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1. Introduction

When counsellors go through a checklist with clients considering bankruptcy, they
often come across an item that makes bankruptcy undesirable, or even perilous, for
the client. The question then arises: what alternatives are there? Broadly speaking,
there are four. a debt agreement under Part 1X of the Bankruptcy Act, a personal
insolvency agreement under Part X of the Bankruptcy Act, seeking to create an
agreement with creditors outside bankruptcy, and a group of actions which may be
called ‘toughing it out’. None of them is ideal, and it is desirable to consider bankruptcy

carefully before putting it aside as a strategy for the client. So ......

2. What’s Wrong With Bankruptcy?

The drawback with bankruptcy, unlike the other alternatives mentioned above, is that
it is a uniform legislative scheme which applies in the same way to all debtors. It may
create few problems for some debtors, but others with a different situation may find
some provisions create a problem for them. The major disadvantages of bankruptcy

are:

2.1 Non-Protected Property Vests in Trustee

Non-protected property of the bankrupt, that is everything owned by the bankrupt other
than the protected property listed above - becomes the property of the trustee in
bankruptcy. Non-protected property includes houses, land, business, caravan, boat,
bank accounts and shares. Some business equipment is protected if it is within the
definition of tools of trade (property used by the bankrupt to earn income by personal
exertion), and a boat may be protected if it is used by the bankrupt primarily as a

means of transport.



2.2  After-acquired Property Vests in Trustee

In the Bankruptcy Act, the term ‘after-acquired property’ is used to refer to property
which the bankrupt acquires or becomes entitled to during the time they are bankrupt.
After acquired property vests in the trustee (s. 58 (1) (b), unless it is protected property
(s.116 (1) and (2)). Debtors considering bankruptcy should take this into account in
their planning. Lottery wins and inheritances are common examples of unexpected
after-acquired property. A person becoming bankrupt would wisely avoid buying a
lottery ticket themselves, and if they have well-off relations, who may leave them an
interest in a will, they can suggest to the relations that any gift be to a testamentary

discretionary trust, of which the bankrupt may be one of the beneficiaries.

2.3 Contributions From Income

Bankrupts who have income above a set income level are required to make
contributions from income (s.139P). The level (inflation adjusted) is currently
$54,518.10. This is net income after deduction of any tax or child support payable (s.
139N). The protected income threshold is increased by the child support percentages

(18,27,32,34 and 36) for each dependant. A dependant is a person who:

a) resides with the bankrupt: and

b) is wholly or partially dependent on the bankrupt for economic support: and

C) earns or is likely to earn less than $3,459 per annum (inflation adjusted) during

the contribution assessment period in question (s. 139K).

Excess income above that level is divided equally with the trustee during the period of
bankruptcy. This figure changes periodically and may be checked by looking at the

AFSA website, which is www.afsa.gov.au. Go to Indexed Amounts.

If the bankrupt owes income contributions at the end of the bankruptcy, these are not
discharged (s. 153 (2) (aa). The bankrupt must pay them.



2.4  Income Contributions and Hardship

If a bankrupt is required to pay contributions from income, but this causes hardship
due to expenses of certain specified types, the bankrupt can apply in writing to the
trustee for the expenses to be taken into account in assessing the level of

contributions. The specified expenses are:

* medical expenses for the bankrupt or a dependant:

* child care costs necessary to enable the bankrupt to work:

* private rental costs:

* substantial expenses travelling to work by public transport or otherwise:

* a member of the bankrupt's household who ordinarily contributes to the

expenses of the bankrupt's household is unable to contribute due to

unemployment, illness or injury (s. 139T).

2.5 Limitation on Overseas Travel

All bankrupts are required to seek the permission of the trustee before going overseas.
The trustee may impose written conditions on the consent. If the bankrupt is liable to
make contributions from income the conditions may relate to payment of the
contributions (s. 272 (2)). An application by a bankrupt for permission to travel

overseas must be accompanied by a $150.00 fee.

Leaving Australia without the trustee’s written permission is an offence punishable by
up to five years imprisonment (s. 272 (1)). This prohibition extends to leaving Australia
with intent to defeat or delay creditors within six months before the presentation of a
petition due to which a person becomes bankrupt, and to doing acts preparatory to
leaving Australia with intent to defeat or delay creditors in that time interval. Debtors
who are insolvent, and are thinking of leaving Australia, should consider these

provisions carefully.



2.6 Management of a Company

A bankrupt cannot be a director of a company, or take part directly or indirectly in the
management of one (Corporations Act 2001 s. 206B (3) Commonwealth).

