BANKRUPTCY

WARNING SIGNS AND RESPONSES 

After a number of years of relative prosperity or at least a lack of an immediate threat of calamity, the economic indicators are at amber with red threatening. Individuals as opposed to corporate clients may be starting to recognise the warning signs. They could be finding themselves “robbing Peter to pay Paul”. The rate of new business coming to the self-employed maybe slowing down and thoughts are turning to contingency insurance. They could just be worrying that the property they bought in Spring may not prove to be the pension plan which they had planned.

Hopefully, before the balloon goes up, they may come to you for advice. What you can offer will depend on the timing of their approach - and as always, the earlier, the better. Accordingly, this 2 part article will consider Individual Voluntary Arrangements (“IVA”) in the first part, in case all is not lost, and the Bankruptcy process itself in the second part, in case it is a case of making the best of a bad job.


Individual Voluntary Arrangements (“IVA”)


The whole purpose of an IVA is to secure the agreement of creditors to forebear to pursue what they are owed in consideration of the debtor paying off something in the pound (£) on a regular basis – all without the creditors losing their rights to sue for the full sums once such moratorium is over. The rather cumbersome procedure introduced by the Insolvency Act 1986 (“IA”) is to be improved upon post April 2003 when the “fast track” process is introduced by the Enterprise Act 2002. For the next few months the process will be governed by s.252 et seq of the IA. The first step is to obtain an interim order under s.252. Then while it is in force:-
1. no bankruptcy petition relating to the debtor may be presented or proceeded   with, and
2. no other proceedings, and no execution or other legal process, may be commenced or continued against the debtor or his property except with the permission of the court.
The whole purpose of the IVA would be destroyed before it started if some selfish creditor scuppered a viable proposal before it had got off the ground. A recent example of the application of this is Clarke v Coutts & Co [2002] 26 EG 140 (CS) Here charging order nisi granted to C & Co. Before it was made absolute, Clarke obtained an interim order. C & Co applied for the nisi to be made absolute – it had no knowledge of the interim order. 6 years later C applied to have the order absolute set aside for want of permission. The Court of Appeal held that (1) a nisi order was temporary and defeasible and execution was not complete until made absolute. The making of the order absolute amounted to the continuation of any already commenced execution so it came within the ambit of s.252 and permission was required (2) there was no discretion to set aside, the party with the benefit of the interim order could apply to have it set aside as of right. CPR 3.10 enabled the court to hold that orders were valid notwithstanding procedural errors but could not apply to this case as the error not in respect of a procedural rule but in respect of a mandatory statutory requirement. To hold otherwise would defeat the spirit to say nothing of the letter of the insolvency legislation and allow one creditor to steal a march over the others. Permission could have been granted retrospectively but only if an application therefor had been made timeously (3) an order nisi does not stand alone, once it is made absolute it no longer exists. Hence if C & Co could not get permission retrospectively, they no longer had a nisi order in place to rely on in the future.

An IVA must be transparently fair. If creditors connive to approve an IVA proposal with the result that one creditor is unfairly treated (would receive far less under the IVA than it would under bankruptcy) then the court can overturn the IVA on application of that creditor as being unfairly prejudicial to the applying creditor: In re Debtor(No 101 of 1999) [2000] BPIR 998, Where a debtor knows that certain creditors are going to be advantaged by special, non-disclosed terms, if they approve an IVA proposal, then the court will not allow that arrangement to be enforced and will accede to the application of one of the other creditors in overturn the IVA as being unfairly prejudicial under s.262: Cadbury Schweppes plc v Somji [2000] BPIR 950;

An IVA cannot be retrospectively validated if some element required by statute is omitted. Should this occur then the creditors will not be bound by the terms and could still pursue their claims (subject to the rules as to limitation in the usual way): Fletcher v Vooght [2000] BPIR 435 Quare whether validation would have been available if a prompt application had been made – here 2 years + elapsed. Yes, but only under s.262 ie 28 days after report of creditors’ meeting to court. [Here no creditors’ meeting so not challenge available anyway]

The effect of a CVA or IVA on a landlord’s right to forfeit was controversial. Re Lomax Leisure decided that a right of re-entry is not a security. The terms of an IVA may not affect a secured creditors’ right to enforce his security without his concurrence. Hence surely peaceable re-entry remains available to the landlord of a person even under an IVA? Since the introduction of the Insolvency Act 2000 Sched 3, s.252(2) (a) is now amended to outlaw forfeiture by peaceable re-entry save with leave. This overrules : McMullen & Sons v Cerrone[1994] BCC 25. 

2.1. Forfeiture by action is available as the Court has decided that the exercise of the right to re-enter is not a legal process rather it is an incident of the relationship of L & T : Re a Debtor No 13A/IO/95 [1995] 1 WLR 1127. 

2.2. Impact of Insolvency Act 2000:

2.2.1. a Landlord needs the Court’s permission before exercising its right to forfeit by peaceable re-entry or distraining: Insolvency Act 2000 [overturns Razzaq v Pala [1997] 2 EGLR 50 – previously could forfeit by either means without requiring leave];

2.2.2. However, once schedule.3 of the IA 2000 comes into force, forfeiture during the currency of an interim order will only be possible with leave
Schedule 3 is not in force as at July 2002.


