller appointed under

Pt 5.2, or appointed an administrator under Pt 5.3A of

the Corporations Act. Ipso facto clauses will also be

unenforceable if they are triggered purely by a change in

the company’s financial position or if the clause is, in

substance, contrary to the ipso facto provisions of the

TLAA.

While the stay on enforcement operates automatically

in relation to most ipso facto clauses, an affected

counterparty may apply to the court for an order that the

stay does not apply to the particular right they hold. The

court’s power in this case is discretionary, and it must be

satisfied by the counterparty that such an order would be

appropriate in the interests of justice.
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How will the TLAA work?
The safe harbour provisions will hopefully allow

company boards more leeway to devise and implement

a course of action that returns the company to financial

health, or at least reduces the losses experienced by

creditors, employees and other stakeholders.

For example, a company may experience a severe

shortage in cash flow resulting in the inability to meet its

weekly payroll obligations and pay its suppliers on time.

Because it cannot pay its debts as and when they become

due, the company is insolvent and, under the old regime,

the board would be well advised to immediately call in

administrators. If the company continued to trade, the

directors would be exposed to personal liability for debts

the company is incurring and for breaching director’s

duties, even if the board confidently expected the com-

pany to return to solvency in due course.

However, if the board brought itself within the new

safe harbour provisions, it may be able to, in good faith,

continue to trade while negotiating with the company’s

suppliers to extend the usual payment terms, or seek

sustainable alternative funding. If the expected return to

solvency did not occur and a liquidator was appointed,

the prima facie position would be that the directors were

not liable for insolvent trading. It would be up to a

liquidator to prove otherwise.

The stay on the operation of ipso facto clauses gives

a company, and its future administrators and/or control-

lers, significantly increased protections against the imme-

diate loss of available assets and income streams.

By way of another example: a company which relied

on a single supply contract as the source of its entire

inventory is currently very vulnerable if that contract

allows for termination upon an insolvency event, for

example if voluntary administrator is appointed.

Under the current system, if the company experi-

enced financial difficulties and appointed a voluntary

administrator, the supplier would be entitled to terminate

its contract with the company, even if the company was

up to date with payments. With no source of inventory to

supply customers, the company would be doomed to

fail. However, when the new ipso facto provisions take

effect, the supplier would be prevented from enforcing

the termination clause, which will make it much easier

for the administrator to continue to run the business,

supply customers and ultimately achieve a better return

to creditors than would be achieved by the immediate

closure of the company.

How will the laws affect in-house counsel?
In relation to the safe harbour provisions, in-house

counsel must make themselves familiar with the factors

the court will consider when deciding if a course of

action is reasonably likely to lead to a better outcome for

the company. In-house counsel must be aware in detail

of what may be required to establish each of these

factors, bearing in mind that nobody yet knows precisely

how these protections will operate.

For example, one of the factors is whether a company

is obtaining advice from an “appropriately qualified

entity who was given sufficient information to give

appropriate advice”.1 “Appropriately qualified entity” is

not a defined term under the TLAA. The Australian

Restructuring Insolvency and Turnaround Association

(ARITA), the peak professional body for insolvency

practitioners, campaigned energetically for the appropri-

ately qualified entity to be a registered liquidator, but

this did not occur. In the absence of any express

requirement for the entity to be independent, it could

include existing external accountants, lawyers, financial

planners or even in-house counsel.

If a company is experiencing financial difficulty and

in-house counsel is asked to advise the board, it would

be prudent to strongly recommend that external restruc-

turing advice be obtained, at least until the legislation is

better understood. Otherwise, the question of whether

in-house counsel was appropriately qualified could be

the central issue in a test case by a liquidator against the

board. This is one of the many potential issues which

in-house counsel face when dealing with this important

but untested legislation.

In our view, directors should be advised that, in order

to increase the likelihood that they will satisfy the safe

harbour provisions, it will be best practice for the

company to seek external advice as to the efficacy and

utility of any proposed course of action, and to act on it

promptly.

The ipso facto provisions will also create new chal-

lenges for in-house counsel. If a company is a supplier,

it may be compelled by the ipso facto provisions to

continue delivering goods to a company that goes into

liquidation, despite the best efforts of its directors or an

administrator.

In-house counsel should consider whether their com-

pany’s standard contracts should be amended to deal

with the ipso facto provisions, such as enabling the

company to demand prepayment prior to the delivery of

goods or introducing retention of title clauses (and

registering them on the Personal Property Securities

Register where appropriate).

While the safe harbour provisions are now in force,

the ipso facto provisions do not take effect until 1 July 2018.

In-house counsel therefore have time to consider how

the provisions might affect their business, whether their

current contracts are adequate, and what changes should

be implemented to properly protect their company

moving forward in this new era of insolvency law.
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Conclusion
The best general advice we can offer about these

changes is: be aware of the issues and stay informed.

There is plenty of detailed information available about

these reforms, and your existing advisors may well be

able to fully brief you.

The reforms are novel enough for their full ramifica-

tions to be unpredictable, which could lead to some

degree of amendment. And whether or not the laws are

amended, they will almost certainly be tested in court

sooner rather than later. Most boards will want their

in-house legal advisers to be thoroughly across new laws

that may go to the heart of the company’s commercial

arrangements, and to the statutory and fiduciary duties of

the company’s directors.

Tom Darbyshire

Partner

Kott Gunning Lawyers

tdarbyshire@kottgunn.com.au

www.kottgunn.com.au

Conor Breheny

Associate

Kott Gunning Lawyers

cbreheny@kottgunn.com.au

www.kottgunn.com.au

Jonathan O’Connor

Law Graduate

Kott Gunning Lawyers

joconnor@kottgunn.com.au

www.kottgunn.com.au

Footnotes
1. Corporations Act, s 588GA(2)(d).
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