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DEALING WITH DIFFICULT DEBTS 

MARCH 2018 

 

1. Introduction 

 

There is a sense in which all debts which financial counsellors deal with are difficult.  

If  a debt is paid when it falls due it is not a problem.  Debtors who cannot pay may 

see a financial counsellor, who can assist the client to find an orderly and rational way 

to deal with the debt.  However, some debts by their very nature create problems which 

takes them out of the ordinary category.  In this discussion I would like to look at the 

types of debt that most often create a particular difficulty. 

 

2. Difficult Debts and Bankruptcy 

 

Many debtors expect that bankruptcy is an easy solution which will make all their debts 

disappear.  Unfortunately, life is not so simple.  There are a number of debts which 

bankruptcy will not fix, and other debts which become a serious problem if the debtor 

becomes bankrupt.  The first type of difficulty concerns those debts which are not 

provable debts:  that is, they are not part of a bankruptcy. 

 

2.1 Debts which Are Not Provable in Bankruptcy 

 

2.2 General Rule - All debts and liabilities are provable in bankruptcy 

 

There is no list of all of the debts and liabilities which are provable in bankruptcy.  There 

cannot be a complete list, because every type of legal agreement or obligation can 

give rise to a provable debt.  To understand bankruptcy enough to work with it, it is 

necessary to accept that  every debt,  every  liability is provable in bankruptcy, unless 

there is a particular provision in a Commonwealth statute that says it isn’t.    Quite 

frequently, counsellors ask me if tax debts are provable.  Certainly they are, and in 

most ways are like any other debt.  We shall look at them in more detail shortly.  

However, they serve to illustrate the approach which I advocate.  To answer the 

question, you start by assuming every debt, every liability, is provable in bankruptcy, 
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and then you look at section 82 of the Bankruptcy Act, to see if it is one of the 

exceptions (Bankruptcy Act s. 82 (1)).  It is not.  The main exceptions are: 

 

2.3 Penalties or Fines 

 

Penalties or fines imposed by a court in respect of an offence against a law, be it a 

Commonwealth or State law, are not provable in bankruptcy (s. 82 (3)  Bankruptcy 

Act).  In most cases it is obvious whether or not a particular financial liability is a fine 

or not.  However,  some common examples are not so clear.  For example, a person 

convicted in a court on a charge of stealing from an employer may be fined $10,000 

and ordered to pay restitution of $8,765.43 to the employer.  The $10,000  is a fine 

imposed by a court in respect of an offence, and is not provable in bankruptcy.  The 

order to pay $8,764.43 is provable in bankruptcy, because it is compensatory in nature 

rather than punitive (1).  An example which often arises in practice is an order by the 

Assessor of Criminal Injuries Compensation that an offender pay to the Assessor the 

sum which has been given to the victim as compensation.  Because this order has 

been issued by the Assessor rather than by a court, it does not fall within the terms of 

the exception of subsection 82 (3) of the Act, therefore it  is  a provable debt in the 

bankruptcy of the offender.   

 

2.4 Unliquidated Damages for Tort 

 

A tort is a civilly-actionable wrong.  Unliquidated damages are damages the amount 

of which have not been fixed by written agreement, or by a court order. The fact that 

such damages are not provable in bankruptcy is quite important for a person who has 

had a motor accident, and may have quite a number of liabilities.  Such a person, 

whom we shall call Egbert, may have been driving a car subject to a finance contract.  

If Egbert is uninsured, and the car is written off, he may have three types of liability 

arising from the accident: 

 

* the finance company will wish Egbert to pay for the vehicle in accordance with 

 the finance contract; 
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* if the owner of the other vehicle asserts the accident was Egbert’s fault, he or 

 she may wish to sue Egbert for damages for the loss or damage to their car; 

 

* if a person has been injured in the accident, and Egbert was not covered by 

 compulsory third party insurance because he  was unlicensed to drive, the 

 vehicle was unregistered, or Egbert was under the influence of drink or drugs, 

 the Insurance Commission of Western Australia (ICWA) will assess the injured 

 person’s claim, pay it, then seek to recover that amount from Egbert. 

 

Of these types of liabilities, only the first is immediately provable in bankruptcy.  If 

Egbert is panicked into immediate action, and becomes bankrupt the day after the 

accident, any liability under the finance contract will be provable in his bankruptcy.   

The precise amount owing is not known at that stage.  Until the wreck is sold and the 

calculations done the amount is unliquidated.  However, though it is an unliquidated 

debt, it is provable because it is a debt of a contractual nature. 