A person who entered a personal insolvency agreement under Part X of the
Bankruptcy Act is also disqualified from managing corporations until the terms of the
personal insolvency agreement have been fully compiled with (Corporations Act 2001
s. 206B (4)). This section does not prevent a person in a Part 1X debt agreement from

managing a corporation.

The definition of managing a corporation is very wide. It includes:

* making, or participating in making, decisions that affect the whole or a

substantial part of the business of the corporation;

* exercising the capacity to affect the corporation’s financial standing;

* communicating instructions or wishes to the directors of the corporation,
knowing or intending that the directors will act in accordance with their wishes.
There is an exception in regard to advice given by the disqualified person in the
proper performance of their professional capacity, or business relationship. An
example of the exception is that a disqualified person who was an accountant
or solicitor could give accounting or legal advice to the directors: Corporations
Act 206A.

The disqualification does not extend to a person who is a debtor in a debt agreement.
Corporations Act s. 206B (3) and (4).

A person who becomes bankrupt, or enters a Part X personal insolvency agreement,
automatically ceases to be a director, alternate director or secretary of a company if
they become disqualified from managing corporations under these provisions (and

they have not specifically been given permission to manage a corporation under other



provisions of the Act. (Corporations Act 2001 s. 206A (2)). A person who automatically

ceases to be a director etc. under these provisions should notify ASIC.

2.7 Adverse Effect on Employment

A number of categories of employment are adversely affected by bankruptcy. In
general, employment requiring registration with a particular body, such as the legal
profession, real estate agents, security personnel, painters and builders, and
employment imposing moral or ethical standards such as police, armed services,
chartered accountants, public service and membership of parliament will be ended or

adversely affected by bankruptcy.

Division 10A of the Aged Care Act 1997 (Commonwealth) provides that an insolvent
under administration cannot be one of the key personnel of an aged care
establishment. Key personnel (s. 8 - 3A) means a person responsible for
management, nursing or day-to-day operations of the service or organization.
Insolvent under administration means a person who is bankrupt; or has given an
authority under section 188 or is the subject of a court order under section 50 of the
Bankruptcy Act; or is in a Part X personal insolvency agreement. These terms are
defined to include foreign equivalents. It does not include a person in a debt

agreement.

All debtors contemplating bankruptcy should inquire whether bankruptcy will affect
their employment. A person who goes on to follow a career path involving responsible
jobs is very likely to be adversely affected at some point in their career by the fact that
they were bankrupt in the past, even if it was many years before. See the section

entitled ‘Adverse Effect on Financial Reputation’ which follows this section.
2.8 Adverse Effect On Financial Reputation
Bankruptcy has a permanent adverse effect on the way a person is viewed by a

prospective lender, and is disadvantageous to any person whose financial history may

be examined closely.



Each bankruptcy, debt agreement, and personal insolvency agreement is entered on
the National Personal Insolvency Index (Bankruptcy Regulation 13.03). This is a

permanent record which is accessible to the public (Regulation 13.06).

The record of a debt agreement is retained on the National Personal Insolvency Index

for one month after the later of:

* if the debt agreement ends by completion of all its obligations, five years from

when it was made, on the day it ends;

* if the debt agreement is terminated due to the non-performance, five years from
the date the agreement was made, or two years after the termination
(Bankruptcy Regulation 13.05A). There is no parallel provision for removal of
information from the National Personal Insolvency Index of information relating
to bankruptcy and Part X personal insolvency agreements: that is, records of

those are kept permanently on NPII.

Bankruptcy is also recorded on a person’s credit report, where it is retained for:

* five years from the date the person becomes bankrupt, or

* two years from the date the bankruptcy ends: whichever is the later

Each person considering bankruptcy should make a realistic long-term appraisal of
the likely effect of bankruptcy on their plans for a career, or to buy a house or other
major purchases. All prospective creditors are entitled to ask a prospective borrower

whether they have ever been bankrupt, or in any insolvency arrangement.

2.9 Limit On Credit

During the time persons are bankrupt, they are required to disclose their bankruptcy
to anyone from whom they are seeking credit for more than $5,485 (s. 269 (1)). This
figure is adjusted quarterly with inflation. The same disclosure requirement applies to

writing cheques, entering leasing and hiring arrangements, and contracts relating to



obtaining goods and services on credit above that figure. This disclosure requirement

extends to people who are debtors in a debt agreement (s. 269 (1)).

2.10 Limit On Use Of Business Name

Bankrupts carrying on business under an assumed name, in the name of another
person, or under a business name must disclose to everyone with whom they deal
their true names, and the fact they are undischarged bankrupts. (s. 269 (1) (b)). This
disclosure requirement also extends to people who are debtors in a debt agreement:
(s. 269)).

