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ABOUT THE CENTRE
The Centre for Business Law and Practice is located in the School of Law at the
University of Leeds and its aim is to promote the study of all areas of Business Law and
Practice, understood as the legal rules which regulate any form of business activity. It
seeks to promote all forms of research, including, doctrinal, theoretical (including
socio-legal) and empirical research and to develop contacts with other parts of the
academic world, as well as the worlds of business and legal practice in order to enhance
mutual understanding and awareness. The results of its work are disseminated as widely
as possible by publishing monographs, articles, reports and pamphlets as well as by
holding seminars and conferences with both in-house and outside speakers.
Staff members have acted as consultants to law firms, accounting bodies and the
International Monetary Fund. Research has been undertaken in many areas of business
law including banking, business confidentiality, corporate (general core company law
as well as corporate governance and corporate finance), employment, financial
institutions, foreign investment, insolvency, intellectual property, international trade,
corporate crime and taxation.
One of the primary functions of the Centre is to oversee the research undertaken at
postgraduate level and to manage postgraduate taught programmes in International and
European Business Law. In addition, the Centre offers several undergraduate business
law modules to law and non-law students.
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INTRODUCTION
This report covers the activities of the Centre for the period from August 2003 until
August 2004. The Centre is gradually expanding the scope of its activities, and this is
in evidence in the 2003/2004 year. While the development of the Centre was limited to
some degree in the past year, due to staff shortages, new staff have been engaged and
the future looks promising. Notwithstanding the staff shortages, the past year has been
a productive year for the Centre in terms of activity of staff, research, research
outcomes and growth of its postgraduate taught programmes. The publications of
members of the Centre manifest the finalisation of some very high quality and relevant
research work that spans diverse parts of business law. The number of Masters students
recruited indicates the popularity and strength of the Centre’s programmes and is
testimony to the standing of the Centre’s staff.
In accordance with the aim of the Centre to broaden its activities, within its remit, plans
have been put in place for the Centre to host a significant seminar series to be
conducted during the 2004/2005 academic year. High-profile speakers have agreed to
present seminars on a variety of business law topics. Speakers will address such areas
as money laundering in business, employment issues relating to the transfer of
businesses and the various approaches across the world to dealing with debtor-creditor
issues. The seminars have been designed to appeal to the legal profession, business
professions (including bankers and directors), academics and postgraduate students. It
is expected that we will attract a wide audience, including our own postgraduate
students, whose learning experience will be enriched by being able to hear, and ask
questions of, internationally acclaimed speakers on the relevant matters addressed.
The Centre has enjoyed links with the Leeds University Business School, including the
sharing of Academic Fellowships and discussions on research objectives. Two
members of the Business School act as members of the Executive of the Centre. The
Centre has also been in dialogue with legal practitioners in Leeds in order to improve
links between the Centre and practice and to establish how the Centre might serve the
interests of those in the legal profession who practice in the business law field. There
have been some discussions concerning the possibility of law firms sponsoring certain
research projects.
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RESEARCH DEGREES & TEACHING PROGRAMMES
A. Research Postgraduates
The Centre is keen to supervise postgraduate research students in any of the areas of
business law in which it has expertise. Business law is a broad area of the law and the
Centre is able to offer supervision in a broad range of business law and business lawrelated fields because its staff members have undertaken research in diverse fields and
using various research methodologies. The Centre offers supervision at the level of
Doctor of Philosophy (Ph.D.), Master of Philosophy (M.Phil) and Master by Research
(M.Res). The Ph.D involves the writing of a major piece of research, namely a thesis of
up to 100,000 words. The M.Phil also involves the writing of a thesis, but of up to
60,000 words. Finally, the M.Res involves the writing of a thesis of up to 30,000 words.
Both Ph.D and M.Phil theses are written under the supervision of a member of staff
with the appropriate expertise. We have excellent study facilities and the University
provides for full training in all aspects of research. The Director of the Centre,
Professor Andrew Keay (a.r.keay@leeds.ac.uk) is always happy to discuss a research
proposal with prospective candidates.
B. Taught Postgraduate Programmes
The Centre offers several programmes, all majoring in International and European
Business Law. The most popular are the Master of Laws (LL.M.) and the Master of
Arts (M.A.). The LL.M is for those who hold an undergraduate law degree (commonly
an LL.B) and the M.A. for those who hold an undergraduate degree in some discipline
other than law.
In all programmes, modules are taught by seminars, and there are two 11 week
semesters in each academic year. Assessments are by written work.
The numbers of people applying for entry into the LL.M and M.A. programmes has
been increasing significantly over the past couple of years, as have the number of
students actually registered. A high proportion of the students enrolled are foreign
students.
The Master of Laws in International and European Business Law
For the LL.M, 180 credits must be obtained. The programme involves the completion
of some compulsory modules (60 credits) that are taken in Semester 1, and some
optional modules (60 credits) that are taken in Semester 2, with a dissertation (worth 60
credits) being completed in the Summer following Semester 2. In the compulsory
modules students undertake a study of principles and rules that are able to provide
foundations for both the study of more specialised modules in Semester 2, and the
writing of the dissertation.
The compulsory modules consist of modules that are believed to form a critical base for
the study of business law, nationally and internationally. Students have a broad choice
when it comes to the optional modules, and this reflects the breadth of expertise in the
Centre.
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The dissertation, constituting 60 credits, is a compulsory and major part of the
programmes, and reflects one of the aims of the programme, namely to foster research
capabilities. The dissertation requirement permits students to engage in some detailed
research of a particular issue that warrants investigation. Research for, and the writing
of, the dissertation is undertaken in conjunction with a supervisor, who is a member of
the law staff. The members of the law staff have a wide range of research interests and
are able to supervise a broad spectrum of topics in different areas of the law.
The overall objective of this programme is to provide students with a firm grounding in
many of the basic principles and rules regulating business activity in the UK Europe
and around the world. The programme also aims to enable students to develop the
following: analytical legal skills, ability to work independently, writing skills, and
ability to undertake research. The compulsory modules are European Business Law,
Business and Institutional Transactions Law, Insolvency Law and Research Methods.
The entry requirements are a good Honours degree in law.
The Master of Arts in International and European Business Law
The structure of the programme is the same as for the LL.M, with mandatory modules,
optional modules and a dissertation.
The overall objective of this programme is to provide students with a firm grounding in
many of the basic principles and rules regulating business activity in the UK, Europe
and around the world. Also, the aim is for students to develop skills in legal analysis,
writing and presentation, and independent research. The compulsory modules are
European Business Law, Business and Institutional Transactions Law, Corporate Law
and Research Methods.
The entry requirements are a good Honours degree in any discipline.
The Diploma in International and European Business Law
Students need 120 credits for the completion of the programme. The framework is the
same as for the LL.M or M.A. except that no dissertation is written. The same entry
requirements exist as for the LL.M or the M.A.
The Certificate in International and European Business Law
Students need to pass 60 credits for the completion of the programme. These credits
are the compulsory modules for the Masters degree.
The same entry requirements exist as for the LL.M or the M.A.

C. Undergraduate Teaching
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While the Centre does not run any undergraduate programmes, it makes an important
contribution to teaching of the Bachelor of Laws degree, in particular. The Centre has
developed modules that are taught to both law and non-law undergraduates. These
modules have been very popular with students, and have attracted good enrolments.
The modules that are taught in the Bachelor of Laws programme (although students
from other programmes with the necessary prerequisites can enrol for them) are
Business Law, Company Law, Banking and Finance Law, Intellectual Property Law,
Employment Law, and Corporate Finance and Insolvency. Members of the Centre also
either act as leaders, or contribute to the teaching, of the following modules : Law of
Contract, International Law, Equity and Trusts, Constitutional Law, and Jurisprudence.
Offerings to non-law students include Introduction to Company Law and Introduction
to Obligations.
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GENERAL ACTIVITY
There have been some notable achievements of members of the Centre in the past year,
and not always reflected in a published piece, that are worthy of mention.
Andy Campbell has acted as Consulting Counsel to the Legal Department of the
International Monetary Fund. In this capacity he has provided expert advice on the
reform of bank insolvency laws. He also presented sessions on bank insolvency issues
at the Financial Transactions for Lawyers Seminar held at the Joint Vienna Institute in
April 2004, organised by the Legal Department of the International Monetary Fund and
the IMF Institute. The participants were officials of central banks and government
departments from a number of developing countries (mainly from the republics of the
former Soviet Union and from south-east Asia). Andy Campbell has been a participant
(on behalf of the IMF) in the "Global Bank Insolvency Initiative" (GBII) which was
launched in January 2002 by the World Bank, International Monetary Fund, the Bank
for International Settlements, the Financial Stability Institute, the Basel Committee on
Banking Supervision and the Financial Stability Forum.
The "GBII involves the
participation of a wide range of countries at different stages of development and with
different legal traditions, in an effort to achieve a high level of international
consensus". Andy Campbell is the author of Chapter 6 of a draft report complied by
the GBII (on "Bank Liquidation"). He also co-founded (with Joanna Gray of the
University of Newcastle), the Banking and Financial Services Law Subject Section of
the Society of Legal Scholars, and has acted as the co-convenor of this Section.
A contract book, to which Roger Halson contributed (Contract Law (Butterworths
Common Law Series, 2nd ed 2003, 1612pp), was published in 2003. It has been
referred to by Lord Steyn of the House of Lords as “a major event in the development
of our contract law. I will make constant use of it. I unreservedly commend it to
practitioners, judges, academic lawyers and students.”
Andrew Keay gave evidence in August 2003 to the Australian Parliamentary Joint
Committee on Corporate and Financial Services, in relation to the Committee’s
investigation into Australia’s corporate insolvency laws. The evidence was given at the
Committee’s request. The subsequent report published by the Parliament (Corporate
Insolvency Laws : A Stocktake (30 June 2004) and accessible at
<http://www.aph.gov.au/senate/committee/corporations_ctte/ail/report/ail.pdf)
specifically refers to Andrew Keay’s evidence on several occasions. Andrew Keay has
acted as an associate of the Centre for Advanced Corporate and Insolvency Law at the
University of Pretoria (South Africa).
John McMullen was appointed by the Secretary of State for Trade & Industry to the
Council of the Advisory Conciliation and Arbitration Service. He was appointed as
editor, of the Oxford University Press’ Employment Practitioner Series.
Surya Subedi acted as a consultant to : Mishcon de Reya, a commercial law firm in the
City of London on international law of trade and investment matters; Associates for
Research & Resources Development Ltd. (London) on Foreign Investment Law and
Policy in Africa; the Ministry of Foreign Affairs of Indonesia on the strengthening of
the teaching of international law in Indonesia; the Nepalese Ministries of Law and
Justice and Foreign Affairs in relation to treaty-making law and practice. Surya Subedi
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also acted as a member of the International Law Association’s Committees on
International Law on Sustainable Development, and Water Resources.
Jane Frecknall-Hughes has acted as academic adviser to the National Audit Office,
with reference to their proposed programmes of auditing various streams of taxation
revenue. In January 2004 she was appointed as President of the Tax Research Network
(TRN), which is the only academic network of tax researchers in the UK, its key aim
being to promote taxation research. The TRN comprises approximately 400 members,
including 180 UK tax academics, 80 representatives from the Inland Revenue and HM
Customs & Excise, including heads of departments and government policy advisers. It
also includes 50 members from the accounting institutes, policy-makers, and 90
leading tax academics from overseas.
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RESEARCH OUTCOMES
Books
Campbell, A., et al, Butterworths Annotated Guide to the Financial Services and
Markets Act 2000, LexisNexis Butterworths, London, 2003.
Halson, R., et al Contract Law (Butterworths Common Law Series, 2nd ed 2003,
1612pp).
Keay, A. and Walton, P., Insolvency Law : Corporate and Personal (Pearson
Education, 2003, 596pp).
McMullen, J., Business Transfers and Employee Rights, Butterworths, 700pp (updates)
Tombs, S and Whyte, D (eds.) Unmasking the Crimes of the Powerful: scrutinising
states and corporations, New York: Peter Lang, 318pp, 2003.
Chapters in Books
Buckley, P.J and Frecknall Hughes, J., “Incentives to Transfer Profits: A Japanese
Perspective” in Buckley, P.J., (ed), The Challenge of International Business, Ch. 13,
pp. 242-253, Palgrave Macmillan, Basingstoke, 2004.
Frecknall Hughes, J. and Oats L.M., “John Lackland: A Fiscal Re-evaluation” in
Tiley, J., (ed) Studies in the History of Tax Law, Ch. 9, pp. 201-226, Hart Publishing,
Oxford, 2004.
Frecknall Hughes, J. and Glaister, Keith W., “E-commerce and International
Taxation: A Preliminary Analysis” in Salter, D. and Lymer, A., (eds) Contemporary
Issues in Taxation Research, Ch. 6, pp. 89-105, Ashgate Publishers, 2003.
Gerstenberg, O., "Integrity-Anxiety" and the European Constitutionalization of Private
Law”, in: Kimmo Nuotio (Ed.) Europe in Search of `Meaning and Purpose (Helsinki:
Forum Iuris, pp.107—148 (2004).
McMullen, J., “Transfer of Undertakings Regulations” in Pratt, JH: Franchising Law
and Practice (Sweet and Maxwell) (looseleaf service)
McMullen, J., “Transfer of Undertakings" in Lewis, D. and Sargeant, M., CIPD
Employment Law for People Managers, CIPD Publishing,2004
Wolf, S. and Stanley, N., Environmental Law (4th ed), Cavendish Publishing, 2003,
532pp. (The book contains a section dealing with business pollution regulation).
Subedi, S., “The Challenge of Managing the `Second Agricultural Revolution’ through
International Law: Liberalization of Trade in Agriculture and Sustainable
Development”, in Nico Schrijver and Friedl Weiss (ed.), International Law and
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Sustainable Development: Principles and Practice (International Law Association,
Dutch Branch and the University of Amsterdam), Martinus Nijhoff Publishers, The
Hague, 2004, pp.161-184.
Subedi, S., “Regulation of Foreign Investment and the Development Round of the
WTO”, in Kim van der Borght et.al. (ed.), Essays on the Future of the WTO: Finding a
New Balance (Cameron May, London), 2003, pp.87-103.
Subedi, S., “Multinational Corporations and Human Rights”, in Karin Arts and Paschal
Miyho (eds.), Responding to the Human Rights Deficit (Kluwer Law International, The
Hague), 2003, pp.171-184.
Whyte, D “Corporate Crime and Regulation”, in Muncie, J and Wilson, D (eds) The
Student Handbook of Criminology and Criminal Justice, London: Cavendish, 2004.
Tombs, S and Whyte, D “Scrutinising the Powerful? Crime, contemporary political
economy and critical social research”, in Tombs, S and Whyte, D (eds.) Unmasking the
Crimes of the Powerful: scrutinising states and corporations, New York: Peter Lang,
2003.
Tombs, S and Whyte, D “Unmasking the Crimes of the Powerful: establishing some
rules of engagement”, in Tombs, S and Whyte, D (eds.) Unmasking the Crimes of the
Powerful: scrutinising states and corporations, New York: Peter Lang, 2003.
Walker, C., “Liability For Acts Of Terrorism: United Kingdom Perspective” in Koch,
B.A.(ed.), European Centre For Tort And Insurance Law Liability For Acts Of
Terrorism (Springer, Vienna, 2004)