 

The damage to the other vehicle involved in the accident is not liquidated until the 

amount is agreed in writing, or set by a court.  Egbert can speed things along, if he 

wishes to become bankrupt soon by correspondence with the owner of the other 

vehicle or the insurance company involved.  Once the figure for the vehicle damage is 

set by written agreement, which can be in the form of exchange of letters, the figure is 

liquidated.  If Egbert becomes bankrupt after that, the debt is liquidated and is a 

provable debt in the bankruptcy. 

 

The personal injury claim may not be resolved quickly. Particularly if a person 

sustained serious injuries in the accident, it may be some years before ICWA settles 

with the injured person, and then sets out to claim from Egbert.   

 

What can Egbert do if he is being pressured by other creditors, and wants to become 

bankrupt, but the personal injury claim is not yet liquidated? 

 

There is nothing to stop Egbert becoming bankrupt twice, or indeed three times, or 

more.  It is a matter of tidiness, rather than legal necessity that a person only becomes 

bankrupt when all their debts and liabilities are liquidated. 
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2.5 Proceeds of Crime Debts 

 

A debt payable under an order made under a proceeds of crime law is not provable in 

bankruptcy.  This has its own special subsection (s.82 (3A)) of the Bankruptcy Act, but 

in my experience it does not arise often.  This refers to  orders made under the 

Commonwealth Proceeds of Crime Act 1987, and state equivalents.  In Western 

Australia, the equivalent is the Criminal Property Confiscation Act 2000.  These pieces 

of legislation are aimed mainly at taking criminal proceeds from organized criminals.  

Accordingly to what I hear from Counsellors, those of their clients who have engaged 

in criminal behaviour are generally disorganized criminals. 

 

2.6 Higher Education Debts 

 

Higher education debts are something that seems to occur more frequently than 

proceeds of crime debts.  These debts also have their own special subsection in the 

Bankruptcy Act: subsection 82 (3AB), which provides they are not provable in 

bankruptcy.  They are usually referred to as HECS debts, but there are several sub-

types set out in Part 4-1 of the Higher Education Support Act 2003 (Commonwealth).  

Your clients may take some comfort from the knowledge that HECS - type debts are 

discharged by death (2).  You may also encounter debt clients incurred  under the 

now-defunct Student Assistance Act 1973 (Commonwealth).  Section 12ZW of this act 

provided that debts incurred under it are not provable in bankruptcy. 

 

2.7 New Debt 

 

One quite important thing to note in relation to the effect of bankruptcy on debts is that 

only debts in existence at the time the debtor becomes bankrupt are provable in 

bankruptcy.  A debt which a debtor incurs after the date of the bankruptcy is not 

provable in that bankruptcy.  An example we shall look at shortly is rates and water 

rates accruing on a property owned by the debtor.  Any rates due and outstanding at 

the time the debtor becomes bankrupt are a provable debt in the bankruptcy (3).  Any 

rates and water rates accruing after the bankruptcy begins are not provable.  The 

reason for this is that section 82 (1) of the Act, which determines what debts are 

provable in bankruptcy, speaks of debts  “to which a bankruptcy was subject at the 
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date of the bankruptcy…….”  A handy way to think of this process is to think of 

bankruptcy as a curtain which comes down on a debtor’s financial affairs.  What 

happens after that is a different act, a different production. 

 

3. Debts Which Become A Problem if the Debtor Becomes Bankrupt   

 

One thing which counsellors often have to warn debtors about, if they are considering 

bankruptcy, is whether any of the debts they have incurred will cause a problem if they 

become bankrupt.  This is due to the fact that some activities which are not offences 

become offences if they occur in the years immediately preceding the bankruptcy.  

Examples are: 

 

3.1 Incurring Debt with no Reasonable Prospect of Paying It. 

 

Subsection 265 (8) of the Bankruptcy Act makes it an offence to incur a debt with no 

reasonable prospect of paying it in the two years before becoming bankrupt.  The test 

specifically includes taking into consideration the other liabilities the person has.  The 

subsection uses the words  “any reasonable or probable ground of expectation”, which 

create a measure of an objective test.  That is, baseless optimism on the debtor’s 

behalf is not sufficient.  When it is evident that a client has incurred debt which may 

create an offence if they become bankrupt, it is appropriate to warn the client in writing 

of the risk they run if they proceed with bankruptcy at this stage.  The offence is 

punishable by up to one year’s imprisonment. 