2.11 Effect On Guarantors

The protection given by subsection 58 (3) of the Bankruptcy Act to bankrupts does not
extend to guarantors of the bankrupt’s debt. Discharge of the bankrupt does not
discharge the liability of the guarantor (s. 153 (4) (b)). The effect of these provisions
is that the bankrupt obtains freedom from the debt, but the guarantor is left with it. A
bankrupt who is freed of other debts may be able to assist the guarantor to pay the

guaranteed debt.

2.12 Not All Debts Are Provable

Not all debts are part of a bankruptcy. Non-provable debts are:

* Unliquidated damages for tort - that is, a wrong for which an aggrieved person

can sue (s. 82 (2);

* Penalties or fines imposed by a court (s.82 (3);

* Pecuniary penalty orders relating to contraventions of the Corporations Act (s.
82 (3AAA);

* Some higher education debts (s. 82 (3AB);

* Debts under a student’s financial supplement contract (Student Assistance Act

1973 s.12 ZW);
* Proceeds of Crime Debts (s. 82 (3A);
* Interest on provable debts (s. 82 (3B).
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2.13 Not All Debts Are Discharged

A bankrupt does not get a discharge from all debts at the end of the bankruptcy.

Debts which are not discharged are:

* Bail bond or recognizance debts (s. 153 (2) (a);

* Unpaid income contributions ( s. 153 (2) (aa);

* Debts incurred by fraud (s. 153 (2) (b);

* Maintenance and child support debt (s. 153 (2) (c);

* HECS debts: accumulated HECS debt and unpaid semester debts are provable
in bankruptcy, but the bankrupt does not get a discharge from them at the end
of the bankruptcy (Higher Education Funding Act 1988 (s. 106 YA (5).

2.14 Secured Creditors Can Deal With Secured Property

A secured creditor can seize and sell secured property if a bankrupt is in default under

the contract. The bankrupt is protected against a shortfall.

2.15 Effect On Tax Refunds

A tax refund received by a bankrupt which relates to income earned before the person
became bankrupt goes to the trustee in bankruptcy as after acquired property. A tax
refund which relates to income earned when a person is bankrupt is added to the
bankrupt’s income, to see if the bankrupt is liable to make a contribution from income
(s. 139N (1) (b)).

2.16 Bringing Offences to Light

There are a number of actions or omissions which, on their own, are not offences, but

which become offences if the person becomes bankrupt within a particular time after
the conduct in question. That is, becoming bankrupt completes the offence.
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3. Personal Insolvency Agreements

A personal insolvency agreement between a debtor and creditors is an agreement
which binds all unsecured creditors. It is controlled by Part X of the Bankruptcy Act,
but the debtor does not become bankrupt. A secured creditor is still able to enforce
its security, as is the case with bankruptcy and debt agreements. There are no upper
or lower limits of income or assets which can be dealt with by a personal insolvency
agreement (PIA). The principal drawback of a PIA is that they are administered by a
registered trustee, and the fees are quite substantial. A person will probably need
between $10,000 and $20,000 to get a PIA underway, and more fees and charges are
payable as the PIA continues. There is a $240 document processing fee, when a
controlling trustee authority is lodged with AFSA, and 7% realizations charge of the
money received by the trustee of the PIA. The essence is that a PIA is not suitable
for a debtor with no money, but is suitable for a debtor with access to money or assets
in quite substantial amounts, but not enough to pay all the debts in full when they fall
due.

To see in more detail when a PIA is a better solution for a particular debtor, let us look

at a PIA in a point by point comparison with bankruptcy.

3.1 Assets Do Not Vest In Trustee

Unlike bankruptcy, in which all of the non-protected property of the bankrupt vests in
the trustee, a PIA sets out what part of the debtor’s property is to be available to pay
creditor’s claims, and how that property is to be dealt with (s. 188A (2) (a) and (b).
When a debtor signs an authority to a registered trustee (or a solicitor or the Official
Trustee) to call a meeting of creditors, the property of the debtor becomes subject to
control (s. 189 (1)). This control continues until one of a number of events occurs,
which may be the entering of a PIA, or four months passing (s. 189 (1A)). The
controlling trustee is empowered to take immediate control of the debtor’s property

and affairs, but this extends only to the non-protected property of the debtor (s. 190

(5)).
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For some debtors, who wish to retain ownership of a particular piece of property, this

scheme may be very appealing.