Journal Articles
Gerstenberg, O., “Private Law and the New European Constitutional Settlement”,
(2003) 10 European Law Journal 766—786
Gerstenberg, O., “What Constitutions Can Do (But Courts Sometimes Don't):
Property, Speech and the Influence of Constitutional Norms on Private Law” (2004) 17
Canadian Journal of Law and Jurisprudence, 61—81.
Keay, A.,“W[h]ither American Cyanamid?: Interim Injunctions in the Twenty-First
Century” (2004) 23 Civil Justice Quarterly 132-150.
Keay, A., “Another Way of Skinning the Cat : Enforcing Directors’ Duties to
Creditors” (2004) 17 Insolvency Intelligence 1-9.
Keay, A., “Directors’ Duties to Creditors : Contractarian Concerns Relating to
Efficiency and Over-Protection of Creditors” (2003) 66 Modern Law Review 665-699.
Keay, A., “Transactions Defrauding Creditors : The Problem of Purpose Under Section
423 of the Insolvency Act” [2003] The Conveyancer and Property Lawyer 272-288.
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Keay, A., “Directors Taking into Account Creditor Interests” (2003) 24 Company
Lawyer 300-306.
Keay, A., “The Enterprise Act 2002 : Pioneering a Brave New World in Insolvency
Law in the United Kingdom?” (2003) 11 Insolvency Law Journal 163-181.
Subedi, S., “The Road from Doha: The Issues for the Development Round of the WTO
and the Future of International Trade”, (2003) 52 (2) International and Comparative
Law Quarterly pp.425-446.
Walker, C., “Political violence and commercial risk” (2004) 56 Current Legal
Problems 531-578
Whyte, D., “Lethal Regulation: State-Corporate Crime and the UK Government’s New
Mercenaries”, (2003) 30 Journal of Law and Society 575-600.
Whyte, D “The Dynamics of Economic Crime Control: an evaluation”, (2003) 3
Oikeus Law Journal (Helsinki) 300-308.

Shorter Articles, Reviews and Case Notes
McMullen, J., "Contracting Out" (2003) Solicitors Journal, pp 837-838
McMullen, J., "Complicated Transfers" (2003) Solicitors Journal, pp 1052-1053
McMullen, J., "All in a Muddle Over TUPE", The Times, June 24th 2003, Law, 10
McMullen, J., "Feeling Compromised" (2004), Solicitors Journal, p 254
McMullen, J., "Breaking Up" (2004), Solicitors Journal, p 434
McMullen, J., "Transfer Test" (2004), Solicitors Journal, p844
McMullen, J., "When Two Become One" (2004), New Law Journal, p 1056
Subedi, S.,`The Political Economy of International Trade Law: Essays in Honour of
Robert E. Hudec’ edited by Daniel L.M. Kennedy and James D. Southwick
(Cambridge University Press, Cambridge, 2002) in [2003] Lloyd’s Maritime and
Commercial Law Quarterly, pp.549-550 (Book Review).
Whyte, D “Contractor Killers: the human economy of sub-contracting” Red Pepper,
April, 2004, Issue 118.

Work in Press
Campbell, A. and Delston, R., “Emergency Liquidity Financing by Central Banks:
Systemic Protection or Bank Bailout?” to be published in Current Developments in
Monetary and Financial Law Vol. 3 (International Monetary Fund ).
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Campbell, A., “Issues in Cross-Border Bank Insolvency: The EC Directive on the
Reorganisation and Winding-up of Credit Institutions” to be published in Current
Developments in Monetary and Financial Law Vol. 3 (IMF).
Campbell, A., “Protecting Bank Depositors: an International Comparison” to be
published in Contemporary Issues in Law
Keay, A., “A Theoretical Analysis of the Director’s Duty to Consider Creditor Interests
: The Progressive School’s Approach” to be published in the October 2004 issue of the
Journal of Corporate Law Studies.
Keay, A., “ Broadening Corporate Governance in the United Kingdom : How are
Directors to Act when Owing Duties to Creditors?” a chapter in a book on Corporate
Governance in the European Union (to be published in early 2005), the editors of which
are Professors Tadeusz Kowalski and Steve Letza. The publisher will be the Poznan
University Press.
Keay, A., “The New Era for Administrations : Pointers from Down Under?” accepted
for publication in Insolvency Intelligence.
McMullen, J., Síofra O'Leary, European Law at the European Court of Justice (2004)
Irish Jurist (Book Review)

Papers Presented at Conferences and Seminars
Campbell, A., “Protecting Bank Depositors: an International Comparison,” Society of
Legal Scholars Conference, Oxford, September 2003.
Frecknall-Hughes, J., “The concept of taxation and the Age of Enlightenment” at the
Centre for Tax Law, Cambridge, Second History of Taxation Conference, Lucy
Cavendish College, 4-5 July 2004.
Keay, A. “Another Way of Skinning the Cat : Enforcing Directors’ Duties to Creditors”
presented on 23 September 2003 at the Insolvency Lawyers’ Association Autumn
Conference in Leeds.
McMullen, J., "Employment Agency Labour Hire, Employee Leasing and the Legal
Aspects of Outsourcing in the UK": paper presented to the International Bar
Association Annual Conference, San Francisco, September 2003
McMullen, J., IBC Conference (Transfer of Undertakings), London, September 2003
McMullen, J., Personnel Directors' Forum Conference, Information and Consultation
Directive: The Draft Regulations, Templeton College, University of Oxford, October
2003
McMullen, J., “Transfer of Undertakings”, IRS Training, London, November 2003
McMullen, J., “TUPE” Employment Lawyers' Association, Leeds, November 2003
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McMullen, J., “The New Law on TUPE” ACAS (Employment Law), Leeds, March
2004.
McMullen, J., Universities and Colleges Employers Association Annual Employment
Law Update for University Heads of Personnel, April 2004.
McMullen, J., "The New Law on Transfer of Undertakings: Balancing the Interests of
Management and Labour", ILS, Newcastle, April 2004.
Snape, J., "Energy Taxation and Sustainable Development: the Experience of the
UK at an International Seminar on Energy Taxation, organised by the Department of
Law
of
the
Complutense
University
of
Madrid
and the Institute of Fiscal Studies of the Spanish Ministry of Finance (Madrid, October
2003);
Snape, J., and Kalle Maatta, "The United Kingdom: Law and Economics in the
Evaluation of Economic Instruments for Waste Management" International Workshop
on Business, Law and Economics and was organised by the Scandinavian Association
of Law and Economics (Helsinki, November 2003).
Snape, J., "Waste Taxes in Finland and the UK: Comparative Notes" at the Fifth
Annual Global Conference on Environmental Taxation: Issues, Experience and
Potential, organised by the School of Advanced Studies in Integrated Environmental
Management of the University of Parvia (Pavia, Italy, September 2004)
Subedi, S. “Erosion of State Sovereignty under the Law of Foreign Investment: The
Challenge of Balancing Investment Protection with Environmental Protection”, at
Mishcon de Reya, London, June 2004.
Subedi, S., “The World Trade Organization (WTO) and the Developing Countries:
Implications for Nepal”, organised by Nepal Jurist Academy, Supreme Court,
Kathmandu, Nepal, June 2004.
Walker, C., “The Retention of communications data”, Media and Communications
Section, Society of Legal Scholars, Oxford, September, 2003.
Walker, C., “Contracting out war? Private Military Companies, Law & Regulation”,
Centre for European Legal Studies, Cambridge University, February, 2004
Whyte, D, “Corporate Crime Prevention” plenary speech at the Annual Meeting of the
European Group for the Study of Deviance and Social Control, Helsinki, August, 2003.
Whyte, D “Holding Corporations Accountable”, Workers’ Memorial Day Conference,
Communication Workers’ Union, York, April, 2004.
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WORKING PAPERS
Working Paper – January 2004
Protecting Bank Depositors: Some International Comparisons
Andrew Campbell
Reader in Law
School of Law
University of Leeds
Leeds
LS2 9JT
E-mail: A.Campbell@leeds.ac.uk
Introduction

‘A bank lives on credit. Till it is trusted it is nothing; and when it ceases to be trusted it
turns to nothing’ Walter Bagehot
While bank failure is relatively rare in the United Kingdom the 1990s witnessed two significant
banking failures. First, Bank of Commerce and Credit International (BCCI) collapsed
spectacularly in 1991 and this was followed by the collapse of Barings Bank, probably the
oldest merchant bank in the City of London, in 19951. Globally, however, the final quarter of
the twentieth century has witnessed a massive level of bank failure2. The banking crisis in the
United States in the 1980s and early 1990s was so severe that almost three thousand banks
failed. Most of these were relatively small savings and loans banks which are similar in many
respects to building societies in the United Kingdom but some were substantial commercial
banks3.
This paper is concerned with the role played by schemes which are designed to provide
protection to bank depositors when the banks in which they have placed their savings are
unable to meet requests for withdrawals by depositors who have made a legal demand for
repayment. This apparently uncomplicated subject has been a topic of considerable controversy
since the wave of bank failures in the United States, and some other countries, in the early
1930s and the subsequent introduction, despite considerable political opposition, of a federal
deposit insurance scheme4. Despite the apparent success of such schemes in many jurisdictions
there continues to be considerable opposition from many quarters and much has been written,
1

