
 
 
 

Level 30 
20 Bond Street 
Sydney NSW 2000  
www.companydirectors.com.au  
ABN 11 008 484 197 
 
T: +61 2 8248 6602 
F: +61 2 8248 6633 
E: ceo@aicd.com.au 

 

 

24 April 2017 

Mr James Mason 
Financial System Division 
The Treasury 
Langton Crescent 
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Dear Mr Mason 

National Innovation and Science Agenda – Improving corporate insolvency law 

Thank you for the opportunity to provide a submission on the Australian Government’s 
Exposure Draft titled Treasury Laws Amendment (2017 Enterprise Inventive No. 2) Bill 2017, 
and the accompanying draft Explanatory Memorandum and draft Explanatory Document 
(together, the Proposed Reforms).  

The Australian Institute of Company Directors (AICD) is committed to excellence in 
governance. We make a positive impact on society and the economy through governance 
education, director development and advocacy. Our membership of more than 40,000 
includes directors and senior leaders from business, government and the not-for-profit sectors. 

We welcome the significant step taken by the government in releasing the Proposed Reforms, 
which include a safe harbour for insolvent trading (ED Safe Harbour) and a stay on ipso facto 
clauses triggered by a formal insolvency process (ED Stay).   

1. SUMMARY 

The AICD is strongly supportive of reform to Australia’s insolvency laws, particularly the 
insolvent trading prohibitions in s 588G of the Corporations Act 2001 (Cth) (Corporations 
Act), which are considered to be among the ‘strictest’ in the world.1  These laws can lead to a 
premature invocation of insolvency, resulting in job losses, contract terminations, destruction 
of goodwill and overall value diminution.    

The Proposed Reforms, if designed effectively, should facilitate innovation and 
entrepreneurship by encouraging responsible risk-taking by companies and directors. The 
potential of these changes – subject to getting the legislation right – cannot be underestimated. 
They will save rather than destroy billions in wealth and tens of thousands of jobs. Directors 
of an ailing company should be given a fair opportunity to take reasonable steps to turn around 
viable businesses for the benefit of all.  

The AICD supports an insolvent trading safe harbour that facilitates reasonable efforts to 
rehabilitate distressed businesses, while appropriately protecting corporate stakeholders such 
as employees, suppliers, customers, creditors and shareholders from reckless and 
unscrupulous actions. However, after significant consultation with members and stakeholders, 

                                                        
1 The Hon. Wayne Martin, ‘Official Opening Address’, Insolvency Practitioners’ Association of Australia 16th National 
Conference, Perth, 28 May 2009. 
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we are concerned that the ED Safe Harbour may not provide directors with sufficient certainty 
to encourage good faith restructuring. Accordingly, in Section 2 of this submission we make 
recommendations to enhance the effectiveness and operation of the ED Safe Harbour. 

In addition, the AICD supports the government’s initiative to introduce a stay on certain ipso 
facto clauses. While we broadly endorse the approach taken in the ED Stay, we have again 
made some suggestions to improve the draft legislation. These suggestions are set out 
below in Section 3. 

2. SAFE HARBOUR FOR INSOLVENT TRADING  

2.1 Overview of the AICD’s position  

The AICD is of the view that a workable safe harbour requires the following features: 

 certainty, to provide directors with sufficient comfort that reasonable restructuring efforts 
taken in good faith will be protected;  

 flexibility, so that the laws apply irrespective of a company’s size, industry and legal 
structure; and 

 functional, so that the laws work in practice, bearing in mind the complexity and time 
constraints under which decisions must be made when a company is financially 
distressed. 

In assessing whether the ED Safe Harbour is sufficiently certain, flexible and functional, we 
have consulted broadly with our members, other stakeholders and counsel. Based on this 
feedback, and our own analysis, we are concerned that certain features of the ED Safe 
Harbour undermine its effectiveness. Indeed, feedback we have received from some of our 
members is that they simply would not use the ED Safe Harbour in its current form.  

Our specific concerns with the ED Safe Harbour are detailed below, together with our 
recommendations for addressing them.   

2.2 Determining the ‘better outcome’   

Section 588GA(5) of the ED Safe Harbour defines ‘better outcome’ as an ‘outcome that is 
better for both: (a) the company; and (b) the company’s creditors as a whole; than the outcome 
of the company becoming a Chapter 5 body corporate.’  

The ED Safe Harbour therefore requires a director to undertake a counterfactual evaluation of 
the various outcomes which may flow from a course of action, and compare them to the 
various outcomes which may result from the company becoming a Chapter 5 body corporate.  