3.2  After-acquired Property Does Not Vest in Trustee

Another important advantage for many debtors is that property or money (an
inheritance, for example) which would vest in a trustee in bankruptcy is not affected
by a PIA. As set out in 3.1, the PIA sets out how the property of the debtor is to be
dealt with, and unless the PIA were to make a particular provision about after-acquired

property, it is not affected.

3.3 No Compulsory Contribution from Income

Whereas in bankruptcy a bankrupt whose net income is over a set figure (currently
$54,518.10) is compelled to make a contribution from income, under a PIA the debtor
only contributes from income if the PIA makes this provision. This is particularly useful

for a debtor who expects their income to rise while the PIA is in force.

3.4 Antecedent Transactions Not Re-opened

One issue which emerges as a concern for some debtors considering bankruptcy is
that some payments and transfers of property made before bankruptcy can be
revisited or re-opened. For example, preferential payments made by a debtor to a
creditor in the six months preceding a bankruptcy are void as against the trustee in
bankruptcy (s.122), and transfers of property to a related person for less than market
value in the five years preceding the bankruptcy are void as against the trustee if the
debtor was insolvent at the time (s. 120). In contrast, transactions of this sort before
a PIA is entered will not be re-opened unless the PIA expressly says they will (s. 188

A (2) ())-

35 No Limits On Overseas Travel

Whereas bankrupts cannot leave Australia without the written permission of their

trustee (s.272), there are no travel restrictions on a debtor in a PIA.
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3.6 Management of a Company

A bankrupt cannot be a director of a company, or take part in the management of one.
The same restriction applies to debtors in a PIA, until the terms of the PIA have been
fully complied with (Corporations Act 2001 s. 206B (4)).

3.7 Adverse Effect on Employment

The adverse effect on employment of bankrupts is largely similar for debtors in a PIA.
Being in a PIA is defined as being an insolvent under administration in legislation such
as the Aged Care Act 1997 (Commonwealth), and is a bar to being one of the key
personnel in an aged care establishment. Being a debtor in a PIA is defined in the
Interpretation Act 1984 WA as being “a person whose affairs are under insolvency
laws” (s. 13D). This affects a number of employment categories which are under state
legislation, and any person considering entering a PIA should check for the effect on

the type of employment relevant to them.

3.8 Adverse Effect on Financial Reputation

Details of a PIA are entered on the National Personal Insolvency Index, where they
stay permanently (Bankruptcy Regulation 13.03). Details of a PIA may also be

recorded on a person’s credit information file, where they remain:

* if the PIA ends by all the obligations under it being discharged, for the longer of
five years from when it was made, or the day when a certificate of its completion

is signed; or

* if the PIA ends by being terminated or set aside under the provisions of the
Bankruptcy Act, for the longer of five years from when the agreement was
made, or two years after it is terminated or set aside: Privacy Act 1988
(Commonwealth) (s. 20X)
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3.9 No Limit On Credit

A bankrupt must disclose their bankrupt status to anyone from whom they are seeking
credit for more than an inflation-adjusted figure, which is currently $5,485 (s.269 (1)).

This restriction does not apply to a debtor in a PIA.

3.10 No Limit on Use of Business Name

Bankrupts carrying on business under a name other than their own, or with additions,
must disclose to persons with whom they deal their true name, and the fact they are
bankrupt (s. 269 (1) (b)). There is no parallel limit on debtors in a PIA.

3.11 No Effect on Guarantors

The protection of bankrupts created by subsection 58 (3) of the Bankruptcy Act does
not extend to guarantors. Similarly, a PIA relates to the financial situation of the debtor
only. Section 230 (5) provides that a PIA does not release a surety, which term

includes guarantors.

3.12 Not All Debts Are Provable

In bankruptcy, not all debts are provable - that is part of the bankruptcy (s. 82).
Section 231 (3) provides that section 82 applies to PIAs. Accordingly, the effect of
these provisions is that the same rules about debts provable in bankruptcy apply to a
PIA.

3.13 Not All Debts Are Discharged

Section 153 of the Bankruptcy Act provides that at the end of a bankruptcy, normally
after three years, most of the debts that were a part of the bankruptcy (provable) are
discharged: that is, they legally cease to exist. Section 230 of the Act makes these
provisions applicable to personal insolvency agreements, with the rider that the PIA
may make a different provision. Section 188 H (2) (e) provides that a PIA must specify

the extent to which (if any) the debtor is to be released from probable debts. It is hard
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to see why a debtor would wish to enter a PIA that limited the discharge. of debts to a
degree less favourable than a discharge from bankruptcy. The effect of these
provisions is that normally entering a PIA will secure the same level of discharge of
debt that would occur in a bankruptcy.