Barings was purchased by the Dutch bank ING but BCCI was so hopelessly insolvent that it had to be
liquidated.
2
Many countries suffered banking crises in the last twenty years of the twentieth century. Statistics from
the International Monetary Fund in 1996 showed that approximately 130 countries had experienced
banking crisis between 1980 and 1996. (International Monetary Fund, Washington, D.C., 1996)
3
For an overview of the banking crisis in the United States see Campbell, A. & Cartwright, P. Banks in
Crisis: the Legal Response (Aldershot: Ashgate, 2002) at 187 -189. For readers who want a detailed
history see Olson G N, Banks in Distress: Lessons from the American Experience of the 1980s (London:
Kluwer, 2000). This is an excellent book which provides an extremely detailed account of the banking
crisis in the United States.
4
For an account of the political background to the introduction of the federal deposit insurance scheme in
the United States see Galbraith J K, Money: Whence It Came, Where It Went (London: Penguin, 1975) at
208 – 209.
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particularly by economists, about the pros and cons of providing protection to bank depositors5.
While these arguments will be considered it is important to point out that this work is
concerned with providing a contextual analysis from a legal perspective. Accordingly, while
readers will be directed to some of the relevant economic literature, this work will be focusing
primarily on the legal issues6.
The Three Ways
The best way to protect depositors is arguably to ensure that banks do not fail but this would be
an unrealistic aim in a market economy7. It should, however, be possible to minimise the level
of bank failure by the provision of an effective system of regulation and supervision supported
by the availability of a central bank which is able and willing to provide emergency liquidity
financing to banks which are suffering from a lack of liquidity. The provision of such a
financial safety net will not, however, ensure that no banks will ever fail. Indeed, the former
Chairman of the Financial Services Authority in the United Kingdom has stated that “risk
taking is an essential element in dynamic financial markets, and it would be both unrealistic and
wrong to aim for a zero-failure regime. Regulators should, however, target a low level of
failures which bring losses to retail savers and investors”.8 So if the financial regulator is not
aiming for a zero failure regime then it arguably becomes necessary to provide some form of
protection for bank depositors to ensure that in the event of their bank being unable to repay
their deposits they will receive some degree of protection. Why should bank depositors receive
such special attention? First, it should be noted that not everyone does indeed agree that any
protection should be provided9. Depositors, it is often argued, must accept responsibility for
their decisions and the decision to invest should be made after a careful assessment of the risks.
From a consumer protection perspective this is an unrealistic suggestion for the vast majority of
depositors as only those with adequate training in financial matters would be in a position to
undertake such an assessment and even then it is likely that the information being used will be
so out of date as to be unhelpful. The only body with the capability to have fully up to date
information upon which to rely is the institution which is responsible for the regulation and
supervision of the banking sector. In many countries bank regulators have not been in a position
to ensure that they do have adequate and fully up to date information. Information flow failure
has occurred in many countries, including the United Kingdom with BCCI and Barings, and the
United States with its wave of bank failures in the recent past. For a variety of reasons even
where the regulator has in its possession adverse information it is unlikely to make that
information public as to do so would have the potential to exacerbate the problems.
Members of the public in the United Kingdom generally appear to assume that banks are a safe
place to leave their savings and seem to have little idea of the inherently risky nature of the
business of banking10. It can also be argued that due to the system of licensing (or
authorisation) which exists any bank which is permitted to accept deposits from the public
should meet minimum financial safety standards and it is for the bank regulator to ensure that
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these targets are met at all times. According to the former Chancellor of the Exchequer, Nigel
Lawson, “an effective system of banking supervision is as important as the banking system
itself. Without it they would be no confidence and which sound banking depends – from the
confidence of the individual depositor that his money is safe, to confidence in Britain as one of
the foremost financial centres in the world, indicating the concerns at the highest level over the
potentially far-reaching effects of a weak supervision system.”11 Accordingly it can be argued
from the consumer protection perspective that it is not for the depositor to undertake ’due
diligence’ of the deposit taker but for the institution responsible for the regulation and
supervision of the banking sector. In the case of a jurisdiction where deposits can only be
accepted from members of the public by institutions which are subject to a licensing
requirement it has to be considered reasonable that members of the public should expect that
the regulatory or supervisory authority will have access to up to date information. Such
information cannot be expected to be made available to the average depositor.
It would appear to be generally accepted by bankers and policy makers that an effective system
of regulation and supervision is a necessary precondition for the introduction of a system of
deposit insurance. It is beyond the scope of this article to discuss issues of bank regulation12 but
it is worth noting that in some jurisdictions the deposit insurance agency also undertakes a
regulatory and supervisory function13.
In theory having in place an effective system of regulation and supervision should assist in a
reduction in the number and severity of banking crises which will lead to less pressure on the
deposit insurance fund but the experience in the United States and some other countries
suggests that this is not necessarily the case. It can, of course, be argued that the number and
severity of these crises would have been far greater had the regulatory framework not been in
place.
One of the greatest risks is that a failure to have in place such a system could lead to
the bankruptcy of the deposit insurance fund in a banking crisis and this could create the need
for state intervention with public funds being used to bail out insolvent banks14.
Another important and necessary precondition for the establishment of a deposit insurance
scheme is that there should already be in place a framework for emergency liquidity financing
from the central bank which can be made available to banks which are illiquid but solvent15.
Banks which are suffering from liquidity problems may find that the situation can quickly
deteriorate so it is necessary to have a sufficiently well-funded central bank to be able to
provide emergency liquidity financing.
Where a country does not have in place a workable
framework for emergency liquidity funding from the central bank16 the potential for bank
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failure is inevitably greater and the potential for abuse of a system of deposit insurance is
significant.
In this respect the United Kingdom has a long tradition of central bank emergency liquidity
funding through the Bank of England. While this is not set out in statute the former Governor
of the Bank of England, Sir Edward George, has indicated the basis on which the provision of
such funding would be available17. To ensure that there is no increase in moral hazard the use
of such lending must be discretionary and available only in exceptional circumstances. This is
recognised in a Memorandum of Understanding between the Bank of England, the Financial
Services Authority and HM Treasury18. The lender of last resort function is to be used by the
Bank of England only in cases of emergency when there is a need for an immediate injection of
liquidity and where this cannot be obtained from other sources. It is singularly important that
funding of this type be used sparingly in order to ensure that moral hazard is kept under control.
In practice, it will often be difficult, if not impossible, to decide whether a bank is actually
merely illiquid rather than insolvent at the time the emergency funding is required and although
in theory help should only be provided in situations of illiquidity it will sometimes be
discovered that bank which has received assistance was in fact insolvent at the time. This is a
risk which is unavoidable if the protective framework for the banking system is to operate
effectively.
Where all three of these protective elements are present and operating effectively it should be
the case that depositors as consumers have an adequate degree of protection. However, much
will depend on the type of scheme which is introduced and the degree of protection it provides.
These aspects are discussed later in this article.
Systemic Risk, Banking Crises and the Protection of Depositors
Banking crises can affect individual banks or, in more serious situations, can affect an entire
section of the banking industry, and in the most serious crises the entire banking system of a
country can be affected. One of the features which make banks different from other types of
business organisation is their susceptibility to systemic risk19. Banks, as Macey and Miller note,
are different from other businesses in at least three ways. First, their susceptibility to runs and
panics. Second, the role they play in the supply of money and third, the role they play in the
payments system.20 Banks therefore depend on confidence but actually operate on the basis of
fractional reserves. This basically means that banks will, at any given time, keep only a small
percentage of their total deposits in liquid form. Should pressure build to repay depositors a
liquidity crisis can occur and if a bank finds itself unable to repay depositors it is quite possible
that a panic will develop and that this may spread to other banks. In the classic scenario a run
will develop and a systemic crisis may result. Bank runs, as any film buff will no doubt know21,
have been a feature of the banking system in the United States but have not generally been a
problem in the United Kingdom22.
Deposit Insurance Schemes
The remainder of this paper focuses on the third of the methods referred to above. This is the
introduction of specific schemes which aim to protect depositors when the bank, or banks, in
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which their deposits are held are unable to repay those depositors due to financial difficulties.
In some countries these are referred to as deposit insurance schemes while in others the term
deposit, or depositor, protection is used. Both terms have the same meaning and are often used
interchangeably.
It has already been noted that there must be an effective legal framework for the regulation and
supervision of the banking industry already in place in a country before the introduction of a
depositor protection scheme is contemplated. An important question which also has to be
considered when thinking about the introduction of deposit insurance is when should such a
scheme be introduced.
In a number of jurisdictions there have been attempts introduce a deposit protection scheme
either during a systemic banking crisis or immediately after things have returned to some
degree of normality. This can cause a number of problems and it is preferable to design and
implement the relevant legislation during a period of calm in the banking markets. In a number
of developing countries there has been a rush to introduce such schemes at inappropriate times
and this has led to a number of problems.
One of the major dangers during a banking crisis is that the government of the country will seek
to provide a blanket guarantee that all bank depositors will be protected and that all their
savings will be covered. This is problematic for a number of reasons. First, it will involve a
commitment to spend an unquantified amount of public funds and this is not an acceptable as
the ultimate burden on the taxpayer will not become known until some time after the crisis has
been resolved. Second, this will undoubtedly lead to an increase in moral hazard23. Third, the
government, whilst gaining short-term popularity for protecting the savings of those at risk, will
in the longer term have to find ways of paying for the blanket guarantee given to those
depositors. This may involve raising taxes or diverting public funds from other causes which in
the longer term may wipe away the political gains achieved earlier. Perhaps the biggest
problem of seeking to provide a blanket guarantee at a time of systemic crisis is that it is
impossible to know how much this will deplete public funds and it is possible that this will
cripple the economy of the country forcing it to turn to outside agencies for emergency
assistance. For all of these reasons it is preferable that a formal explicit deposit insurance
scheme which is funded by the banks, and which is clearly set out in legislation, be introduced
at a time when the banking system is relatively stable24.
The advice provided by the International Monetary Fund is that a deposit insurance scheme
should not be introduced during a banking crisis and indeed such a scheme should not be
introduced “until the banking system or its major banks have been restructured to acceptable
financial soundness that is judged mainly in terms of their solvency and profitability”25.
These aspects will be considered further below.
Objectives of Deposit Insurance
It would appear that there are two possible objectives of deposit insurance. First, the consumer
protection objective and second the protection of the banking system itself. Which of these is
the most important has been debated ever since the introduction of the deposit insurance
scheme in the United States in 1933. According to Macdonald the direct rationale for the
provision of deposit protection is consumer protection and that the reduction of systemic risk is
an indirect rationale.26 There is no doubt that the scheme in the United States was introduced to
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protect the banking system by the elimination of bank runs by depositors27. In the United States
the fact that depositors are protected is generally regarded as a by-product of the main objective
which is the reduction of systemic risk. The opposite is true in the European Union where the
introduction of deposit insurance was viewed primarily as a consumer protection issue28. It is
the opinion of this writer that a well designed and properly funded deposit insurance system can
achieve both of these objectives and as a result of this it is probably not of singular importance
which of the objectives has primacy.
The Legal Framework

In the previous section the financial problems associated with attempts to provide an implicit
protection scheme were considered to be one of the major problems but also of significance in
this situation is the lack of a clear legal framework. This can lead to a number of uncertainties
including, for example, who will be entitled to compensation, all types of depositors or limited
to certain types of products; when is it to be payable, how is it to be payable and so on. Without
a clear legal framework there will be no transparency nor will there be any advance knowledge
of entitlement to compensation. Another problem is that they will be no legal rules relating to
payment into the fund by the banks and this inevitably means that at the time of crisis there is
no fund to draw upon.
It is therefore vitally important that a legal framework, preferably set out in legislation, be
provided at the time of the introduction of the scheme to ensure that depositors, and indeed the
banks themselves, are fully aware of the legal rights and responsibilities which exist under the
statute. Such matters as how much each bank should pay into the scheme, how much protection
each depositor is to receive and what sort of event will trigger payments need to be set out
clearly in the statutory provisions. In a number of jurisdictions problems have arisen with
regard to exactly what the entitlements under the scheme are . For example, in the United
States during the 1980s when many savings and loan banks failed it transpired that some of
these banks offered a number of products which were not covered by the scheme provided by
the Federal Deposit Insurance Corporation. The same was true in the United Kingdom when
Barings collapsed in 1995 and certain bond holders discovered that they were not covered by
the deposit protection scheme in the United Kingdom at that time.
Types of Scheme
The difference between implicit and explicit schemes has already been considered. The vast
majority of opinion is that implicit schemes are problematic and undesirable and that it is better
when a country is considering the introduction of a new scheme, or a re-examination of an
existing scheme car that the most appropriate way forward is to formally establish an explicit
scheme which clearly sets out all the parameters including the level of protection to be offered
to depositors, the situations when compensation will be payable, how the fund is to be funded
and all other relevant matters to ensure complete transparency and also to ensure that all those
affected by the fund are fully aware of the legal protection offered.
The advantage of this situation is that there is certainty in advance as to how the scheme
operates and the events which will trigger it. The various options available include using public
schemes or private schemes,

27

Galbraith op cit n 4.
It has also been suggested that in the context of the EU Single market depositor protection helps to
achieve a ‘level playing field’ for cross-border banking services. See Andenas M, ‘Deposit Guarantee
Schemes and Home Country Control’ in Cranston R, (Ed) The Single Market and the Law of Banking.
Second Edition (London: Lloyds of London Press, 1995) at 107.
28