 

3.2 Gambling or Rash Speculation 

 

A problem which  comes up quite regularly is that of the client who has gambled, right 

up to the time of seeing a financial counsellor.  If clients with this problem wish to 

become bankrupt, it is necessary to warn them that if their gambling has materially 

contributed to, or increased the extent of, their insolvency within the two years 

preceding the bankruptcy they may be charged with an offence punishable by up to 

one years imprisonment (s. 271 Bankruptcy Act).  Again, if the client seems resistant 

to your warning, it is desirable to put it in writing to them. 
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3.2.1 AFSA - Practice Statement 

 

While it is necessary to warn clients of the illegality of gambling of the sort discussed 

here, it is desirable to do this in the light of the AFSA Inspector-General Practice 

Statement 6.   This is available on the AFSA website, by entering  gambling in the 

search filed on the AFSA home page.  The main points of this Practice Statement are: 

 

* AFSA will not refer a gambling matter for prosecution where it appears the 

 person is a problem gambler and has not engaged in any associated criminal 

 activity to finance their gambling habit; 

 

* if a person has gambled with the intention of dissipating funds in order to keep 

 them out of the hands of creditors, this will be seen as a case of clear criminality, 

 and warranting prosecution; 

 

* if the gambling is associated with other offences, such as stealing from an 

 employer, or concealing assets from the bankruptcy trustee, prosecution is 

 more likely; 

 

* a person who has been bankrupt previously and has been given a warning letter 

 about gambling and bankruptcy in the past may be seen as appropriate for 

 referral for prosecution if the conduct is repeated. 

 

If a person wishes to assert they have a gambling problem I order to avoid prosecution, 

this will not necessarily deter AFSA from referring the person for prosecution unless 

supporting evidence of the problem is provided.  A client who appears to have a 

gambling problem should be firmly recommended to undertake self-help, for example 

substantial gambling counselling.  This is clearly desirable whether or not the person 

is considering bankruptcy. 

 

This AFSA Practice Statement refers only to gambling.  The offence provision, which 

is section 271 of the Bankruptcy Act, refers to rash speculation not connected with the 

bankrupt’s business as well.  This aspect of the section is not covered by this Practice 

Statement.  However, the bulk of the cases decided in relation to rash speculation 
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rather than gambling are from a previous century (7).  The AFSA website does list a 

number of cases relating to prosecutions for gambling offences related to bankruptcy.  

To see them, enter  gambling  on the AFSA home page, as described above. 

 

3.3 Failing to Keep Books of Account 

 

If a person in business fails to keep proper books of account, they may encounter a 

problem with ATO if they were ever audited.  Otherwise, it is just slack business 

practice.  However, if a person who has conducted a business becomes bankrupt, and 

has not keep such books of account as are usual in that business for the five years 

preceding the bankruptcy they have committed an offence.  If the person has been 

bankrupt or in a Part X Personal Insolvency Agreement before, they can be imprisoned 

for up to three years.  If they have not, they may be imprisoned for up to one year (s. 

270 Bankruptcy Act). 

 

3.4 Concealing or Disposing of Assets 

 

When  debtors are in financial difficulty, a panic sale of some goods or other property 

is not uncommon.  A bona fide sale to an unrelated party for the market value of the 

property concerned will not create any problems.  However, some debtors in financial 

difficulty may anticipate a bailiff or a bankruptcy trustee wanting to seize property, and 

deciding to get rid of it in a  way they cannot find it or get back may seem like a good 

idea.  However, concealing or disposing of property in order to keep it out of the hands 

of their creditors constitutes a serious offence if they become bankrupt within a year 

of the concealment or disposal. 

 

Subsection 265 (4) and (7) of the Bankruptcy Act create the offence of concealing or 

removing property to the value of $20 or more.  The meaning of concealing is fairly 

obvious.  “Removing” involves a physical movement of property, and can include 

removing money (4).  It must be with intent to defeat creditors (5), and must be within 

the period of twelve months preceding the bankruptcy.  A person convicted of this 

offence can be imprisoned for up to one year. 
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Section 266 of the Bankruptcy Act creates an offence of disposing of or charging 

property with intent to defraud creditors in the twelve months preceding a bankruptcy.  