3.14 Secured Creditors and Secured Property

Section 58 (5) of the Act provides that bankruptcy does not prevent a secured creditor
realizing or otherwise dealing with its security. In a PIA a different situation applies. If
the secured creditor has decided not to lodge a proof (that is, not to claim a share of
the PIA distribution to creditors) then it can use its security to obtain payment of the
secured debt. If the secured creditor has lodged a proof for part of its debt, then it can
use its security to obtain payment of the remainder of the debt not covered by the proof
(s. 230 (4)).

3.15 Effect on Tax Refunds

Bankruptcy may affect the right of a bankrupt to receive tax refunds, because of the
principle that (non-protected) after-acquired assets vests in the trustee. This does not
apply in a PIA. The essential concept of a PIA is that it arranges for the property of
the debtor to be dealt with in a particular way, and does not deal with possible after-

acquired property (s.188 A (2)).

3.16 Bringing Offences to Light

One disadvantage of bankruptcy is that it “completes” certain offences. For example,
a person who has conducted a business but not kept such book or records as are
usual in that business, becoming bankrupt within five years of such failure constitutes
an offence (s. 270). This section applies only to bankrupts, and not to debtors in a
PIA. Similarly, gambling or rash speculation not connected with the person’s business
is not an offence; however, if the person becomes bankrupt within two years, and the
gambling or rash speculation has materially contributed to the extent of the insolvency,
an offence is created (s.271). A similar situation occurs with leaving Australia with

intent to defeat creditors (s. 272). Because a debtor entering PIA dos not become
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bankrupt, thee sections do not apply. It should be noted that section 268 creates a
number of offences relating to PIAs, however they mainly relate to the debtor being
required to be honest and cooperative with the trustee. The principal retrospective
provisions are in section 268 (7), which criminalizes certain activity such as concealing
or removing property, or destroying or falsifying books of account in the twelve months
preceding signing an authority under section 188 authorizing a trustee or solicitor to

become their controlling trustee with a view to entering a PIA.

4, Debt Agreements

Like PIA, a debt agreement is an agreement between a debtor and creditors which
binds unsecured creditors. It is controlled by Part 1X of the Bankruptcy Act, but the
debtor does not become bankrupt. A secured creditor is still able to enforce its
security, as is the case with bankruptcy and PIAs. There are upper limits on the level
of assets, liabilities and income for a debtor to be eligible to enter a debt agreement.
The limits are inflation-adjusted, and the current figures are:

* total unsecured debt no more than $109,036.20. This figure includes any
shortfall, that is the amount by which the value of an asset is less than the
amount of the debt secured on it;

* total non-protected assets no more than $109,036.20;

* after-tax income no more than $81,777.15. This is calculated by deducting tax
and medicare levy from the debtor’s income - child support is not deducted in
this calculation (s. 185C (4) and (5)).

Debt agreements can be administered by any eligible person (including the debtor). If
a professional debt agreement administrator administers the debt agreement, there
will be fees payable, though generally a lower level of fees than with a PIA. There is
a proposal lodgement fee of $200, and a realizations charge of 7% of the money
received by the administrator. The essence is that a debt agreement is not suitable

for a debtor with no money, nor for a debtor with high levels of debts, assets and
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income, but for a person in between these extremes. A point by point comparison with

bankruptcy:

4.1 Assets Do Not Vest in Administrator

Unlike bankruptcy, in which all of the bankrupt’s non-protected property vests in the
trustee, a debt agreement proposal must set out the debtor’s property that is to be
dealt with under the agreement (if any) ss. 185C (2) (a)). The proposal cannot provide
for the transfer of the debtor’s property (other than money) to a creditor. Most debt
agreement proposals are for the payment of money at regular intervals to the
administrator for distribution to creditors. A debt agreement proposal which shows a
substantial amount of property which was not going to be sold for the benefit of

creditors is unlikely to appeal to the creditors.

4.2  After Acquired Property Does Not Vest in Administrator

Like a PIA, but unlike bankruptcy, property which the debtor receives after a debt
agreement is entered does not vest in the administrator. This makes a debt agreement

more appealing to a debtor who may receive an inheritance.

4.3 No Compulsory Contribution from Income

As set out in 4.1 above, a debt agreement proposal normally relates to regular
payments to the administrator. However, it is up to the debtor to decide how much to
offer. In contrast, in bankruptcy there is a compulsory contribution from bankrupts
whose income exceeds a set, inflation-adjusted figure. This is currently $54,518.10

after deduction of tax and any child support payable (s. 139 N).