23

Co-insurance and Moral Hazard
Moral hazard, according to McDonald “refers to the adverse effects, from the point of view of
the insurer, the insurance may have on the things you used from the point of view of the
insurer, that insurance may have on the insuree’s behaviour.”29
The idea that the person insured should share some of the risk is very common in general
insurance contracts and some jurisdictions, including the United Kingdom, have introduced coinsurance into the deposit protection scheme for bank depositors. In fact when the deposit
protection scheme was first introduced in the United Kingdom no degree of total protection was
provided. In the United Kingdom the deposit protection scheme came into existence as a result
of the Banking Act 1979. At first protection was limited to 75% of the first £10,000 per deposit
per bank. The level of cover was increased to 75% of the first £20,000 with the introduction of
the Banking Act 1987 but even after this reform all depositors were still subject to a 25% level
of co-insurance regardless of how large or small their deposit. The level of co-insurance was
subsequently reduced in 199530 with the raising of the level of cover to 90% of the first £20,000
on deposit. The current scheme was established under the Financial Services and Markets Act
2000 and instead of being an independent scheme only relating to bank depositors it is now part
of the Financial Services Compensation Scheme which has responsibility for investments and
insurance policies in addition to bank deposits. For the first time in the United Kingdom bank
depositors receive 100% protection for their deposits but only for the relatively modest sum of
£2,000. For deposits in excess of £2,000 an element of co-insurance continues to apply and
90% cover is provided for sums between £2,000 and £33,000. Although the introduction of
100% cover is welcome the actual level of cover provided is disappointing and this is
something to which I will return later.
The primary justification for the use of an element of co-insurance is presumably that it can
assist in preventing an increase in moral hazard. Moral hazard and the behaviour of those who
are insured are thought to be inextricably linked. In relation to bank deposits the behaviour of
those who manage banks is at least as important from the moral hazard perspective as the
behaviour of the depositors. First, it is suggested that the behaviour of depositors who have a
generous level of cover will be affected in that they will inevitably seek out the highest returns
with no regard to the safety of the financial institution. This will be done in the knowledge that
should the bank in which their deposits are held fail it will not matter to those depositors
because they will be fully compensated by the deposit insurance scheme. This is, in fact, the
position in some countries where very high levels of protection are offered with no degree of
co-insurance being required. Second, is the effect on the management of the bank. It is also
often suggested that the provision of a very high level of guaranteed cover will have the effect
of increasing moral hazard in relation to the behaviour of those and manage the banks. The
management may be more prone to take risks than would otherwise be the case and may, for
example, offer higher rates of interest than competitors in an attempt to win business from
them. It is possible that this may be the case but much depends on the general legal framework
of the corporate laws in the particular jurisdiction. In the United Kingdom for example directors
would risk losing both their income from their position as directors well as the possibility of
being held personally responsible for wrongful trading31 and being disqualified from acting as
a company director for a period of time32. Many jurisdictions have similar provisions to control
the behaviour of company directors. In such a situation it is unlikely that management would
take excessive risks simply because of the existence of a deposit insurance scheme.
The Role of the Deposit Insurance Agency
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The actual role played by the deposit insurance agency is something about which there is no
international consensus. In some jurisdictions the deposit insurance agency has a ‘narrow’ role
and operates as a ‘paybox’. This is, for example, the position in the United Kingdom where the
Financial Services Compensation Scheme Ltd administers the scheme, collects premiums,
invests the fund and pays out in appropriate situations. The operator of the scheme has no
involvement in the regulation of insured banks or in the insolvency process of a failed bank,
other than as a creditor.
However, in some jurisdictions the deposit insurance agency is given a ‘broad’ role and
operates not only as a deposit insurer which provides the ‘paybox’ functions but also as a
regulator of insured institutions and as a receiver of the failed bank. This is the position, for
example, in the United States. This wider role does raise some issues of concern to a number of
commentators. The major concern of many is the potential conflict of interest when the deposit
insurance agency acts as a receiver of an insolvent bank. The conflict arises from the fact that
the deposit insurance agency will also be a major creditor because of its subrogated claims
against the assets of the insolvent bank.
This has not been thought to be a problem in the
United States, where the present system has been operating since the 1930s, but it is clearly
considered to be an unacceptable approach in many other jurisdictions and indeed in some
jurisdictions allowing the major creditor to be involved in the bankruptcy process as a receiver
is considered to be unacceptable33.
Many of the developing countries seem undecided about whether, when introducing a deposit
insurance scheme, to give the deposit insurance agency a ‘broad’ or a ‘narrow’ mandate. Where
a ‘broad’ role is to be undertaken it is necessary to ensure in advance that the agency will have
at its disposal sufficient resources, both human and monetary to enable it to undertake its
functions efficiently. It is suggested that in general the safer approach is to give a ‘narrow’ role
to the deposit insurance agency and let it act as a ‘paybox’.
Level of Protection
How much protection should be provided to depositors has always been a very difficult
question to answer. In some countries full cover for all depositors has been offered but
invariably this has been done on an implicit and unfunded basis. As has already been noted
such cover is not generally thought to be desirable except in specific and limited situations e.g.
in a systemic banking crisis34.
In most jurisdictions where an explicit deposit insurance scheme has been introduced the
approach taken has been to provide partial cover. This, of course, involves taking a decision
about what the limit should be on total protection.
For example, in many jurisdictions the deposit insurance scheme provides complete cover up to
a certain amount. Above that amount the choice is to provide no cover at all or, alternatively, to
provide an additional tier of cover on a co-insurance basis. Some jurisdictions have made the
decision not to provide total cover at any level. The UK has been typical of this approach
although as will be seen below that situation has recently been changed35 although co-insurance
is still a feature of the UK system.
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For reasons of moral hazard is often suggested that the level of protection should be kept to a
relatively low level. The International Monetary Fund, for example, suggest that coverage
should not exceed twice the per capita GDP of the country concerned36.
Is there a relationship between the level of protection provided and a reduction in systemic
risk?
A significant factor when choosing the level of cover to be provided is what the
primary objective of the fund is. A relatively low level of cover coupled with co-insurance is
unlikely to have much effect on a systemic banking crisis, so where the primary purpose of the
deposit insurance scheme is the protection of the banking system it will be necessary to provide
a sufficiently generous level of cover in order to have an effect on depositor behaviour. Where
the primary purpose of the scheme is to protect consumers it may be possible to set cover at a
lower level and still achieve this goal. The approach taken by various jurisdictions to levels of
protection will be considered later in this article.
Funding of Schemes
Another issue upon which there is no standard approach is how to fund deposit insurance
schemes and there are a number of matters which have to be considered in this respect. The
first is whether there is any need for a funded scheme at all. This is obviously the approach
taken by those jurisdictions which offer only an implicit guarantee37 but this is generally not
considered to be good practice. Where there is an explicit deposit protection scheme it becomes
necessary to consider the funding options. Such questions as who should pay, how much and
when have to be considered. First, the question of who should pay. This effectively means
whether or not the funding should be public or private. The general consensus is clearly that
funding should be private and ideally provided by the banks which are members of the scheme.
The vast majority of existing schemes are privately funded by the banks which are covered by
the scheme38 and this means that the costs of providing insurance cover will actually be passed
on to the consumer through the mechanism of interest rates and various bank charges.
Other funding matters include whether the funding should be provided ex ante or ex post. This
means that in an ex ante scheme the banks will be be required to make regular contributions
into a fund which will then be available whenever required. The majority of countries with
explicit schemes have taken the ex ante approach but amongst the exceptions is the United
Kingdom which has only a relatively small fund with banks being expected to provide funding
when or if the need arises. The trend appears to be towards ex ante schemes and jurisdictions,
such as France and Germany, have moved from an ex post to an ex ante basis in recent years.
One of the findings of Garcia is that “funded schemes appear to be more rule-based and offer
less discretion for the administrators and less uncertainty for those insured than ex post
systems.”39
Another important issue is the target level for the fund. It would be economically inefficient for
the banks to be required to make substantial contributions to an ever increasing fund which is
out of proportion to the amount of claims which are likely to made on it. This refers to claims
being made during ordinary times and when there is a systemic crisis. It would be unrealistic to
expect a country’s deposit insurance fund to attempt to build a fund which could withstand a
major systemic banking crisis and should such a crisis exist it may be necessary for ex post
funding to be provided as well as some temporary funding from public sources.
How to fund the scheme is another matter where the approaches taken are different. The
majority of jurisdictions charge fixed premiums40 but another possibility is to charge premiums
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which are risk adjusted. This is the approach taken in the United States and approximately
twenty other countries41 but it can be problematic in practice. How is the risk level of a bank to
be assessed? Various methods are used and if this is to be thought of in terms of insurance
coverage rather than simply a form of deposit protection the there is some logic in attempting to
make premiums risk sensitive. Before risk based premiums can be introduced it would be
necessary for the country concerned to be able to accurately calculate such risk factors and this
means that for most developing countries such an approach may not yet be feasible and that the
best approach in such a situation would be for fixed premiums using a formula which is easily
understood and transparent.
JURISDICTIONAL APPROACHES
European Union
All member states of the European Union are required to provide a deposit protection scheme
in accordance with the Deposit Guarantee Directive42. This Directive sets out minimum
standards which must be observed by all member states by each state is entitled to provide a
higher degree of protection should it wish to do so. The prime aim is to provide protection for
consumers and the Directive sought to provide flexibility be allowing Member States to provide
a higher level of protection than provided for in the Directive. It was also thought to be very
important to ensure that deposit insurance could not be used to give one Member State a
competitive advantage by ensuring that home state cover cannot exceed the cover provided in a
host state 43. As a result the approaches taken differ significantly throughout the Member States
but all must provide the minimum level of cover required by the Directive. The Directive
allows, but does not insist upon, the provision of a ten per cent element of co-insurance to apply
to the whole of the protected deposit. Accordingly a Member State need only provide 90%
cover up to the minimum level of cover which must be provided.
United Kingdom
The first protection for depositors came into effect in 1982 as a result of the introduction of the
Banking Act 1979 and prior to that it was simply a case that when a bank was in financial
difficulties it would be for the government together with the Bank of England to decide whether
or not to provide support by providing financial assistance to protect the distressed bank44. At
the time of its introduction the provision of deposit protection was clearly viewed as consumer
protection measure.
As noted above when first introduced the level of protection provided
was limited to a maximum of 75% of the first £10,000 held by a depositor at a member bank.
The cover was available to both private individuals and companies. The level of cover was
raised to 75% of the first £20,000 when the Banking Act 1987 came into force. This still meant
that in all cases the depositor would have to suffer at least 25% of the loss. Although the
scheme was intended to be primarily a consumer protection measure designed to provide
sufficient protection to prevent severe hardship to the most vulnerable depositors45 because of
the high level of co-insurance which applied to all deposits, regardless of how modest, it could
hardly be said to have fulfilled this aim of protecting the most vulnerable.
The Deposit
Guarantee Directive, which was discussed in the previous section, had the effect of producing
welcome change to the level of protection provided in the United Kingdom. The requirement
that the minimum degree of protection to be provided was 90% of the first ECU 22,222 ensured
that the level of co-insurance was reduced to 10% of the first £20,000 per depositor per bank.
This at least represented a significant dilution of the potential effect of the co-insurance
requirement.
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The level of protection remained at this level until the introduction of the Financial Services
Compensation Scheme46 as a result of the Financial Services and Markets Act 200047 coming
into force. Under the FSCS 100% coverage is provided up to £2,000 and thereafter 90% cover
up to £33,000. Finally, the United Kingdom had decided to provide a level of 100% protection
but this has been set at an extremely low level. The continuation of the use of co-insurance is
discussed in detail later in this article.
United States
In the United States the principal purpose of deposit insurance has always been the reduction of
systemic risk rather than the protection of depositors. The Federal Deposit Insurance
Corporation48 was established by the Banking Act 1933 as part of the action taken to restore
financial stability to the banking system. There had been a wave of bank failures and it was felt
necessary to introduce deposit insurance in an attempt to stabilise the banking system and to
stop runs on banks. Although the primary purpose was to attempt to promote such stability the
major by-product was a very high level of consumer protection. From its inception the policy
makers in the United States decided against the introduction of co-insurance and instead
provided 100% cover up to a particular limit. Initially this was set at $5,000 but has since been
increased to $100,000. As this limit applies per depositor per insured institution it will generally
be the case that individuals who deposit with banks in the United States will be able to enjoy
complete protection for their savings. Another factor, which is probably responsible for a high
level of awareness of the existence of the scheme and the level of coverage, is the traditionally
high level of bank failure in the United States.
Other jurisdictions
According to Garcia by the year 2000 there were formal explicit deposit protection schemes in
existence in approximately 72 countries49 with 10 of these countries offering full coverage. The
others offered limited coverage, some with an element of co-insurance but the majority
deciding against the use of co-insurance. In 2000 there appeared to be 20 jurisdisctions using
co-insurance with 15 of these requiring that a depositor would have to suffer a partial loss
regardless of the size of the deposit. Five of the countries provided complete cover up to a
specific limit with a co-insurance requirement above that. Since then the United Kingdom has
introduced complete coverage with a co-insurance element above that.
Most of the schemes have been introduced in the 1980s and 1990s but since this survey was
concluded several more countries have either introduced, or are preparing for the introduction
of, explicit, limited deposit insurance schemes. The use of co-insurance is appears to be
diminishing and most of the newer deposit insurance schemes do not make use of it. This, of
course, is in accordance with the recommendations of international bodies such as the
International Monetary Fund50.
The most recent proposal for a scheme to be introduced in a European country is in
Switzerland. Although it is perceived to be possibly the safest country in which to deposit
savings with a bank Switzerland has not been immune from bank failures and there have been
banking problems affecting some regional banks in the 1990s. The new scheme will be
administered by the banking industry and will provide limited coverage of 30,000 Swiss Francs
per depositor per institution. There is no element of co-insurance. Although the ceiling is
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relatively low depositors who ensure that they have no more than 30,000 Swiss Francs in any
one institution will be completely protected51.
Within the European Union at least one Member State, the Netherlands, is currently
considering amending its deposit protection scheme.
Some Problem Areas
Despite the changes in the United Kingdom the new framework provided by the Financial
Services Compensation Scheme arguably lacks generosity in the level of protection provided
when compared with many other jurisdictions. It falls far short of the level suggested by the
International Monetary Fund and the introduction of co-insurance at such a low level is a
negative feature and appears to be against the prevailing trend. The approach taken in the
United Kingdom is to provide protection for depositors rather than to have an effect on
systemic crises but as it provides such a small level of cover at 100% it is unlikely to be able to
have a significant impact on a banking crisis. When compared, for example, to the level of
protection provided in the United States it appears to be a very poor relation. Of course, it must
not be forgotten that the scheme in that jurisdiction has as its main objective the prevention and
control of systemic crises. By providing a depositor protection scheme with sufficiently
generous financial limits that give a level of protection which provides complete protection for
the average depositor the United States provides a framework under which there is no need for
any depositor to initiate a bank run. Not only is the scheme helping to ensure that healthy banks
are not damaged by bank runs the United States scheme does provide a very serious level of
consumer protection which greatly exceeds that provided by many jurisdictions which claim
that their deposit insurance schemes are primarily a consumer protection measure.
There are matters of concern for many of the jurisdictions which are considering the
introduction of a formal, explicit deposit insurance scheme. First, the lack of an adequate
regulatory and supervisory infrastructure is a matter of considerable concern in many of these
jurisdictions. It has already been seen that the prevailing body of expert opinion is that an
effective legal framework for the regulation of banks is a necessary precondition for the
introduction of a scheme. That, however, is not enough as effective supervision is also of vital
importance. This, especially, in many developing countries may be a problem. It is relatively
easy for a developing country to draft the legislative framework52 but the provision of effective
supervision may be much harder to achieve as this requires both resources and expertise. The
current criticisms being levelled at the Bank of England with regard to its supervision of BCCI
highlight the difficulties faced by banking supervisors.
A second problem is that it has often been the case that jurisdictions have wanted to introduce
such a scheme at a time of crisis, or immediately after a crisis, and this raises a number of
issues. The pressures, both political and social, to take action during or immediately after a
crisis are significant but that is not an ideal, or indeed, a good time to consider such action. The
ideal time to introduce such a scheme is at a time when banks are not failing but, of course,
this is when there is little or no pressure on the relevant authorities and other matters are likely
to be seen as being of greater importance and more immediate at such a time.
Conclusions
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It is reassuring from the viewpoint of consumer protection that the European Union identified
the protection of depositors as a subject which all Member States needed to address and that a
minimum level of protection should be provided in all Member States. It is regrettable however,
from a consumer protection perspective, that the United Kingdom has chosen to provide such a
low level of cover, especially in relation to those deposits which are fully protected. That such
an amount should be set at only £2,000.00 is unfortunate as even those who have relatively
modest savings will bear some of the loss should their bank be unable to repay what is owed.
Admittedly in the United Kingdom this does not tend to happen very often but that should be
no reason for complacency. The depositors in Barings Bank did not have to rely on the deposit
protection scheme but the depositors of BCCI were not so fortunate and even those with very
modest savings had to suffer some degree of loss. If it can be argued, and it generally is, that
the United Kingdom has a well capitalised, efficient and well regulated banking sector then it
also surely follows that the provision of a higher level of fully protected deposits would be
unlikely to be a particularly great drain on the deposit insurance fund. When the protection
provided by, for example, such countries as the United States, France, Italy and Canada is
examined it can be seen that the United Kingdom’s scheme is far from generous in its coverage.
Before concluding it is worth referring to Garcia’s summary of IMF advice for depositor
protection schemes. First, that a properly designed deposit insurance system can achieve both
an underpinning of the stability of the banking system of a country while at the same time
achieving the goal of limiting the need for public funding. Second, for this to be the case it must
be introduced when the banks are reasonably solvent and only where there is adequate
regulation and supervision coupled with well-formulated lender of the last resort policy by the
central bank (or other government agency).53
With the creation of the Financial Services Authority in the United Kingdom in 1997 and the
legislative framework of the Financial Services and Markets Act 2000 it is to be hoped that the
FSA, working in conjunction with the Bank of England in accordance with the Memorandum
of Understanding, will ensure that the banking sector in the United Kingdom should be well
regulated and potential banking problems greatly reduced. This, coupled with the well
established lender of last resort policies of the Bank of England, should help to ensure that the
scheme in the United Kingdom will rarely be used. This is just as well because of the
shortcomings of the Financial Services Compensation Scheme with its low level of complete
cover before co-insurance takes effect.