3. Put the assets beyond reach or at least avoid them being of any use to a creditor eg by making the costs of unravelling the deals done outweigh the realisable value. However NB:-

3.1.  transactions at undervalue [meaning “significant undervalue” ( onus on creditor to prove) “must depend on the figures in a particular case. ……the exercise to be carried out by the court will involve comparing actual figures ie the consideration and the value. It will also involve the court considering in percentage or proportionate terms, how much less the consideration is that the value. It may well be right to take into account the shortfall in actual terms” [1116D] also need not be every creditor who is prejudiced before the transaction can be set aside [1113] National Westminster Bank plc v Jones & Oths [2000] BPIR 1092];

3.2. fraudulent preferences

4. The Government appears to have wanted to introduce a "no fault" bankruptcy procedure. Where such a situation occurs ie one without fraud, it was intended that the "penalties" would be reduced such that a discharge would be available after only 6 months. This, in turn, was expected to encourage the enterprise economy. 


5. Individual Voluntary Arrangements whereby a debtor secures a statutory moratorium on claims will need to play an even greater role. Yet sight is often lost in practice of the primary function of an IVA, namely to provide a workable rescue package. There are clearly problems with the day to day functioning of IVAs, not least of which are:
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They can scupper:-

5.1.1. Statute provides for challenge – Insolvency Act 1986 section 262;


5.1.2. Caselaw has interpreted this to mean that the time to challenge is within 28 days of creditor having actual notice. This can be years later. Beverley v McClue creditor regarded as receiving notice in accordance with rules wherever he got the notice from ie even if not accompanied by the requisite documentation. Indeed posting in r.5.13(2) has been interpreted to include receipt;
5.1.3. Compounded by the absence of any provision whereby it could be established at the outset/when the question firsts occurs as to whether any particular creditor is bound. The onus is on the creditor to claim, he is not bound to prove he did not receive notice as stipulated

5.2. INSOLVENCY PRACTITIONERS (“IP”)
IPs' duties have been tightened by Greystoke v Hamilton-Smith [1997] BPIR 24 but fees are kept unnaturally low:-
5.2.1. Basic duty (owed both to Court and creditors) - present his skilled and professional opinion as to the merits of the proposal: Muir Hunter on Personal Insolvency 3-022;
5.2.2. Duties where "fullness and candour" of information provided by the debtor has been called into question, the nominee must satisfy himself:-

5.2.2.1. assets & liabilities did not seem to differ substantially to the picture painted for the creditors;

5.2.2.2. the proposal had a real prospect of implementation;

5.2.2.3. the meeting was, broadly, fair ie no manifest and unavoidable unfairnessseq level2 \h \r0 ;


5.2.3. Minimum requirements for the nominee reports - even where "fullness and candour" not called into question:-

5.2.3.1. nominee not aware of any information which calls into question the debtor's information;

5.2.3.2. the proposal appears capable of implementation;

5.2.3.3. no creditor or class of creditors is likely to be prejudiced by the meeting or the proposal;

5.2.3.4. nominee considered, as appropriate, the criteria set out in paragraph (24) of the Statement of Insolvency Practice

5.2.4. The result of the identification of the extent of the duties has made clear the considerable burden placed on the nominee but :-

5.2.4.1. seq level2 \h \r0 fees are kept unnaturally low;

5.2.4.2. modern technology has made a meeting in person obsolete and more expensive;

5.2.4.3. meetings hidebound with extensive rules and regulations adding to the expense

Result: quick rescue package bogged down in arrangement costs 


4.3
seq level1 \h \r0 COURT APPLICATIONS 
These rarely meet stringent requirements:-

4.3.1 all add to the cost;

4.3.2 sometimes result in a failure to have an Interim Order in place even where an IVA in progress. This raises the following problems:-

4.3.2.1 what is the status of the money collected and distributed?

4.3.2.2 what is the status of the IP's fees and the work in progress?

4.3.2.3 what is the status of the debts particularly if they appear to be statute barred?

4.3.2.4 has the nominee paid his professional indemnity insurance premiums?seq level2 \h \r0 

4.4 remedy for a failed IVA is a new petition: s 264 based on the criteria in s.276 NOT an application to annul the annulment and reinstate the bankruptcy.

Have these problems be answered by the Insolvency Act 2002?
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4.5 CREDITORS

4.5.1 s.206(2)(b) provides that a creditor will be deemed to be bound if he would have been entitled to vote at the meeting - had he had notice of it;

4.5.2 s.262 hardly improves matters as the creditor has 28 days to challenge the IVA  from when he became aware of the meeting. Still a major loophole if the debtor has not taken the trouble to send (and incurred the expense of sending!) notices by recorded delivery.
4.6 INSOLVENCY PRACTITIONERS
4.6.1 debtor's to be liable to imprisonment for up to 7 years for providing fraudulent information/failing to provide information: s.262A;

4.6.2 statutory duty on IP to state whether the proposed IVA "has a reasonable prospect of being approved and implemented".
Legislature giving with one hand and taking with the other

4.7 COURT APPLICATIONS
4.7.1 No known cure save greater attention to the detail and hence a cost saving where applications etc thrown out on a technicality;

4.7.2 interim orders no longer to be an essential item in the procedure: s.256A;

4.7.3 IVA will preclude the levying of distress without Court's permission: s.252(2)(b);

4.7.4 relevant date for determining the existence and amount of a preferential debt to be the date on which the IVA takes effect NOT the date of the interim order : s.387(5)

5 IMPACT OF ENTERPRISE ACT 2002


So far as is relevant to this article, the provisions of this Act come into force ni April 2004. From that date individuals will be able to proclaim themselves bankrupt and whichever method is used, the bankrupt’s home will no longer be counted as part of his estate for distribution purposes. consolidation of debts – put all debts to one debtor with a lower overall APR scheme of arrangement – informal IVA but also without safeguards