4.4  Antecedent Transactions Not Re-opened

In bankruptcy, certain preferential payments and transfers of property for less than
market value are void as against the trustee, and can be re-opened. There is no
provision in a debt agreement to make any provision in relation to dealings of this sort

(s. 185 C (2)). The statement of affairs required for a debt agreement proposal is a
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brief five-page document which only asks questions about sale of shares in a company
run by the debtor, or transfer of assets to a trust in the last two years, and does not

ask more general questions about antecedent transactions.

45 No Limit on Overseas Travel

In contrast with the limit on bankrupts, who cannot leave Australia without the written
permission of the trustee, there are no travel restrictions on a debtor in a debt

agreement.

4.6 Management of a Company

Section 206B of the Corporations Act 2001 prevents a bankrupt or a debtor in a PIA
taking part in the management of a company. There is no restriction on a debtor in a

debt agreement taking part in the management of a company.

4.7 Adverse Effect on Employment

Division 10A of the Aged Care Act 1997 (Commonwealth) prevents an “insolvent under
administration” from holding a senior role in an aged care establishment. The
definition comes from section 10 of the Superannuation Industry (Supervision) Act
1993 (Commonwealth) which includes bankrupts and debtors in a PIA, but does not

include debtors in a debt agreement.

On the other hand, section 13D of the Interpretation Act 1984 (Western Australia)
defines “a bankrupt or a person whose affairs are under insolvency laws” to include a
debtor in a debt agreement. Accordingly, for many purposes under state law there are
restrictions on employment of debt agreement debtors. For example, section 29 of
the Police Act 1892 (WA) uses the term “a bankrupt or a person whose affairs are
under insolvency laws”, to include debt agreements, which means a debtor in a debt
agreement forfeits their office as a member of the Police Force. Such a person can
be re-instated by the Governor if “such embarrassment has not been caused or

attended by any fraud, extravagance, or dishonourable conduct” (s.30 Police Act).
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A number of categories of employment are adversely affected by entry into a debt
agreement. In general, employment requiring registration with a particular body, such
as the legal profession, real estate agents, security personnel, painters and builders,
and employment imposing moral or ethical standards such as police, armed services,
chartered accountants, public service and membership of parliament will be ended or
adversely affected by entering a debt agreement. Debtors considering their options

much check the effect on their particular work situation.

4.8 Adverse Effect on Financial Reputation

Debt agreements have an adverse effect on the way a person is viewed by a
prospective lender, and is disadvantageous to any person whose financial history may

be examined closely.

Credit reporting information relating to debt agreements can be retained by a credit
reporting body for varying periods of time, depending on whether the debt agreement

ends by being fully paid in accordance with the agreement, or otherwise.

If a debt agreement ends by being paid out in full, the retention period for which the
information can be held by a credit reporting body is the later of:

* five years from the date the agreement is made, or

* the day on which the debt agreement ends.

If a debt agreement ends otherwise, for example after a six-month default, the
retention period for which information can be held about it in the records of the credit

reporting body is the later of:

* five years from the date the agreement is made, or
* the period of two years starting on the day the agreement was terminated under
the Bankruptcy Act. (Privacy Act s. 20 X).

The retention period for information on the National Personal Insolvency Index relating

to debt agreements is limited, in comparison with NPII records relating to bankruptcy,
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which are permanent. Information about debt agreements is removed from NPII one

month after the following days:

* if a debt agreement ends by completion of all obligations it creates: the later of
give years from the date the debt agreement was made, or the day on which it

ends;

* if a debt agreement ends by acceptance of a termination proposal, by court
order, by a six-month default or the bankruptcy of the debtor: the later of five
years from the date the debt agreement was made, or two years after the debt

agreement is terminated;

* if a Court makes an order declaring all of a debt agreement void; the later of
five years from the date the debt agreement was made, or two years after the

court order is made.

Information about debt agreement proposals is removed from NPII within one year of

any of the following occurring:

* the proposal is withdrawn;

* the proposal is not accepted by the creditors;

* the acceptance of the proposal for processing is cancelled;

* the proposal lapses because no replies are received from creditors, or the

debtor dies before a debt agreement is made. (Bankruptcy Regulations 13.05A
and B)

4.9 Limit On Credit
For both bankrupts and debtors in a debt agreement, there is a disclosure requirement

if they are seeking credit for more than $5,485 (inflation adjusted). This does not apply
to debtors in a PIA. (s. 269 (1)).
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410 Limits on Use of Business Name

Both bankrupts and debtors in a debt agreement are required to disclose their true
names, and the fact they are bankrupts or debtors in a debt agreement if they carry
on business under a name other than their own, or with additions (s. 269 (1) (b)). This

disclosure requirement does not apply to debtors in a PIA.