Centre for Business Law and Practice
The School of Law
University of Leeds

Wrongful Trading : A Theoretical Perspective
Andrew Keay
Professor of Corporate and Commercial Law
School of Law
University of Leeds
a.r.keay@leeds.ac.uk

I

53

Introduction

Garcia op cit n 6 at 27.

30

One of the primary roles of a liquidator of an insolvent company is to augment the asset pool
that is available for distribution to the creditors of the company, so as to ensure that the
creditors, who will not of course obtain full payment for the credit that they have extended,
receive as large a return as possible on the debts that are owed to them by the company. One
action which liquidators might contemplate initiating is an action against the directors of the
company personally on the basis that they engaged in wrongful trading prior to the liquidation
of the company. This action would be initiated pursuant to s.214 of the Insolvency Act 1986.
Section 214 provides, in effect, that the liquidator of a company that is in insolvent liquidation
(effectively the situation where a company’s assets are not sufficient to pay its debts at the time
of liquidation54) may commence proceedings against the company’s directors, and these
proceedings may ask that the directors be ordered to make such contribution to the company’s
assets as the court thinks proper.55 Directors may only be liable where at some time before the
commencement of the winding up of the company, they knew or ought to have concluded that
there was no reasonable prospect that the company would avoid going into insolvent
liquidation.56 Courts are not to make an order against directors if satisfied that after the
directors first knew or ought to have concluded that there was no reasonable prospect that the
company would avoid going into insolvent liquidation, they took every step with a view to
minimising the potential loss to the company’s creditors as they ought to have taken.57 It is
worth pointing out that s.214 does not mention “wrongful trading,” it is a description that is
only provided by way of title to the section. The trading that offends against s.214 is, perhaps,
better referred to as “irresponsible.”
There has been a reasonable amount of literature discussing the section and its application,
from a purely doctrinal perspective.58 In this respect the existence of s.214 has been assumed to
be normative. This paper endeavours to consider whether this assumption is reasonable. The
paper examines, from a theoretical perspective, whether a wrongful trading style provision is
justified. Part II of the paper provides some background to the section, including a brief
consideration of its aim, rationale and operation. Part III then rehearses and evaluates the
arguments, mainly developed in Australia, that have been articulated for the abolition of
provisions like s.214. Part IV then investigates some of the reasons given for supporting the
provision. The following Part proceeds to consider whether companies and their creditors are
able to opt out of the application of s.214, and whether they should be permitted to do so. The
final Part offers some conclusions.
II

Background

Patently, s.214 can be characterised as a regulation that is intended to control corporate
activities. The objective of a regulation is to affect the demeanour of someone so as to
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precipitate a particular outcome.59 In this regard, the wrongful trading provision was
introduced in order to require directors to take some action to arrest their companies’ slide into
insolvency; directors were to be forced to engage in more rigorous monitoring of their
companies’ health. The section was designed to address the situation where directors can see
that their company is in difficulty and they do nothing to protect creditors’ interests.
While some jurisdictions, notably the United States and Canada, do not have a similar provision
to s.214, others, such as Ireland,60 Australia61 and New Zealand,62 do. Others, which do not
have a provision that can be regarded as similar to s.214 in terms of the way that it is drafted,
do have a provision which is designed to achieve similar aims.63 Provisions akin to wrongful
trading might be more numerous in Europe in the not too distant future. A high level group of
experts on company law have recommended to the European Union that it introduce a
framework rule proscribing wrongful trading.64
Section 214 was introduced because the existing fraudulent trading provision had failed in
curbing directors running up losses when their companies were in deep financial difficulty.65
Regulating directors through the use of s.214 was an attempt to stop directors from
externalising the cost of their companies’ debts and placing all of the risks of further trading on
the creditors. For, if a company is heading for insolvent liquidation, the creditors of the
company are effectively the ones who have a residual claim over the company’s assets66 and so
the directors should be taking actions to minimise the losses of the creditors. The provision
covering wrongful trading requires the directors’ allegiance to shift from the shareholders
(assuming shareholder primacy67) to the directors.
It is generally accepted that directors can be expected, when their companies are in difficulty, to
embrace actions which involve more risk,68 because the shareholders, given the concept of
limited liability, have little to lose where their company is in financial distress. If the risktaking pays off then the shareholders will see their wealth maximised, but if it does not then
they have lost nothing more; it is the creditors who will bear the cost. Many would argue that
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corporate regulations are introduced because of market failure,69 and s.214 might be seen as a
response to the fact that market forces have failed to discipline directors and, thereby, prevent
creditors losing out.
When the wrongful trading provision was first introduced by the Insolvency Act 1986 there was
a great deal of optimism. For instance, one commentator said that it was “unquestionably one
of the most important developments in company law this century.”70 Another stated that s.214
was a “welcome additional weapon in the fight against abuse of the privilege of limited liability
by directors of trading companies.”71 But this initial enthusiasm has waned considerably and
there have been several negative assessments of the provision over the past 10 years, including
a concern that few proceedings have been initiated.72 This appears to have empirical support
from a survey of disqualified directors conducted by Andrew Hicks.73 Of those disqualified on
the ground of unfitness, Hicks found that the most common basis for this was trading while
insolvent, yet no proceedings were brought under s.214 against these directors.74
There are a number of problems that have dogged s.214, including the difficulty experienced by
liquidators in getting funds to run proceedings and determining from what date wrongful
trading commenced, and the meaning of elements of the section, such as : what constitutes a
director taking “every step” so as to minimise potential loss to company creditors?75 We can
put these aside as we now consider the theoretical justification for s.214.
III

Opposition to Regulation

While there has been little in the way of theoretical examination of the wrongful trading
provision in the UK,76 there have been some significant commentaries in Australia, discussing
the Australian equivalent, ss.558G-Y of what is now the Corporations Act 2001. Most have
been opposed to the existence of the provision. The opponents of the provision have generally
sought to adopt a law and economics approach to their studies. The main opponents of any
provision like s.214 have been Justin Mannolini,77 Professor Dale Oesterle78 (providing some
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American views of the provisions) and Dr David Morrison.79 While some of the points made
by these commentators are section specific, other points are equally applicable to any form of
wrongful trading type provision. In fact Oeserle offers his discussion as commentary on all
wrongful trading type regulations, and specifically those extant in Australia, the UK and New
Zealand. It is helpful to discuss the objections voiced by the opponents, thematically. The
following discussion does not purport to be exhaustive as many of the issues raised have been
discussed already in other places in relation to directors’ duties to take into account creditors’
interests.80
A.

Discouraging People from Becoming Directors

The first argument that is mounted by Oesterle is that executives are less likely to take up
positions on boards because of the existence of wrongful trading regulation.81 This is not a new
argument, for it has been asserted in other contexts when addressing the potential liability of
directors. Professor Ron Daniels, for instance, states that the “liability chill will deter talented
individuals from accepting a nomination for board service.”82
First, it has been established in some studies,83 that directors are frequently not aware of their
responsibilities when entering office and this state of affairs, sadly, continues for many when
they are in post. This causes one to ask why directors would resign or not accept a post because
they are worried about possible liability under s.214, when many are not aware of the
possibility of personal liability under this provision.
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There has been some anecdotal evidence to the effect that people are now more wary about
becoming directors,84 but other evidence has been to the contrary, such as the following view :
“[T]he truth is that there is no shortage of candidates for the board…It seems that people still
want to belong to the club [FTSE 100 companies] that continues to exist at the top of British
business.”85 Those arguing that persons are being dissuaded from becoming members of
boards seem to focus more on the liability of directors for breach of duty of care and skill rather
than any mention of wrongful trading. Also, there does not appear to be any empirical study
that has established that people are more wary of accepting directorial posts because of
concerns over wrongful trading, and in any event there is no indication that directors or
prospective directors are more concerned about wrongful trading liability, when compared with
other heads of liability. Clearly, while there might have been more publicity concerning
directorial liability in recent times, the imposition of responsibilities on directors is far from
new. Allied to this is the fact that there is no suggestion in any study that there has been a
shortage of persons willing to be appointed as directors. As Professor Harry Glassbeek points
out:
“[S]ome well informed people, with a great deal of worldly experience, whose
reputation (as well as personal fortunes) ought to mean something to them, seem
to be falling over themselves to sit on supposedly perilous boards of directors.”86
Admittedly, in Re Continental Assurance Co of London plc87 Park J recognised that if nonexecutive directors were liable in the kind of case before him (a wrongful trading case), many
well-advised persons would refrain from taking up the office of director, but the fact of the
matter is that the directors were not held to be liable, and as I explain later in the paper, only the
most irresponsible of directors have been found liable for wrongful trading.
It must not be forgotten that there are drawbacks with entering most professions, and liability
attaches to many professionals. For example, there have been a significant number of actions
taken against auditors over the past decade.88 Despite this there is no lack of talented
individuals who are desirous of entering the accounting profession, and even to act as
auditors.89 Furthermore, there are all sorts of reasons why competent people do not enter a
specific profession, even if they have the academic and personal qualities needed; it is too
complex an issue involving personal choices to maintain that people are not entering a
particular vocation because of one issue. In any event, are we to determine what should be the
appropriate legal position in a given area based on whether a particular post is attractive or not?
If that was the case, and because many police services in the UK are experiencing difficulties in
recruiting officers, we might consider legalising a number of activities so that we can make the
job of police officers less demanding and more attractive.
It is probable that the resignations of directors are due to several issues. It is more likely that
directors resign because they are worried by a whole raft of burdens placed upon them by a
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number of pieces of legislation and court decisions,90 rather than fear over wrongful trading.
The fact of the matter is that in most common law countries, legislatures and courts alike have
got tougher with directors over the past 15 years, and it is not possible, short of a detailed
empirical study, to ascertain if there is a single occurrence that causes directors to resign or
deters qualified people from accepting posts as directors. Intuitively I would want to say that it
is a combination of factors, with any one factor probably not making the difference for
directors.
Assuming that directors do feel more vulnerable, it is probable that they might be able to
safeguard their position by obtaining director and officer (D&O) insurance. Section 310 of the
Companies Act permits companies to purchase insurance for their officers against liability,
inter alia, for breach of duty. Such insurance appears to be available to companies, and,
compared with the situation in the United States, it has been available at a reasonable cost,
especially if purchased by the company itself.91 The taking out of such insurance increased
during the 1990s,92 but this increase might not be sustained given the fact that in the past year
or so there have been significant price rises in premiums in the UK,93 although it has been
argued that policies in the UK were under-priced for many years and the increases in the UK
are by way of market correction.94
B.

Directors Will Become More Risk-Averse

The argument has been made that, even if people want to, and do, become, directors they will
be effectively hamstrung in what they do. Oesterle has asserted that directors will be more
cautious in taking risks; they will be more concerned about protecting their own positions, and
this will lead to directors failing to maximise wealth for the benefit of shareholders as well as
they could if they were freed from the fear of wrongful trading.95 This is not necessarily so.
Provided that directors are engaged in appropriate monitoring and reacting properly to the
results of that monitoring there is no reason for the directors to be overly risk-averse, unless and
until those matters identified in s.214 come into play, that is when the directors know or ought
to conclude that there is no reasonable prospect that the company would avoid going into
insolvent liquidation. From that point it is expected that the directors would be more riskaverse. What Oesterle overlooks is that directors, particularly in private companies, are
required by some creditors to guarantee personally the debts of their companies. If the
possibility of liability for wrongful trading makes directors more risk averse, then surely so
must the giving of guarantees, for it is more likely that the directors will be called upon to pay
the creditors under the guarantees than be liable by way of a court order under s.214. Yet
Oesterle does not call for the abolition of guarantees. Rather, he states that the solution to
dealing with companies that have problematical financial histories is to require a standard form
personal guarantee and that this solution to the risk problem is elegant.96
The degree of risk permitted on the part of the directors of companies should always depend on
the actual level of financial difficulty. The degree of financial instability and the degree of risk
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are interrelated97 and the latter must be determined by the former. Hence, the more obvious it is
that the creditors’ interests are at risk, the less risk to which the directors should expose the
company.98 As mentioned earlier, if the company is financially embarrassed the shareholders
and directors might have nothing to lose by embracing a high risk strategy;99 the taking of
substantial risks could be highly profitable and might rescue the company from the financial
mire. But if the gamble fails the creditors will lose out.
Yet undoubtedly the point at which a director is subject to s.214 is not always precise. A
director can re-assess strategy when he or she knows that there is no reasonable prospect that
the company would avoid going into insolvent liquidation, but concern that a court, at a later
date, might hold that a director ought have concluded that insolvent liquidation was a
reasonable prospect might lead to over-caution. This is an issue which is taken out of the
hands of the director. Having accepted this point, there appears to be no evidence that since the
introduction of s.214 there has been a reduction in the amount of risk-taking that occurs in
British markets.
C.

