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Directors’ liability for employee entitlements
Tom Darbyshire KOTT GUNNING LAWYERS

Over the last year, much has been written and said in

Australia about phoenixing, the process whereby the

directors of a company transfer its assets or operations to

another entity, leaving its debts behind and its creditors

unpaid.

Such a process can also be part of legitimate corpo-

rate reconstruction, but the deliberate non-payment of

employee entitlements in the liquidation process is one

of the main indicators of an illegal phoenix scheme. A

Bill dealing with this specific issue is currently before

parliament. It imposes severe penalties on the directors

and officers of companies, if the company fails to meet

all its obligations to its employees.

You don’t have to be involved in an illegal phoenix-

ing scheme to be affected by these changes. In fact, you

don’t even have to be a company director or officer. If a

company has employees, then the board, the managers

and the advisers of that company must know about the

changes that could soon occur.

Employee entitlements and the FEG
As unsecured creditors, employees are particularly

vulnerable if their employer collapses. When an insol-

vent company goes into liquidation, there is often

insufficient money to pay employees their wages and

accrued entitlements, notwithstanding that these entitle-

ments have priority over other unsecured creditors.

Since 2000, there have been statutory schemes to

provide support for employees who find themselves in

this situation. The Fair Entitlements Guarantee (FEG)

Scheme, and its predecessor, the General Employee

Entitlements and Redundancy Scheme (GEERS), enable

eligible employees to apply to the federal government

for the payment of at least some of the employee

entitlements that they lose when their employer goes

into liquidation.

The FEG Scheme and its predecessor are a significant

and increasing cost to the taxpayer. The average annual

cost of the schemes increased from $70.7 million between

2005 to 2009, to $243.6 million between 2013 to 2017.1

Part of this increase was due to some company directors

deliberately failing to pay employee entitlements, usu-

ally as part of a broader strategy to avoid paying other

creditors, most notably the Australian Taxation Office

(ATO).

The possibility that the FEG Scheme could be mis-

used in this way was not lost on the government.

Part 5.8A of the Corporations Act 2001 (Cth) was

introduced in 2000 to prevent the non-payment of

employee entitlements, and allow for them to be recov-

ered if unpaid.

However, these laws appear to have been largely

ineffective. Notwithstanding the substantial rise in FEG

payments, and the recognition that a proportion of these

rises being due to “sharp corporate practices” including

illegal phoenixing activity, there have been no success-

ful civil or criminal proceedings under Pt 5.8A.2

The new protections for employee
entitlements

The proposed new laws are set out in the Corpora-

tions Amendment (Strengthening Protections for Employee

Entitlements) Bill 2018 (Cth) (the Bill) introduced into

parliament on 20 September 2018.

Its focus is on transactions or agreements which

prevent or significantly reduce the recovery of employee

entitlements. Its potential effect on the risks facing all

directors is profound.

Criminal liability
It is already an offence under s 596AB for “a person”

to enter into a transaction with the intention of, or with

intentions that include, preventing the recovery of employee

entitlements or significantly reducing the amount of

employee entitlements that can be recovered from a

company. But now a person may also commit a crime if,

regardless of their intention, the transaction is reason-

ably likely to prevent or substantially reduce the recov-

ery of employee entitlements.

In the draft Explanatory Memorandum to the Bill,

parliament has been at pains to emphasise that although

the definition of a person has not changed, it is intended

to be as broad as it sounds.3 It at least includes the

company, its directors and officers, its managers, and

pre-insolvency advisors. The fact that intent is no longer

needed to establish criminal liability under Pt 5.8A could

make life complicated for all these people, but aggres-

sive restructuring specialists and poorly advised direc-

tors are now particularly at risk.

It is important to note that a relevant agreement or

transaction can cause a person to be criminally liable,

even if:
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• a company does not go into liquidation

• the attempt to avoid employee entitlements is

unsuccessful

• employee entitlements have been subsequently

recovered after being avoided or

• the agreement or transaction has been approved by

a court.

If charged and convicted under Pt 5.8A, individuals

will be liable for imprisonment for 10 years or a fine of

up to $945,000, or three times the value of the benefits

attributable to the offence, or both. Companies will be

liable to fines of up to $9.45 million, or three times the

value of the benefits obtained in the offence, or if that

can’t be determined, 10% of the company’s annual

turnover in the year leading up to the commission of the

offence.

Civil penalties and contraventions
A person who has entered into a relevant agreement

or transaction under Pt 5.8A incurs further exposure if

the company does go into liquidation.

An objective test applies — if the person knows, or if

a reasonable person in their position would have known,

that the agreement or transaction would prevent or

significantly reduce the recovery of employee entitle-

ments, they have contravened s 596AC.

They can then be chased by the liquidator for loss

caused by the contravention; with the liquidator’s per-

mission, they can also be pursued by the ATO, the Fair

Work Ombudsman, the Department of Jobs and Small

Business (which is currently in charge of FEG) and

employees themselves.

In addition to this, they could also be liable to civil

penalties of up to $200,000 for the contravention and, to

cap it all off, the Australian Securities and Investments

Commission (ASIC) can apply for them to be disquali-

fied from managing corporations for as long as a court

deems appropriate.

Disqualification
People with a history of running companies that

cause FEG to pay unfunded employee entitlements get

special attention in the Bill.