The meaning of disposing of property is fairly clear.  A clear example of creating a 

charge is creating a mortgage.  From time to time a debtor in difficulty may decide a 

good way of keeping property out of the hands of creditors is to create a mortgage or 

charge over it.  This is the sort of action the section is aimed at.  A person found guilty 

of this offence can be imprisoned for up to five years (Subsection 266 (3)). 

 

4. Debts Not Discharged by Bankruptcy 

 

4.1 For most debtors considering bankruptcy, there are two major attractions.  The 

first is that it stops action by creditors against them for most provable debts (ss 58 (3)).  

The second is that it gives them a discharge from most of the debts that were a part 

of the bankruptcy:  that is, provable debts.  The effect of discharge of provable debts,  

including secured debts, is created by subsection 153 (1) of the bankruptcy Act.  

This is the general rule.  There are some exceptions. 

 

4.2 Debts Incurred by Fraud Are Not Discharged.  

 

Discharge from bankruptcy does not release a bankrupt from a debt incurred by fraud 

(ss 153 (2) (b)).  The test for fraud is whether the bankrupt acted with deliberate 

dishonesty to the prejudice of another person’s proprietary right.  There must be a 

subjective element of deliberate or a reckless disregard for the trustfulness or 

otherwise of a contention (6). 

 

There is a decision of the Supreme Court of Western Australia (Power  v  Kenny [1977] 

WAR 87) which ruled that if a creditor sues in relation to a debt incurred by fraud and 

obtains a judgment against the debtor, the cause of action merges in the judgment 

and is extinguished, and accordingly the debtor is discharged at the end of the 

bankruptcy.  A debtor owing a debt incurred by fraud could consider waiting until the 

creditor sues, and gets a judgment, before becoming bankrupt. 
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4.3 Child Support and Maintenance Debt 

 

Subsection 153 (2) (c) of the Bankruptcy Act provides that discharge from bankruptcy 

does not release a bankrupt from liability under a maintenance agreement or 

maintenance order.  These terms are defined in section 5 of the Act to include an 

assessment under the Child Support (Assessment) Act 1989.  Subsection 153 (2A) 

gives the Court power to release the bankrupt from liability to pay arrears. 

 

4.4 Bail Bond and Recognizance Debts 

 

Subsection 153 (2) (a) provides that discharge does not release a bankrupt from a 

debt on a recognizance, or a bail bond.  This relates to a situation in which a person 

has given a bond or entered a recognizance to appear before a court at an appropriate 

time. 

 

4.5 Unpaid Contribution from Income 

 

Subsection 153 (2) (aa) provides that discharge does not release a bankrupt from a 

liability to pay to the trustee a contribution from the bankrupt’s income which fell due 

during the bankruptcy.  

 

5. Rates and Water Rates 

 

As discussed earlier under the heading New Debt (2.7 above), rates and water rates 

are a good example of a debt which is provable, as far as amounts outstanding at the 

date the debtor becomes bankrupt, but rates and water rates which fall due after the 

date of bankruptcy are not provable in the bankruptcy.  This is because any debt which 

arises after the date of the bankruptcy is not provable. 

 

One question which is often asked is:  but if I have become bankrupt, I thought my  

house vested in my trustee.  Why isn’t the trustee liable for the rates? 
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5.2 Bankruptcy Trustees and Rates 

 

5.2.1 Disclaimer 

 

Debtors who own property of various types have been going bankrupt for centuries, 

and a lot of law has developed around this process.  Not all property which passes to 

a trustee is desirable.  A bankruptcy trustee can “disclaim” undesirable property. 

( s. 133 Bankruptcy Act) 

 

 

5.2.2 Vesting in Equity but not At Law 

 

Subsection 58 (2) of the Bankruptcy Act provides that though a property has vested in 

equity in a trustee in bankruptcy, it does not vest at law until the trustee complies with 

the local (state) law relating to the transmission of property.  In the case of Western 

Australia, this refers to the Transfer of Land Act 1893.  If a trustee does not do this, 

the property remains in the name of the bankrupt.  Section 6.44 of the Local 

Government Act 1995 provides that “The owner for the time being of land on which a 

rate or service charge has been imposed is liable to pay the rate to the local 

government.”  Section 126 of the Water Services Act 2012 provides  “Despite an 

change in the ownership of land, statutory water services charges ……..remain 

payable and are recoverable from the owner of the land for the time being ………..” 

 

The effect of this is that if a trustee in bankruptcy stays in the background and does 

not register the change of ownership, the (bankrupt) owner will still be pursued for 

rates and water rates. 