The Courts Lack Experience and Ability

Oesterle is one among several commentators100 that are sceptical when it comes to the
suitability of the courts to assess the conduct of directors.101 According to Oesterle : “The
forum for a decision… is stacked against the director.”102 The learned commentator goes onto
say that judges lack business experience and “clever lawyers and paid experts will ably add to
the confusion.”103 This overlooks the fact that directors are able to hire clever lawyers to argue
their case and to pay experts to substantiate their argument that they have acted properly. With
directors we are not talking about naïve, vulnerable persons in society. But leaving that point
aside, what about the argument that the courts are not the appropriate forum for considering
whether directors have acted properly?
Oesterle argues that the sympathy of the judges will be with the trade creditors who have
suffered losses and the judge will be against the directors who oversaw the company’s
demise.104 The suggestion appears to be made, certainly by Oesterle, that the courts will hold
directors liable as a matter of course. The claim is outlandish and, in any event, it simply does
not accord with the only empirical evidence that we have in the UK, namely the reported
decisions. There have not been many wrongful trading cases that have been reported since
1986, but in those that have been, directors have done pretty well. Courts, when reviewing
what occurred to a company, often some years before the hearing of the action, have
demonstrated a good deal of understanding of the positions in which directors found themselves
at the relevant time. It is submitted that the judges have carefully analysed the situation
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confronting directors, and have generally come down on the side of the directors. For instance,
in Re Continental Assurance Co of London plc105 Park J in a mammoth judgment considered
what directors had done during the period in which they were alleged to have breached s.214.
His Lordship was satisfied that the directors had available to them sufficient financial
information, even though the systems employed were a little antiquated and record-keeping
systems were not particularly good.106 Surely if a judge was disposed to find for the creditors
he could have at least attacked the directors for not having a better financial system in place.
But his Lordship did not. Even where the courts have found against a director they have
manifested a degree of generosity. For example, in Re Purpoint Ltd107 Vinelott J said that he
had some doubts as to whether a reasonable director would have permitted the company to have
commenced trading at all because of critical factors such as a lack of a capital base and the only
assets that the company had were purchased from borrowings or acquired on hire purchase.
Yet his Lordship did not hold that the respondent director ought to have concluded that the
company was doomed from the outset.108 The conclusion that can be drawn from the case law
is, as indicated above, that the judges have carefully assessed detailed and quite complex
testimony, and the judgments demonstrate an appreciation of many of the business issues
encountered by directors. The judgments in Re Sherborne Associates Ltd,109 and Re
Continental Assurance Co of London plc110 are examples. The judgment of Park J is
meticulous in detail and generous in result. The judges generally appear to realise that directors
have to make tough decisions in often difficult circumstances. Furthermore, in Re Brian D
Pierson (Contractors) Ltd111 the judge recognised that what had to be taken into account in a
wrongful trading case was the standard of the reasonable businessperson and that this sort of
person would be “less temperamentally cautious than lawyers and accountants.”112 The court
was taking into account the position of a director and there was clear acceptance that the
business approach of a director will involve some risk.
The favourite allegation that is asserted in relation to the courts is that they will base their
decision on hindsight, and that will convict the director who always could have done more.113
With respect, the courts appear to have been vigilant concerning this possibility. In the
wrongful trading case of Re Sherborne Associates Ltd,114 the judge expressed the view that it is
dangerous to assume that “what has in fact happened was always bound to happen and was
apparent.”115 The fact of the matter is that English courts have refused to second-guess directors
in their commercial dealings.116
But is it the case that liquidators are threatening to issue, or even initiating, proceedings
pursuant to s.214 and this has caused directors to feel forced to offer payments to avert or settle
such proceedings because of the concern that the courts will find against them? Even Cheffins,
who is sceptical of the courts’ suitability to deal with wrongful trading cases, thinks not,
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because s.214 does not provide a significant weapon in the liquidator’s arsenal.117 This is
supported by more recent commentary.118 One practitioner has stated that : “[I]t is difficult to
see where the directors have conscientiously set about discharging their duties, given serious
consideration to the matter and come to rational conclusions”119 that the directors will be held
liable.
The above statements quoted from judgments together with the approach taken by the courts
does not suggest that judges fail to evaluate adequately the situation in which directors find
themselves, and making decisions in favour of creditors because they feel sorry for creditors.
Some indication of the fairness shown to directors is further to be found in the fact that the
courts have refused to permit a liquidator to amend the date that he or she has pleaded as being
the date from which wrongful trading commenced.120 The liquidator is saddled with the date
that he or she has nominated at the outset of the hearing of the proceedings.
The cases suggest that judges will only find directors liable where the latter have plainly acted
irresponsibly, a point made by the judge in Re Sherborne Associates Ltd.121 Subsequently, Park
J in Re Continental Assurance Co of London plc122 made a similar point when he said that
typically the cases where directors have been found liable have involved directors who have :
“[C]losed their eyes to the reality of the company’s position, and
carried on trading long after it should have been obvious to them that
the company was insolvent and that there was no way out for it. In
those cases the directors had been irresponsible, and had not made
any genuine attempt to grapple with the company’s real position.”123
In sum, while judges will, it is acknowledged, often have to wrestle with difficult questions
flowing from differing views of what constitutes right action in the circumstances in which
companies operated,124 they are able to make a fair assessment of the actions of directors and
are now able and better equipped to take practical and commercial decisions.125 Judges have
sought to achieve a balance between the protection of bona fide creditors, on the one hand, and
ensuring that directors (on behalf of their companies) are not totally discouraged from taking
appropriate business risks, on the other hand. The very paucity of cases where liquidators have
succeeded contradicts totally the assertion that judges are going to be set against directors.
The one allegation that might be made against the process is that courts might not be apprised
of all the necessary information for making a decision, due to time and cost. However, this is
something that could be levelled at many areas of the law, such as actions brought pursuant to
s.459 of the Companies Act 1985. Also, directors do have the opportunity in trials to lay before
the court the evidence that would support a contention that they are not liable for wrongful
trading.
D.
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The point that is often made in relation to many aspects of corporate law, particularly by
contractarian scholars, is that creditors do not need the benefit of regulation, for they are able to
take care of themselves by means of “an entire armoury of techniques.”126 Oesterle brands
wrongful trading as supporting paternalism, because it is based, wrongly in his view, on the
idea that creditors warrant some form of protection.127 Morrison asserts that besides contractrelated protections, creditors can avail themselves of insurance.128 Trade credit insurance can
certainly be purchased so as to protect creditors against the risk of non-payment. But this is not
a frequent occurrence, for in 2001 it was asserted by the Association of British Insurers that
only five per cent of UK trade was credit insured.129 This could be due to the fact that either
creditors do not wish to insure, but rather to take the risk of non-payment, or insurers might be
reluctant to give cover. Many smaller creditors, who, ironically, are the ones who are in the
greatest need of insurance, extend credit in situations where they would not have the
opportunity of obtaining insurance. Even if they did have, the cost of credit insurance is
rising130 and the cost element that they would have to build into their price for granting credit
would, more often than not, price them out of the market. The creditors who might be able to
get insurance, the more substantial creditors such as financial institutions, would usually prefer
to self-insure.
Much is made by Mannolini that creditors can protect themselves by having a contract with the
company that safeguards them, but undoubtedly ex ante contracts have their limitations in this
regard.131 One of the main drawbacks with this strategy is that it is impossible to draft a
contract that deals effectively with all of the issues that the parties might want to address and
which covers every possible contingency.132 Contracts often are only as good as the foresight of
the parties and their advisers. As Professor Dale Tauke has said:
“The ability of contracting parties to enter into complete contingent
claims contracts in the face of complex and uncertain contingencies is
limited by the bounded rationality of the parties – the limits of the
human mind in comprehending and solving complex problems.”133
Another problem is that entering into formal and widely-drawn contracts can be costly,134
which, increases the transaction costs of extending credit.
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Finally, if a creditor is able to negotiate the inclusion in a contract of favourable terms, then this
is only of any use, for the most part, if the creditor is willing to monitor the affairs of the
company. The necessary monitoring can be time-consuming and costly, and even then it might
not be sufficient to keep the creditor well-informed.135 Again, monitoring will increase
transaction costs.136
Mannolini,137 in a trenchant attack on the Australian equivalent of s.214, argues that creditors
can protect themselves through three avenues. First, creditors can include in the credit contract,
, if they choose, a raft of debt covenants, providing, for instance, that the company will not take
on any superior or equal ranking debt.138 A second defensive measure identified by Mannolini
is the taking of personal guarantees from directors.139 Finally, a creditor is entitled to require
the creation in its favour of a charge to enable it to have some security over the debtor
company’s property.140 If a creditor is able to negotiate successfully to have, for instance,
restrictive covenants inserted in a contract, the taking of guarantees or security, then it is
advisable that the creditor monitors the affairs of the company and, possibly, the directors. The
necessary monitoring can be time-consuming and costly, and even then it might not be
sufficient to keep the creditor well-informed.141 Many creditors will not have the resources to
carry out necessary monitoring, and if they do they might not have the sophistication to assess
any details that are obtained from the company.142
Mannolini asserts that the contractual process is sufficient to ensure that creditors are
adequately compensated.143 He states that creditors are able to insist on a higher interest rate if
they are dealing with a company that might fall into financial difficulty and the risk of
repayment is not guaranteed.144 If, so the argument goes, a creditor negotiates a contract and
then a later stage is able to recover any outstanding debt from the directors, it is “on a risk
adjusted basis…effectively overcompensated.”145
But, when a contract is entered into, the parties decide on price depending on what they know
at the time. A problem for parties to contracts, particularly some creditors, is the existence of
informational asymmetries. Yet, one of the things that the parties are aware of at the time of
the making of the contract is the existence of the wrongful trading provisions. Just as the
existence of security can affect the allocation of risk, so can the effect of the wrongful trading
provisions. As Dr Michael Whincop has stated : “If parties can price-protect in the absence of
the rules, they are capable of price-protecting when they are present.”146 Further to this, it is
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extremely difficult, if not impossible, to determine, in any given case, whether a creditor has
been over-compensated, an assertion made by Mannolini in relation to creditors obtaining
benefits from a wrongful trading order. A number of factors have to be taken into account in
determining over-compensation, namely: a model for pricing debt; information concerning the
way in which interest rates are set in equilibrium; what information did the company have
access to at the time of the credit being extended; and knowledge of way that creditors trade off
a provision for protection in the contract and price protection.147
Returning to the issue of information asymmetry for a moment, it is possible to say that
directors have an incentive to encourage creditors to undervalue the risk that they are
undertaking (so that the price of the credit will be lower), and so they may not disclose certain
information. The existence of something like wrongful trading redresses the balance in some
way so that creditors might get some benefit where directors have failed to make disclosure. Of
course, wrongful trading will apply equally to all directors, whether they have acted openly or
not.
E

Premature Advent of Insolvency Regimes

It has been argued that the existence of a s.214 type provision is likely to cause directors,
concerned about their personal liability, to take their companies into administration or
liquidation prematurely.148 There is no evidence that directors are embracing liquidation or
administration more often because of fear of s.214. The numbers of administrations have been
very low over the years and the only large increase in liquidation numbers since 1986 was
during the years in the early 1990s following the harsh recession of the late 1980s. Clearly,
there were reasons other than fear of wrongful trading for the increase in numbers. This is
borne out by the fact that after the effects of the recession died out, the liquidation numbers
decreased.
The only empirical evidence that seems to point to the fact that directors might be more riskaverse when their companies are struggling financially comes from the United States and
relates to large listed companies.149 This evidence is of little relevance to many companies, and
particularly those that are closely-held. The directors of closely-held companies are usually
also the major shareholders and often they are, naturally, so closely linked to the company’s
business that they will seek to take every risk possible to save their company. With many
closely-held firms, shareholder-managers are sentimentally attached to their firms and have
often sunk their life savings into them as well as a lot of effort, and they are prepared to attempt
any action that might turnaround the company’s fortunes.150 In Re Produce Marketing
Consortium Ltd,151 Knox J pointed to the fact that one of the two directors of the company was
unable to see the realities of the company’s trading position.152 A survey of English case law
147
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suggests that it is the directors of closely-held companies that are generally subjected to legal
proceedings, and in the decisions that have gone against directors, closely-held companies have
been involved.153 This is supported by a recent empirical study undertaken in Australia in
relation to that country’s insolvent trading provisions.154 The study found that in 91% of the
cases brought against company directors, directors of private companies were involved. The
study was only able to identify the number of shareholders in 16 of the 103 companies involved
in the cases that were studied, and it found that the average number of shareholders in those
companies was 1.81. There is evidence, certainly with respect to small companies that
directors fail to embrace an insolvency procedure early enough.155 If companies initiated some
insolvency procedure earlier perhaps there might be more corporate rescue and less wrongful
trading.
In suggesting that wrongful trading precipitates the acceptance, prematurely, of insolvency
regimes, the opponents of wrongful trading are assuming that the advent of an insolvency
regime is tantamount to the end of the company’s life. While this might be the case with
liquidation, this is certainly not the case with administration. This is especially so since the
introduction of the corporate insolvency provisions in the Enterprise Act 2002. These
provisions are designed by the Government to encourage the rescue of companies through the
process of administration, which has been made more accessible. Directors can now appoint an
administrator extra-judicially and this will, inter alia, reduce time and costs.156 This action
could have two benefits, namely enabling directors to protect themselves and ensuring that their
company’s position will be assessed by a licensed insolvency practitioner in the shelter of a
moratorium. The administrator’s assessment might lead to a proposal for the company’s rescue
from its financial mire, thereby producing an optimal outcome for all stakeholders. In one
reported case, Re Chancery plc157 the directors appear to have petitioned for an administration
order so as to avoid wrongful trading occurring. In Australia it appears that the equivalent
procedure to administration (voluntary administration) may have been used by directors to
avoid engaging in insolvent trading.158
F.

