
Topic 1: Introduction and Overview 

Why study Corporate Insolvency? 

Corporate insolvency has an inverse relationship to the economy. That is, it is only important when 

the economy is struggling as when the economy is struggling, there are corporate collapses, 

declining tax revenues, and rising unemployment which all result in an increase in corporate 

insolvencies. In contrast, if the economy is booming then there are rarely corporate insolvencies. 

This course is particularly important because corporate insolvencies in Australia have increased since 

the global financial crisis in 2008 (18% increase in external administration in 2008). That is, given the 

poor economic performance post GFC, there are more corporate insolvencies. Moreover, a further 

2% increase in corporate insolvencies is predicted in 2017. 

‘Insolvency’ is a term describing a person’s or company’s inability to pay all their debts as and when 

they fall due. In Australia, a person who is insolvent may go into bankruptcy (note we cover 

corporate insolvency not personal). In contrast, a company which is insolvent may go into liquidation 

or, as it can also be referred to, winding up. 

Aims of Corporate Insolvency 

While the interests of all the parties involved need to be addressed (e.g. directors, shareholders, 

employees etc.), from the economic point of view, *there’s a need to recycle unused or misused 

business assets efficiently and effectively (need to reallocate surviving assets to creditors and those 

parties who have rights to them). At the same time, there’s a need to avoid chaotic competing 

creditor claims. 

*The main aim of corporate insolvency is to avoid a creditors’ race to the court to enforce their 

claims. That is, the main aim of insolvency law is to replace this free-for-all with a legal regime in 

which creditors’ rights and remedies are suspended and a process established for the orderly 

collection and realisation of the debtors’ assets and the fair distribution of these according to 

creditors’ claims.  

In other words, the principal aim of insolvency law is to provide an equal, fair and orderly procedure 

in handling the affairs of insolvent debtors so as to ensure that creditors receive an equal and 

equitable distribution of the debtor’s assets. The rule operates to ensure that creditors of the same 

priority receive an equal percentage return from the insolvent company’s assets. 

Other aims of corporate insolvency include: 

• Dealing with issues with as little delay and expense as possible; 

• To ascertain the reasons for the insolvency; and 

• To examine whether any offences have been committed by insolvents or their officers 

Another aim of corporate insolvency is to address the need of company rehabilitation (i.e. a ‘fresh 

start’ for the company). This need for a fresh start for the company must be balanced against the 

interests of creditors (who need to be paid) and the general community (who want some order and 

legal accountability imposed). *This goal of company rehabilitation has been a goal developed in the 

US (sometimes this has been too much of a focus in the US leading to companies filing for 

bankruptcy too much to start again) and is a goal which we are seeking to focus on more in Australia 

through our future policies. It has an economic grounding based on the notion raised earlier, that we 

must recycle unused or misused business assets efficiently and effectively to boost the economy. 



History of Corporate Insolvency 

Note: The UK’s Cork Report and Australia’s Harmer Report are both influential in shaping the 

corporate insolvency law we have today. 

*Naturally, the Australian law can be traced back to the English law. The idea that creditors might 

act collectively was recognised in 1542 with the enactment of the first English Bankruptcy Act which 

dealt with absconding debtors and empowered any aggrieved party to procure seizure of the 

debtor’s property, its sale and distribution to creditors ‘according to the quantity of their debts’. 

Therefore, this act dealt with individual and corporate insolvencies, which *focused only on seizing 

property of the debtor and then distributing it.  

*However, this statute did not provide for rehabilitation in so far as it did not discharge the 

bankrupt’s liability for claims that were not fully paid. That is, once an agreement was paid (e.g. pay 

70c on the dollar), when this was discharged if the company started up again they still owed a debt 

(owed the remaining 30c on the dollar). The concept of discharge in bankruptcy (that is, that a 

debtor could be released from their debts following their bankruptcy) was only introduced in the 

early 1700s. 