4.11 Effect on Guarantors

When a debt agreement ends by all its obligations being completed, the debtor is
released from all provable debts which would have been released by a discharge from
bankruptcy. This release does not help anyone else - a joint debtor and a guarantor
continue to be liable for the debts (s. 185 N A).

4.12 Not All Debts Are Provable

Section 185 of the Bankruptcy Act defines a provable debt for the purposes of a debt
agreement as a debt that would have been provable in bankruptcy if the debtor had
become bankrupt when the debt agreement proposal was accepted for processing.
Accordingly, the tests of whether a debt is provable are the same.

4.13 Not All Debts Are Discharged

Section 185 N A of the Bankruptcy Act provides that when a debt agreement ends by
completion of its obligations a debtor is released from the debts in the same way as a
bankrupt is upon discharge. This means the exceptions to discharge relevant to

bankruptcy are also relevant to a debt agreement.

4.14 Secured Creditors Can Deal With Secured Property

Secured debts are provable debts in a debt agreement. If a secured creditor does not
enforce the security by taking the secured property while the debt agreement is in
force, it is a creditor to the extent that the debt exceeds the value of the security: that

is, the secured creditor is counted as a creditor only to the value of the shortfall. If a
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secured creditor does act to enforce its security while the debt agreement is in
operation, it is calculated as a creditor for the amount of the shortfall between what it
gets on sale of the secured property, and the total amount of the debt (s. 185C (2) (g)
and (h)). The effect of these provisions is that a secured creditor can deal with secured
property. The secured creditor cannot sue the debtor for any shortfall. The shortfall
is a frozen debt (ss. 185 and 185F) and accordingly the creditor is barred from suing

the debtor, and the debt is discharged when the debt agreement ends (s. 185 NA).

4.15 Effect on Tax Refunds

Like a PIA, a debt agreement deals with the property of the debtor as it is at the time
the debt agreement is made, and does not deal with after-acquired property (s. 185 C
(2) (a) and (b). Accordingly, a tax refund received after the debt agreement is made

is not affected by it.

4.16 Bringing Offences To Light

The Statement of Affairs which accompanies a debt agreement proposal is a fairly
small document which focuses mainly on the debtor’s present position. The contents
of a debt agreement proposal are spelled out in subsection 185 C (2), and do not make
any provision for previous sale or disposal of property. As a consequence, the process
of examining past transactions which may occur in bankruptcy is not a part of a debt

agreement administration.

5. Agreements With Creditors Outside Bankruptcy

Every debtor is different. For some debtors, some of the disadvantages noted above
may mean bankruptcy, debt agreements, and Personal Insolvency Agreements are
unsuitable. For example, debtors in occupations like lawyer, accountant, police officer,
builder or painter may find the likely effect on their work of a formal insolvency
arrangement is a major obstacle. Some debtors may find one particular formal
arrangement attractive, but be ineligible. For example a debt agreement may be very
suitable for a particular debtor’s needs, but the debtor is ineligible: for example, due to

being bankrupt or in a debt agreement in the preceding ten years (s. 185C (4)). For a
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debtor for whom all of the formal insolvency arrangements are unsuitable, an informal

agreement with creditors may be a suitable avenue.

5.1 Advantages of Informal Arrangements

There are a number of advantages of informal arrangements with creditors. These

are:

* Low cost. There are no filing fees, no administrator or trustee to pay.

* The debtor is not bankrupt, and does not have the limitations bankruptcy and
Part 1X and Part X entail: no occupational effects, no travel limits, no NPII
listing.

* There is no one to examine the debtor’s past dealings, and no re-opening of
past transactions.

* entering informal arrangements is no bar to following a formal insolvency path
later. A debtor may go down the informal path, and persist with it as long as it
is working, then go into one of the formal insolvency arrangements if the
informal .agreement collapses.

* an informal agreement may be combined with one of the strategies from the
next section called “Toughing It Out”. For example, if an informal agreement
is in place but one credit provider is being uncooperative, the debtor can
consider using IDR and EDR in relation to that particular creditor.

* a debtor may choose to pursue an informal arrangement for a particular

length of time, in order to pass a particular point in time before going into a
formal insolvency arrangement. For example, a debtor who has made a
payment to a creditor which may be void as against the trustee if the debtor
becomes bankrupt within six months (s. 122) may wish to avoid bankruptcy until

that time passes.
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5.2 Disadvantages of Informal Arrangements

The principal disadvantage of informal arrangements with creditors is that it is
workable only if all creditors act reasonably. This may not always be the case. If only
one or two credit providers are unreasonable, the debtor can consider use of IDR and

EDR to reach an accommodation with the unreasonable creditors.