Broadly speaking, the special attention will arise if, in

a 10-year period, there are two or more occasions where:

• a person is a director or officer of a company that

is liquidated

• there is a breach by the person or the company of

the Corporations Act (which need not relate to the

failure to pay employee entitlements)

• FEG receives little or no return of employment

entitlements it pays out in the liquidation

In these circumstances ASIC can disqualify that
person from managing corporations for up to 10 years.
Alternatively, ASIC can apply to the court for whatever
period of disqualification the court deems appropriate.
This is of course entirely distinct from any disqualifica-
tion that arises from a contravention of s 596AC.

To put it more succinctly, after two strikes in 10 years
you can be out, for 10 years or more. In other circum-
stances where directors can be disqualified, for example
where the conduct of a director causes the failure of
multiple corporations, the regime is less onerous. ASIC’s
power to disqualify is limited to 5 years, and the
disqualifying conduct must occur within a shorter period
of 7 years.

Parliament seems to be signalling that repeated recourse
to the FEG scheme is particularly serious. However,
there are many circumstances in which employees of an
insolvent company are obliged to resort to FEG pay-
ments. Not all of those circumstances involve illegal or
improper phoenix activity by the directors. As the
Australian Institute of Company Directors has noted, the
new powers of disqualification in the Bill will weigh
particularly heavily on “entrepreneurial directors, or
directors who are involved in multiple start-ups over a
lengthy period.”4

Contribution orders
Another feature of the Bill, unrelated to the liability

of directors, deserves a brief mention. The Bill creates a
new device called the “employee entitlements contribu-
tion order” (contribution orders). It can be used when
one of a group of companies or entities is being wound
up, and other entities within the group have benefited
from work done by employees of the liquidated com-
pany.

If the liquidated company has unpaid employee
entitlements, and the other entities have benefited “on
other than arms-length terms”, a court can make a
contribution order, ie an order that those other entities
refund the uncommercial benefit to the liquidator.

Contribution orders rely on the concept of the “con-
tribution order group”, which goes well beyond the
concept of a related body corporate or a subsidiary.
According to the new s 588ZA(6), two entities will be
“members of the same contribution order group” if one
of them represents to the public that it is related to the
other entity. Membership will also be achieved if the two
entities are “part of a collection of entities that …
functions as a single” economic group, a term which
itself is not specifically defined.

The potential for unexpected outcomes from this
agglomeration of new concepts is obvious. It is easy to
imagine a wide range of circumstances in which a
business finds itself unexpectedly on the receiving end
of a contribution order for another company’s unpaid
employee entitlements.
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It seems likely that the efficacy of contribution orders

and the meaning of these concepts will have to be

determined by the courts. There are a number of

potential applicants with an incentive to find out what it

all means. Contribution orders can be sought by the

ATO, the Fair Work Ombudsman and the Department of

Jobs and Small Business, as well as the liquidator.

The broader context of the reforms
The current draft legislation combatting illegal phoe-

nix activity is said by the government to be the third

tranche of its insolvency law reforms, which began in

2016.

The second tranche, introduced last year,5 was intended

to make Australia’s insolvency and reconstruction regime

more flexible and to support honest business restructur-

ing, through such measures as the safe harbour for

directors from personal liability for insolvent trading.

The Bill is one of a number of pieces of proposed

legislation to curb various aspects of illegal phoenix

activity. Most of them target company directors in one

way or another. A new voidable transaction is proposed,

called a “creditor-defeating disposition”.6 As with insol-

vent trading, it would be an offence to allow it to happen

while the company was insolvent.

Measures are proposed to make directors personally

liable for a company’s GST liability.7 ASIC’s powers to

prosecute directors are being enhanced. And of course

there is the Director Identification Number which will

attach a unique number to every single director so that

the ones involved in phoenixing activity can be more

easily tracked.

The problem with any legislative response to this

issue is that sometimes, the only difference between an

illegal phoenix scheme, and a legitimate and necessary

corporate restructure, is timing and intent. In both cases,

a business continues on in a different form and deserving

stakeholders are not paid what they are due. It is hard to

precisely define the difference between the two sce-

narios, and therefore to prevent one while allowing the

other.

That is one reason why previous legislative attempts

to combat phoenixing have failed. And it is also why the

current crop of proposed legislation should be closely

monitored by the people it affects the most — company

directors and officers.

So far, in the consultation process about the new

legislation, the suggestions of peak professional bodies

such as the Australian Restructuring Insolvency and

Turnaround Association (ARITA) appear to have fallen

on deaf ears.8 The danger is that the latest round of

anti-phoenixing legislation fails to recognise the differ-

ence between sharp corporate practice and legitimate

turnaround activity, and ends up savagely penalising

company directors, and others, to no purpose.

Conclusion
The Bill is aimed at a genuine problem that must be

addressed, namely the misuse by dishonest directors of

the FEG. It proposes to do this in a way that might be

effective, but which is not particularly consistent with

allowing directors more leeway to find solutions for

companies in financial distress.

The Bill is not the only piece of proposed legislation

on this issue that affects company directors, but its

possible impact on directors is severe. If the Bill is

passed in its current form, company directors, officers

and managers will have to consider the risk of criminal

prosecution with any transaction affecting employee

entitlements.

The consequences for directors of FEG being utilised

by a company’s employees are potentially so serious that

directors, and any insolvency advisors working with

them, are likely to be much more circumspect about

reconstruction and turnaround options if the company

gets into financial difficulty. To that extent, the effect of

the Bill seems inconsistent with earlier policies pro-

moted by the government last year.

Tom Darbyshire

Partner

Kott Gunning Lawyers

tdarbyshire@kottgunn.com.au

www.kottgunn.com.au
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