 

5.2.3 Practical Steps 

 

For financial counsellors, it is useful to know the possibility of the client being pursued 

until the property is sold.  The client can usefully tell the local government and water 

authority of the trustee’s name and address.  If a client feels pushed into a corner, for 

example if a property proves difficult to sell and nothing happens for a long time, the 
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client can consider a new bankruptcy to stop civil action for the new rates and water 

rates that have accrued.  

 

Unpaid rates and water rates act as a charge on the land: Local Government Act 1995 

WA  s. 6.43 and Water Services Act 2012 (WA) s. 128.  This means that when, 

ultimately, the land is sold, they will be paid by the new owner as part of the settlement 

of the sale. 

 

6. Tax Debts 

6.1 The General Position 

 

As mentioned earlier in this papers, in most ways tax debts are dealt with in bankruptcy 

in the same way as other debts.  A debt for income tax is a provable debt in bankruptcy 

(8).  The case referred to in (8) is authority for the proposition that a person becoming 

bankrupt can do a tax return for the period from 1 July in a year, up to the date of their 

bankruptcy, and the tax payable for that part of the income tax year is provable in the 

bankruptcy.  Tax accruing after the date of that bankruptcy is not provable, although it 

would be provable in a second or subsequent bankrupt.  At the end of the bankruptcy 

tax debts are discharged, unless they fall into the category of a debt incurred by fraud, 

or if the ATO was a secured creditor. (s. 153 Bankruptcy Act). 

 

6.2 Action Stopped for Tax Debt 

 

Because a taxation debt is a provable debt, the general effects of bankruptcy apply to 

it.  Accordingly, if a person with a tax debt becomes bankrupt, enforcement action 

against the person or property of the debtor is stopped (s. 58 (3) Bankruptcy Act).  It 

is important to note that though action against the debtor for ordinary tax debt is 

stopped, it will not stop prosecution for any offence, nor will it affect the unusual 

situation of a tax debt which is a secured debt due to a garnishee being in place. 

 

6.3 Offences Against Tax Law 

 

If a person is considering bankruptcy, one useful thing to do is to check if they are up-

to-date with lodging tax and BAS returns.  As mentioned in paragraph 2 above, in most 
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ways tax debts are treated like other unsecured debts in bankruptcy.  However, if a 

person has not done tax and BAS returns up to date, ATO may decide to prosecute 

the person for on-lodgement.  A person actively planning bankruptcy may have 

decided it is pointless paying most debts.  It would be very useful if the person use any 

money or income freed by that decision to pay an accountant to do their returns up to 

date and thus avoid prosecution for failure to lodge the returns.  It also is desirable to 

clarify the amount of their indebtedness.  It happens often that a person who, in 

previous years, had a substantial income and generated a tax debt may have had a 

much lower income in the most recent years.  Doing all returns up to date establishes 

their precise indebtedness.  If there is debt for GST collected by the person but not 

forwarded to ATO, it is very desirable to pay those amount if it is practicable to do so. 

 

6.4 ATO Garnishee Powers 

 

In paragraph 2 above, I have mentioned that the general principle is that tax debts are 

like other unsecured debts in most ways.  However, one situation in which tax debts 

may differ sharply from other debts is where ATO has issued a garnishee notice in 

respect of money owed to the taxpayer by a third party.  This procedure is pursuant to 

section 260 - 5 in Schedule 1 to the Taxation Administration Act 1953.  Section 5 of 

the Bankruptcy Act defines a secured creditor to include a person holding a mortgage, 

charge or lien on property of the debtor as a security for a debt due to him or her from 

the debtors.  This has been held to include a section 260 - 5 notice (3).  Accordingly, 

when ATO has issued a section 260 - 5 notice it comes within the operation of section 

58 (5) of the Bankruptcy Act, which provides that nothing in section 58 affects the right 

of a secured creditor to realize or otherwise deal with its security.  A secured creditor 

is entitled to lodge a proof of debt in the bankruptcy (s. 90), and when the bankrupt is 

discharged a secured debt is discharged, however if part of the debt remains unpaid 

the secured creditor can continue to deal with the security (s. 153 (1) and (3)).  The 

bankrupt is otherwise freed from the debt. 

 

It is important to note that the garnishee only operates in relation to the person or 

organization upon when it is served, for example a bank.  The debtor is at liberty to 

establish a new account with a different bank after bankruptcy.  The new account with 

the new bank is not affected by the old garnishee or the old bank. 
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