*From 1844 onwards (due to the introduction of the Winding Up Act 1884 (UK)), corporate 

insolvency was dealt with by means of special statutory provisions and the modern *limited liability 

company emerged in 1855 to be followed seven years later by the first modern company law statute 

containing detailed winding-up provisions. 

Many legislative developments in English bankruptcy law followed, in particular in the 19th century, 

upon which the Australian colonies relied. There were separate State bankruptcy laws well into the 

20th century, until the Commonwealth of Australia enacted the country’s first federal bankruptcy 

legislation – the Bankruptcy Act 1924 (Cth). 

At one time, liquidation was the only option available when a company was insolvent, but as 

corporations legislation has developed, provision has been made for forms of insolvency 

administration other than liquidation, at which we now allow voluntary administration (introduced 

in 1993). 

Insolvency Today – The Meaning of ‘Insolvent’ and ‘Insolvency’ 

*Corporate insolvency is contained within the Corporations Act 2001 (also defined the same way 

under s5(2)-(3) in the Bankruptcy Act but we focus on the Corporations Act). 

**Solvency is defined under s95A of the Corporations Act (2001), and indirectly provides a test of 

insolvency. The section defines solvency as follows: 

*(1) A person is solvent if and only if the person is able to pay all the person’s debts as and when 

they become due and payable. 

(2) A person who is not solvent is insolvent.  

Note: Here ‘debts’ only refers to debts and not unliquidated claims for damages. This means that 

only real debts such as debts under the contract will apply, and unliquidated claims for damages (i.e. 

claims in the Court which the judge has not yet come to a conclusion or put a monetary value on will 

be excluded). 

 

 



The definition of insolvency typically becomes relevant when prior transactions are being 

questioned/challenged after the fact (when a transaction may be voidable due to insolvent trading 

or some other breach). *What the court will consider is whether the company is actually paying the 

debtors. 

An issue arises as to when debts become ‘due and payable’? **A debt becomes due as specified in 

the underlying contract between the debtor and the creditors. That is, we turn to the contract to 

determine when the debt is due and payable. In determining this, we must consider that if there is a 

‘firm arrangement’ with the creditor about any extensions, that will be taken into account. It is 

important to note that this has to be a firm arrangement, it cannot just be a negotiation. 

Retrospective and Current Insolvency (Not in Lecture) 

There are 2 situations where insolvency is an issue: 

• Currently – In the case of a hearing for a winding up, whether the debtor is or is not 
presently solvent is of great relevance; or 

• Retrospective – Once a person or company goes into insolvency, there can often be a need 
to prove that the bankrupt or company was also insolvent at some time in the past, for 
example at a time when some voidable transaction occurred.  

Tests of Insolvency – The Cash Flow Test 

There are generally 2 primary tests used to determine whether a company is solvent: they are the 

‘cash flow test’ and the ‘balance sheet test’. 

Note: In this course, we focus on the ‘cash flow test’. The cash flow test is contrasted with the 

‘balance sheet test’ which calculates whether the total assets outweigh the liabilities to test for 

insolvency. 

**The test for determining insolvency under s95A of the Corporations Act is the ‘cash flow test’.  

*Under the cash flow test, the company is generally regarded as insolvent when there exists an 

inability to pay all the person’s or company’s debts as and when they fall due. As such, the important 

point is whether the company can pay its way in carrying on the business. Thus, the focus is on 

liquidity and viability of the business. In determining this, cash and assets realisable in ‘a short time’ 

will be considered (not just focused on cash, also includes any assets that can be turned into cash in 

a ‘short time’). 

What constitutes ‘a short time’ will depend on the circumstances of each case. That is, what a ‘short 

time’ is depends on the case, and in some cases, it has been deemed to extend to up to a year e.g. 

Bel Group). 

However, there are limitations in the cash flow test in that it can be imprecise because the access to 

cash needs to be determined. Having said this, the balance sheet test can also be imprecise in 

aspects of valuation of assets and accounting treatment. 

 