Directors are Unfairly Penalised

Mannolini has asserted that wrongful trading provisions can lead to directors being held liable
for actions or inactions short of fraud or deliberate wrongdoing, such as a mere error of
judgment.159 Yet, Mannolini is ready to deny creditors any rights in relation to possible errors
of judgment which they make, such as not assessing the commercial risks properly in extending
credit to companies. There does not appear to be any reason why creditors should bear the
burden of their errors, but directors are to be excused.160 This is an element of Mannolini’s
153

For instance, Re Produce Marketing Consortium Ltd (1989) 5 BCC 569; Re DKG Contractors
Ltd [1990] BCC 903; Re Purpoint Ltd [1991] BCLC 491; [1991] BCC 121; Re Brian D Pierson
(Contractors) Ltd [2001] 1 BCLC 275.
154
P. James, I.M. Ramsay and P.Siva, “Insolvent Trading – An Empirical Study” (Research Report,
Centre for Corporate Law and Securities Regulation, University of Melbourne, 2004) available at <
http://cclsr.law.unimelb.edu.au/researchpapers/monograph%20series/Insolvent%20Trading%20final.pdf>
155
Above n97 at 353-354.
156
Insolvency Act 1986, Schedule B1, para 22(2).
157
[1991] BCC 171 at 172.
158
A. Herzberg, “Why are there so Few Insolvent Trading Cases?” (1998) 6 Insolvency Law
Journal 177.
159
Above n24 at 32.
160
It is to be noted that it has been held that directors are not able to be excused under s.727 of the
Companies Act because relief is not compatible with s.214 (Re Produce Marketing Consortium Ltd

43

broader argument that placing liability on directors is unfair. While he accepts that some
creditors will not be sufficiently sophisticated to assess the risks pertaining to the extension of
credit to some companies, he is not ready to accept that loss should fall on directors. His
rationale for this view appears to be that directors of small closely-held companies have, from a
historical perspective, been the subject of most recovery actions initiated by creditors and
liquidators.161 This probably comes as news to lawyers acting on behalf of creditors and
liquidators. To be sure, where guarantees have been given by directors this might be the case.
But even then, why should directors be the objects of generosity and excused from liability?
Mannolini’s answer is that they are entrepreneurs involved in risk-taking that acts as the “motor
for the entrepreneurial economy.”162 He asks rhetorically: “Why should the law constrain
entrepreneurs to adopt conservative trading strategies when rational creditors and shareholders
may well prefer risky strategies?” With respect, what Mannolini fails to tell us is why directors
should be seen in this light and not creditors. Is it not the case that creditors are also
entrepreneurs in the business of risk-taking?163 Loss might fall on one group of entrepreneurs.
Which one will it be? The fact of the matter is that when a company collapses creditors will
always lose out, but directors will not unless wrongful trading actions are initiated and are
successful.
While creditors will lose out if a company collapses, Morrison argues that directors also lose
out in the sense that their reputation will be tarnished to the extent that they might find it hard
to obtain work again.164 The implication from the commentator’s point is that the imposition of
wrongful trading liability is just a further unreasonable injury that directors suffer as a
consequence of their company’s collapse.
It is questionable whether loss of reputation is an issue for those directors who are involved in
closely-held companies. It is more likely that directors of these kinds of companies will start
up afresh with another company that they control (unless they have been disqualified). Will
their reputation with creditors, however, be tarnished so that if they do move to another
company, or establish their own new company, they have difficulty in getting credit? It is not
likely that potential creditors will be aware, save in the smallest of fields, of what the director
has done in the past, for as we have already considered, creditors often lack information on
which to base their decision to extend credit. Certainly some creditors are likely to give credit
in ignorance. Other creditors might, in spite of what a director has done previously, extend
credit because of the tough competition that exists in the market.
It is likely, as indicated earlier, that wrongful trading is more relevant to directors of closelyheld companies for their monetary and human capital is tied up in these companies. In this
regard, Cheffins points out that if a closely-held company collapses then the directors will have
lost what they invested in the company, as well as possibly having to pay out on personal
guarantees.165
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Returning to the issue of reputation, if we assume that Morrison is correct in relation to medium
- large companies and reputations of directors will suffer if their company collapses, it might be
argued that the wrongful trading provision can be influential in directors ensuring that
creditors’ losses are minimised. As Professor Ron Daniels has stated:
“[I]n light of their imminent re-entry into the job market, managers
may reason that the best strategy to adopt in a distress situation is one
of honesty and integrity. Rather than using wrongdoing as a way of
gambling the company back to success, the managers may decide to
avoid unscrupulously any hint of wrongdoing out of a concern for
inflicting irrevocable damage to their reputational capital in the
managerial market.”166
In any event, assuming Morrison to be correct, we might then ask whether a director’s loss of
reputation constitutes any reason for not making a director liable to creditors who have lost out?
The diminution in the level of the director’s reputation does not compensate the creditors, who,
while they might find some solace in the fact that the director has difficulty operating again,
will be more concerned to recover some money.
Although a wrongful trading provision might lead to a director being held liable, it must be
remembered that its existence is not so heavy a burden for directors as the imposition of a
personal guarantee. Under most standard guarantees, the liability of directors is not limited and
liability is automatic in relation to the company’s liabilities to the creditor. In contrast, liability
under s.214 only ensues if a court is satisfied that the directors knew or ought to have
concluded that there was no reasonable prospect that the company would avoid going into
insolvent liquidation, and the directors are unable to convince the court that they took every
step with a view to minimising the potential loss to the company’s creditors as they ought to
have taken.
The changes made to the administration regime procedure by the Enterprise Act potentially
lighten the burden of directors. Until the corporate insolvency provisions in the Enterprise Act
became operative on 15 September 2003, if directors wished to place their company into
administration, arguably one of the safest responses to concerns over the possibility of wrongful
trading, they had to obtain a court order. Besides being costly, it took a significant amount of
time to obtain such an order. Now directors are able to place their company into
administration167 by simply giving notice to the holders of floating charges over the whole, or
substantially the whole, of their company’s property of an intention to appoint an
administrator,168 as well as filing a copy of the notice of intention to appoint with the court.169
It has been asserted that the easy access to voluntary administration in Australia, an extrajudicial form of insolvency process akin to administration in the UK, has reduced the number of
insolvent trading actions.170
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G. Increase in Transaction Costs
Although not specifically articulated by those attacking the wrongful trading provision,
although implicit in a number of points made, it might be argued that in order to keep from
falling foul of s.214, directors have to engage in more monitoring so as to risk-minimise, and
that, as a necessary concomitant, there is an increase in the company’s costs, producing less
efficient use of company resources.
It appears that courts will take into account, when
assessing the actions of directors, the costs that are associated with undertaking inquiries and
realise that company funds cannot be used for every check possible and that directors must act
quickly in some situations. As discussed above, the courts have tended to view the position that
confronts directors pragmatically in coming to decisions concerning the conduct of directors.
Whincop has suggested that all that courts will require is that an adequate process of
monitoring exists so that the directors will be informed, and that the directors take into account
the information produced. Also, while the costs involved might be substantial, it is likely that
the process implemented should be effected in order for the directors to fulfil management
responsibilities, in general terms, and to enable them to be able to provide the required external
reporting.171 Hence, the marginal cost involved in taking steps to ensure that wrongful trading
does not occur appears to be low.172
It could be pointed out that undertaking monitoring is an integral element of the normal duties
of directors,173 and that the action that directors take to monitor their companies’ position also
has potential for benefiting the company as a whole in that inefficiencies and problems in
general could be identified. In effect the monitoring is just practising good corporate
governance.
Finally, it has been indicated in a significant amount of the recent law and economics literature
in relation to companies that it is doubtful whether regulations pertinent to the terms of
contracts, has any allocative efficiency costs at all.174
IV

Support for Regulation

A.

General

Generally speaking there has been little support for regulation articulated in the literature. Two
contractarians, Dr Michael Whincop, in relation to the Australian insolvent trading provision,
and Dr Rizwaan Mokal in relation to the British wrongful trading provision, have voiced
support for regulation. This is interesting as contractarians, certainly those embracing a law
and economics approach to corporate law, are usually portrayed as being totally opposed to the
provisions. Having said that, there are other contractarians who have not addressed wrongful
trading type provisions, such as Professor Lucian Bebchuk, who favour some mandatory
provisions,175 and who might support something akin to s.214.
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It is likely that those scholars advocating a progressive or communitarian approach to corporate
law176 would take the view that there should be regulation to proscribe wrongful trading. The
progressive school as far as corporate law is concerned is centred in the United States and none
of its adherents have addressed wrongful trading style provisions, as there are no counterpart
provisions in the United States, so some of the following discussion is based on what has been
advocated in general progressive literature.
It has been argued in the progressive literature,177 inter alia, that companies are public
institutions with public obligations and it is necessary to have mandatory rules to control what
they and their managers do.178 The company is perceived not as a nexus of contracts, as it is
viewed by most contractarians, but as “a community of interdependence, mutual trust and
reciprocal benefit.”179 Progressive scholars have rejected the idea that all of the parties who are
involved in companies are able to protect themselves, and even if self-protection measures were
feasible, disparities in bargaining power would prevent creditors from obtaining effective
protection. These disparities lead to bargaining outcomes that are substantially unfair. As a
consequence, progressives have argued for mandatory rules in order to provide adequate
protection.180 Now let us to turn to some of the specific arguments that might support a
wrongful trading provision.
B.

Problems with Protective Measures

Earlier we noted that it has been argued that creditors are able to take whatever precautions are
needed in order to protect their interests given the risk involved.181 Often banks182 and other
substantial institutions are in view when this is stated. Banks are able to demand guarantees
from directors and can take the time, and go to the expense, of having a substantial contract
drafted to protect their interests. Also, they have the necessary experience in their own
organisation to advise on how to structure a particular transaction, something that is not
available to most smaller creditors. A significant number of creditors are not sophisticated or
powerful enough to demand terms that will compensate for risk. A study by Professors Gilson
and Vetsuypens183 discovered that while banks were able to have covenants that influence
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corporate actions included in contracts, this was not the case with trade creditors.184 Many of
such creditors have little power and effectively are not engaged in bargaining – they have to
extend credit or perish.185
While diversification of risk would be the most prudent option for trade creditors, thereby
ensuring that any default would not impact so heavily on their financial position, this is not
always viable, particularly for those involved in some industries, such as construction. Further,
many creditors extend credit to players in only one industry. When collapses occur, especially
in times of recession, one often finds that a number of companies in the same industry will
fail,186 so creditors might discover that diversifying is not effective.
Another option for creditors is to investigate potential debtors by obtaining information, such as
financial data and details of past credit history, in order to ascertain the probability of default
and to determine on what terms, if any, credit should be extended.187 Yet this rarely occurs as
far as many trade creditors are concerned, even those that could be regarded as the more
sophisticated,188 because like a number of the measures canvassed above, there is insufficient
time, and creditors do not have the necessary staff to undertake this action, or cannot afford to
employ professionals to act on their behalf.
There are multifarious reasons for the fact that a substantial portion of creditors fail to take
measures that will provide adequate protection. These are : ignorance of the ramifications of
dealing with a company; concern that a competitor might be able to provide the supplies or the
funds if a decision to supply or lend is not made speedily, and, consequently, there is a lack of
time in which either to undertake checks or to enter into negotiations on terms; taking action is
costly; and the nature of risk changes over time. It is also clear that some creditors do not have
the opportunity, given the circumstances in which they are extending credit, to avail themselves
of protective measures, because goods or services have to be provided within a short space of
time or else the business is lost to a competitor.
In addition, while creditors might take measures to protect themselves, these will not, in all
likelihood, stop some directors from acting improperly or irresponsibly. For instance, the
payment by the company of creditors who are not connected with the company usually cannot
be recovered as a preference by an administrator or liquidator for a variety of reasons.189 As it is
not possible either to predict the future or, for many creditors, to undertake monitoring of the
184
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affairs of companies, allowing creditors to make provision ex ante, it is appropriate for there to
be some kind of ex post adjustment,190 through the agency of s.214.
C.

Absence of Bargaining Power

It might be argued, and would be argued by progressive scholars, that even if self-protection
measures were feasible, disparities in bargaining power would prevent creditors from obtaining
effective protection. These disparities lead to bargaining outcomes that are substantially
unfair.191 Many trade creditors192 are almost “involuntary” creditors as they have little choice
whether or not to deal with, and extend credit, to companies. Trade creditors often lack the
necessary bargaining power to obtain contractual concessions from companies because the
market is competitive and a company will probably have little difficulty, in most lines of
business, in finding another trading partner who will not demand concessions. Also, because
trade creditors are not extending the same amounts of credit as banks, and as the gains made by
most trade creditors are relatively low, taking action to ascertain information about the
company is regarded as inefficient and they are not so likely to negotiate explicit terms of
credit. Of course, default is likely to have a greater impact on trade creditors compared with
financiers.193 Perhaps this answers the criticisms of some who say that too much responsibility
has been placed on directors to be aware of the position of their companies and not enough has
been placed on creditors to appraise risk and protect themselves;194 simply many creditors are
not lackadaisical, but are just unable to ascertain the necessary information that might assist
their lending decisions. Wrongful trading provides compensation for the absence of true
bargaining between the company and the creditors. Under progressive arguments the provision
makes life fairer for creditors.

D.