Another disadvantage of an informal arrangement with creditors is that, depending on
how the arrangement is worded, it can amount to an admission of insolvency. Section
40 (i) (h) of the Bankruptcy Act provides that debtors commit an act of bankruptcy if
they give notice to any of their creditors that they have suspended, or are about to
suspend payment of their debts.

There have been many cases of debtors communicating with their creditors, directly
or through an agent, using words indicating they can no longer pay their debts as they
fall due, which have been held to amount to an admission of insolvency sufficient to
found a creditor’s petition. Heading a letter with the words “Without Prejudice” has
been held not to be sufficient to avoid this possibility (1). It is difficult to find a form of
wording that adequately conveys the debtor’s situation, and plan to pay debts in a
deferred or reduced way, that does not run this risk. However, it should be noted that
while this is a real risk from a legal point of view, it is very rare that creditors base a
petition on any basis other than a judgment for a debt, and a bankruptcy notice based

on it.

Another potential disadvantage of informal arrangements is that they may be recorded
on the debtor’s credit information file as new arrangement information. If the debtor
is in default under a contract, or has committed a serious credit infringement, and then
the terms of the original consumer credit contract are varied (for example by reducing
payments or extending time for repayment) this constitutes new arrangement
information (Privacy Act s. 6 S). This type of information can be kept on the debtor’s
credit file for two years from the date the credit reporting body collects the information
(Privacy Act s. 20X).
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5.3  Wording an Informal Arrangement

If a debtor decides to use an informal arrangement with creditors, it is necessary that
this be in writing, for clarity and enforceability. This must be done against the
background of the possibility, discussed above, of it being used by a creditor as an
admission of insolvency. Perhaps a debtor should be formally warned about this. The
appropriate way to create an arrangement is in writing, using the principle of accord
and satisfaction.

5.3.1 Accord and Satisfaction

In the usual context of a debt under a contract, accord and satisfaction is the most
reliable way of extinguishing the debt. What is accord and satisfaction? “The essence
of accord and satisfaction is the acceptance by the plaintiff of something in place of
his cause of action”, (2). The most common way of doing this is by making an offer of
a lesser sum paid in full and final settlement of a claim. If the creditor accepts this
offer, and the debtor makes the payment, there is a binding contract. Though this
process is called accord and satisfaction, it is a variety of variation of the contract by

the agreement of the parties to it.

Of course, this must be done in a provable way, in case a dispute arises later. Writing

is desirable, and a provable method of payment.

It is important to note that simply making an offer to a creditor, in writing, and sending
the offered sum, does not create an accord and satisfaction. The creditor can receive
the money, and use it to sue the debtor for the rest. The agreement must be in place,

before any money is paid.

6. Toughing It Out

Sometimes examining a client’s situation makes it clear that the formal insolvency
alternatives are not suitable for the client, for a number of reasons. The client may
wish to avoid the restrictions, scrutiny or employment effects associated with them,

either permanently, or for a particular period of time. In this situation, a number of
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considerations and resources are relevant. These are set out in a pap.er entitled Debt

Management April 2016 on the FCAWA website, in Legal Papers.

The relevant items are:

6.1.1.
6.1.2
6.1.3

6.1.4

6.2

6.2.1

6.2.2

6.2.3

6.2.4

Taking the client’s age and prospects into account in selecting a strategy

Use of IDR and EDR in a credit-related matter

If the client is being harassed, the Debt Collection Guideline for Collectors and
Creditors is very useful.

Establishing whether a debt is properly payable, in the light of:

Time limits

Credit Legislation, for example the small amount credit provisions
Responsible Lending

Door to Door Lending

Is the client under a disability?

Does the client have relevant insurance?

There are some basic points that are potentially helpful to a client seeking to
tough out creditor action:

Use of an answering machine, to avoid telephone harassment

Using written communication with creditors and collectors. This constrains the
use of extravagant threats by credits and collectors

Debtors should be warned of the potential peril of checking their credit
information files. This tells interested parties where the debtor is, and gives
contact information.

In a dire situation, a client can consider use of a Declaration of Intention to

Present a Debtor’s Petition. This does not commit the debtor to becoming bankrupt,

but gives twenty-one days of protection. It can only be used once in any twelve-month

period (Bankruptcy Act s. 54 B).

lan Macdonald
June 2016
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NOTES:

2.

Re Daintrey; Ex parte Holt [1893] 2 QB 116
McDermott v Black (1940) 63 CLR 161 per Dixon J.
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