The AICD is concerned that this feature of the ED Safe Harbour is unduly onerous, and likely 
to discourage reasonable restructuring efforts.   

The causes of our concern – uncertainty and complexity, and hindsight review on a purely 
objective basis – are discussed in turn.  Our recommendations for addressing these issues 
then follow.  

(a) Uncertainty and complexity 

The counterfactual analysis required under the ED Safe Harbour is inherently uncertain 
as it involves predictions about possible future events. These predications may need to 
be made under time pressure and with imperfect information. Further, it may be 
necessary to make predictions in relation to several potential alternative courses of 
action (which may be modified over time), each with a number of possible outcomes.   

The counterfactual analysis to be undertaken by directors is made even more complex 
because the comparator is the company becoming a ‘Chapter 5 body corporate’.  As 
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there are a number of ways in which a company may become a Chapter 5 body 
corporate, the ED Safe Harbour requires that directors assess each particular course of 
action (as modified from time to time) against each possibility entailed by the company 
becoming a Chapter 5 body corporate.  This is, in our view, a burdensome counterfactual 
exercise. 

A similar point has been made by Herbert Smith Freehills (HSF) in a recent article:2 

The better outcome test requires that the course of action adopted be 
reasonably likely to lead to an outcome better than the outcome of the 
company becoming a Chapter 5 body corporate. This term is broadly 
defined (see above), and includes steps that may actually be required as 
part of implementing the restructuring (e.g. a scheme of arrangement or 
deed of company arrangement (DOCA)). The test therefore sets the bar too 
high (it appears to require pursuit of a restructuring without using any of the 
Chapter 5 tools) and is difficult to evaluate (does a director need to consider 
all of the possible outcomes under any of the Chapter 5 processes?). We 
think it would be simpler and clearer to simply require that the course of 
action is reasonably likely to lead to a better outcome than the immediate 
(or prompt) appointment of an administrator or liquidator. 

While the guidance provided in the Explanatory Memorandum ([1.38]) provides some 
assistance to directors, due to its subordinate nature, we believe it inadequately deals 
with this issue. In our view, there is merit in making the ED Safe Harbour more specific 
in the manner suggested by HSF (see Recommendation 1 below).   

(b) Hindsight review on a purely objective basis 

In conducting the counterfactual analysis required by the ED Safe Harbour, directors will 
be making decisions in real time, under deadlines and often with incomplete information. 
Yet, whether directors have met the requirements of the ED Safe Harbour and so 
enlivened its protection will be judged by a court retrospectively.  As acknowledged by 
Justice Palmer in Lewis v Doran, the court’s vantage point brings with it the ‘inestimable 
benefit of the wisdom of hindsight.’3 Unlike directors, the court will be able to see ‘the 
whole picture, both before, as at and after’4 a failed restructure. 

Hindsight review of directors’ decisions is particularly problematic under the ED Safe 
Harbour as they are to be judged on a purely objective basis. Consequently, rational 
restructuring decisions by directors may be found wanting on an objective basis due to 
issues, events or information, with the benefit of hindsight, emerging as more significant 
than they appeared to the directors who were otherwise acting with due care and 
diligence.  

In any event, as the AICD has previously observed, there is empirical evidence which 
shows that persons who know the outcome of a decision or a series of events ‘tend to 
exaggerate the extent to which that outcome could have been correctly predicted 
beforehand.’5 This tendency is known as ‘hindsight bias’. 

                                                        
2 Paul Apathy, Sarah Spencer, Lisa Filippin, ‘Australian Government Releases Draft Insolvent Trading and Ipso Facto Legislation’, 
5 April 2017, Herbert Smith Freehills, < https://www.herbertsmithfreehills.com/latest-thinking/australian-government-releases-
draft-insolvent-trading-and-ipso-facto-legislation> 
3 Lewis v Doran (2004) 50 ACSR 175, Palmer J at 198-199. 
4 Ibid,198-199. 
5 See Jacobs, Allen & Strine, ‘Realigning the Standard of Review of Director Due Care with Delaware Public Policy: A Critique of 
Van Gorkom and its Progeny as a Standard of Review Problem’ (2000) 96 Nw. U.L.Rev. 449, 451– 52 (2002) cited in Hal R. 
Arkes & Cindy A. Schipani, ‘Medical Malpractice v The Business Judgment Rule: Differences in Hindsight Bias’ (1994) 73 Or. L. 
Rev. 587, 588.  






