Commercial Morality

According to the Insolvency Law Review Committee, in its 1982 report, Insolvency Law and
Practice (commonly known as “the Cork Report”),195 “it is a basic objective of the law to
support the maintenance of commercial morality,”196 and, according to the courts, to ensure
high standards are maintained. Most would acknowledge that commercial morality must be
fostered. The difficulty, of course, is finding agreement as to what commercial morality entails,
and how far the courts and legislation should go about fostering it. While many would deny
company law carrying out a public function, it would appear that some parts of company law
have more than a private law impact.197 Cheffins has noted that there is a public interest
element connected with the regulation of directors and what they do.198 Traditionally, the
doctrine of limited liability, which shifts the risk of failure from the shareholders to the
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creditors,199 has been viewed with great suspicion and has affected confidence in the
marketplace and amongst the public in general. Section 214, along with other rules, reduces the
impact of the shift of the risk of failure.
Arguably, s.214 is one of those parts of company law to which Cheffins’ comment in the
previous paragraph refers. It is one of the elements of company law that indicates that, “private
law as well as public law has an important standard-setting role.”200 Robert Walker J stated in
Re Oasis Merchandising Services Ltd201 that an action under s.214 was not simply ordinary
civil litigation, for it has a potential public aspect to it.202 More specifically, one can, as the law
does, link s.214 with director disqualification. If there is a declaration under s.214, the courts
may disqualify the respondent director(s) pursuant to s.10 of the Company Directors’
Disqualification Act 1986; disqualification is a consequence of conduct amounting to a breach
of commercial morality.203 Section 214 obviously can be regarded as potentially performing a
public function, and a private person, the liquidator, indirectly carries it out.204
An option that is available to Parliament and which signals to the community that the
prohibition of wrongful trading is in the public interest, is to grant the Secretary of State for
Trade and Industry the power to bring s.214 proceedings in certain cases. This is an approach
that has been implemented in Australia in relation to its insolvent trading legislation,205 and has
been regarded as relatively successful.206
E.

Distributional Fairness

Some may argue, particularly those who are part of the progressive school, that there must be
distributional fairness, namely ensuring that the end effect of wealth distribution is fair. It
might be argued that it would only be fair that the directors do not directly or indirectly transfer
wealth from creditors to shareholders, either by the shifting of funds or causing an increase in
risk when the company is heading for insolvent liquidation, so as not to lessen the amount paid
to creditors from company funds. To make sure that this does not occur, the law can threaten to
impose some form of ex post liability on directors so as to redress unfairness. What do we
mean by fairness in this context? I have discussed elsewhere207 that in the context of companycreditor transactions, fairness requires an outcome that would be obtained where there is a
bargain between unrelated parties with approximately equal bargaining power,208 namely where
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there is fair dealing and a fair price.209 Such a view is consistent with the general idea that
fairness, throughout our legal system, involves balance and proportionality as far as the parties
to transactions or proceedings are concerned,210 and provides support for those who are
vulnerable and the meeting of people’s reasonable and legitimate expectations. We have
already considered the fact that creditors are often the victims of an abuse of bargaining power.
The idea of reasonable and legitimate expectations has its roots in contract law211 and in this
context it requires consideration of what the parties would have wanted where there are gaps in
a contractual relationship,212 namely : what the parties actually anticipated the contract would
require in the situation that has in fact occurred.213 Such a consideration allows taking into
account such matters as the nature of the company’s business and its future, and the kind and
position of the creditor providing credit. Some, especially those from the progressive school,
would, in assessing reasonable and legitimate expectations, submit that this assessment should
include taking into account community values, such as fairness and decency.214
As discussed elsewhere,215 it might be said that it is reasonable and legitimate for creditors to
expect certain things of directors, such as ensuring that the entering into of fresh company
liabilities is minimised, when there is no reasonable prospect of insolvent liquidation being
avoided. If these expectations are not met then creditors can reasonably expect that directors
would be held responsible, and make some contribution to the loss sustained by creditors.
F.
Deterrent and Positive Effect
The existence of a wrongful trading regulation might well have both a deterrent and positive
effect on the directors in various ways. First, the deterrent effect. Most obviously, the existence
of a prohibition against wrongful trading might cause directors to be more prudent when there
are financial problems for the company as they must consider that at some later time, if their
company enters insolvent liquidation, they might be held to have been in a position where they
ought to have concluded that their company could not avoid insolvent liquidation. Directors
might be dissuaded from embracing risky courses of action in an attempt to turnaround their
companies. Mokal argues that the provision could have a broader deterrent effect, namely that
as the provision applies throughout the life of a company and the provision is designed “to
encourage managers do all they reasonably ought to, to minimise that loss [to creditors] in the
first place,”216 it can apply to healthy companies as well.217 Second, it might deter directors
from passively acquiescing to risky actions proposed by other directors, particularly the
executives. While it is probably safe to say that there are a substantial number of directors who
are not aware of the wrongful trading prohibition, just like many directors are not aware of the
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duties that they owe to their companies,218 this does not mean that the provision cannot act as a
deterrent to those who are aware of it.
While there is significant doubt that the present wrongful trading provision has succeeded in
deterring irresponsible trading,219 a provision like s.214 which can attach substantial civil
liability to a director, is capable of having a strong deterrent effect.220
As far as the positive effect goes, there are two points worth noting. First, directors, in light of
the wrongful trading provision, might be more diligent in their monitoring of the activities of
executive directors, as well as the health of the company. Second, it might be argued that the
wrongful trading provision acts in such a way as to encourage directors to carry out their
activities competently because if they do not, and the company enters insolvent liquidation,
there is always the possibility that a liquidator will bring wrongful trading proceedings against
them.221 Of course, other proceedings, such as for breach of the duty of care and skill, could
also be initiated.
G.

Achieving a Balance

While the privilege of limited liability is well-known and clearly enshrined in our law, there are
occasions when this must in some way be the subject of interference. The law has to achieve a
balance between the protection of bona fide creditors, on the one hand, and ensuring that
directors (on behalf of their companies) are not totally discouraged from taking appropriate
business risks, on the other hand.222
Judge Richard Posner asserts that specific doctrines of corporate law should not alter the
balance of advantage between debtor and creditor,223 yet, arguably, limited liability has altered
the balance and, consequently, in some cases there is the need for a counterweight. Limited
liability is still, in some ways, a privilege, notwithstanding the demise of the concession
theory,224 and it must not be forgotten that it can work to the disadvantage of creditors.225 It is,
along with separate legal personality, “easily manipulated and often is.”226 As Cooke J of the
New Zealand Court of Appeal stated in Nicholson v Permakraft (NZ) Ltd227:
“It [limited liability] is a privilege healthy as tending to the expansion of
opportunities and commerce, but it is open to abuse. Irresponsible structural
engineering – involving the creating, dissolving and transforming of incorporated
companies to the prejudice of creditors – is a mischief to which the courts should
be alive.”228
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The Cork Committee articulated similar thoughts,229 when proposing a wrongful trading
provision (although its recommendation was subjected to significant change by the government
of the day), stating that downright irresponsibility is discouraged and those able to avail
themselves of protection under the limited liability concept, should be made personally liable
when they abuse the concept.230
Few people are arguing for the abolition of limited liability, but placing a responsibility on
directors in times of a company’s financial strife, would, at least, provide more of a balance
between relevant interests.
V

Opting out

In recent years there has been some reasonably hot debate in corporate law circles as to whether
companies should be regulated by mandatory laws, or whether laws should be default laws231
permitting companies and others to modify, or opt out of the application of, those laws.232 This
debate centres around the issue of contractual freedom, with many contractarians calling for
fewer, and some no, mandatory rules.233 Compared with many corporate law statutes in the
United States, such as the one applying in the state of Delaware, there is little provision in UK
law for opting out.234 The argument is often put that imposing mandatory laws increase
transaction costs, and hence there is a diminution of efficiency, whereas default rules can
“operate to reduce the transaction costs which would otherwise be incurred in continually
negotiating new contracts.”235 Others argue that a mix of mandatory and optional rules
provides for better commercial environment.236
Can s.214 be seen as a default rule from which parties can opt out? It would appear that as it
stands at the moment, it is not also possible to opt out of s.214. First, s.310 of the Companies
Act makes void any provision in a contract exempting an officer from liability in respect, inter
alia, of a breach of duty. It would seem that wrongful trading is a form of breach of duty by a
director. Second, s.214 is a provision237 that gives a power to the liquidator in his or her
capacity as liquidator, and not a power to creditors to take action, so creditors cannot agree to
229
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have the provision made inapplicable. Courts are probably more likely to uphold an opt out
arrangement when it relates to a common law rule, rather than one found in a statute.238 So
accepting the fact that opting out of s.214 is not possible, we can ask the normative question of
whether opting out should be permitted?
If opt out were allowed, then creditors might expect some benefit in a contract with the
company for giving up any rights under wrongful trading, and if this occurred then the
company would lose out from the transaction. The potential beneficiaries would be the
directors at the expense of the company. The only benefit for companies might be that their
directors will be less risk averse when their company is in some financial difficulty, in that if
the directors see a potentially lucrative, but risky, project they might be inclined to pursue it,
knowing that they cannot be held liable for wrongful trading.
The practical problem that arises from an opt out provision is that if directors, in the course of
negotiations with creditors, seek to favour opt out, it might be seen as a signal to the creditors to
be wary, and to consider whether the directors have a hidden agenda. Creditors might not be
willing to trust directors. However, if the creditors were to be granted some benefit in
exchange for permitting opt out, then they might see it as worthwhile.
Perhaps the biggest hurdle for any opting out is the fact that the unanimous consent of all
unsecured creditors would have to be obtained, because all are entitled to share in the proceeds
from a wrongful trading action initiated by a liquidator. The transaction costs of obtaining such
consent would be high,239 even if it was practically possible. Whincop identifies two major
problems. First, if unanimous consent is required, and the creditors know this, there is the
possibility of individual creditors refusing to consent in order to secure some sort of benefit.
Second, it would not be easy to identify all of the creditors who need to agree to an opt out.240
As contracts are made a company could agree with each creditor for an opt out, but the
company might not be aware of some creditors, such as tort creditors, who, not being
consensual creditors, have no opportunity to negotiate with the company. A third problem is
that the larger the number of creditors, the more difficult it is to come to an arrangement.
The only possible way that one could have an opt out regime is if creditors were able to bring
proceedings personally and at present they cannot do so. Naturally, if creditors could do so,
they could then decide to surrender their right to litigate. For creditors to be given the right to
bring proceedings, in the first place, one has to deal with the argument that that would be
tantamount to queue jumping and would offend against the principle of pari passu. Of course,
there is always the argument that pari passu has little bearing on the outcome of liquidated
estates today.241 Another point is that s.214, according to Mokal, serves the collectivisation
goal of insolvency, and permitting opt out would inhibit that. Also, s.214 would have to be
amended so that courts are not empowered to order that directors make a contribution to the
assets of the company, but are required to pay compensation to the creditor taking proceedings.
One assumes that this would consist of the debt owed and any interest accrued. There are a
number of points that favour creditor action over action taken on behalf of all creditors leading
to equal sharing. First, not all creditors are equal. There are creditors like banks and other
institutional creditors who are able to take adequate protective measures. Some creditors are
able to build into the price for extending credit the possibility of loss. Second, not all creditors
warrant protection from a wrongful trading provision. Some creditors have extended credit
when they were fully aware that the company had a good chance of ending up in liquidation.242
Should they be entitled to compensation? However, the problem with discriminating between
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creditors is that it is likely to increase costs. One of the primary advantages of collective action
is that it “reduces strategic, increases the pool of available assets and generates administrative
efficiencies.”243
It might be argued that there should be no opt out as that would attenuate the public function of
s.214. That is, if wrongful trading is seen as a trigger for the disqualification of directors, then
it should not be possible for the creditors, acting in self-interest, to permit the directors to
“escape” the provision. A way around this problem, and mentioned earlier, might be to grant
the Secretary of State for Trade and Industry the power to bring s.214 proceedings in certain
cases. But if that were implemented directors might be rather hesitant about entering into an
opt out arrangement, on the basis that while it might reduce the chance of litigation, it would
not rule it out totally. Furthermore, if any monetary award were made as a result of an
application brought by the Secretary of State, to whom would the money be paid, after the
payment of liquidation expenses, given the fact that the creditors opted out of wrongful trading?
VI

Conclusion

This paper has explored the theoretical arguments that have been mounted against the
imposition of any wrongful trading type liability on directors as well as considering the
counter-arguments, and the points that might support such a liability. The arguments against
wrongful trading can be summarised as follows : wrongful trading is unfair to directors,
produces inefficiencies and potentially over-compensates creditors who could ably protect
themselves without the need for regulation. Set against these are the arguments for the
regulation which essentially involve producing a fair balance between the interests and rights of
directors on the one hand and creditors, on the other, deterring irresponsible trading when
companies are in financial straits and protecting creditors in certain circumstances. It has been
submitted in this paper that while there are some aspects of the arguments that are opposed to
wrongful trading have merit, overall they are not as compelling as those that support the
continued existence of such a provision.
The paper considered whether the wrongful trading provision could be the subject of an opt out
arrangement and concluded that it could not be. It was indicated that it would be difficult to
permit opt out in relation to this provision as the right to take legal proceedings is given to the
liquidator and not the creditors. If creditors were granted the right to bring proceedings for
wrongful trading then opt out is a possibility, although fraught with practical problems.
To be sure, arguments in favour of a proscription against wrongful trading should not be seen to
be an argument in support of s.214 as it is drafted at the moment. The present provision is
sadly lacking. If there is to be a prohibition against wrongful trading, then the shortcomings
that exist with s.214 must be remedied. Certainly, if we are to have a provision, then it must be
as clear as possible so that directors know their responsibilities and liquidators can know when
such proceedings might be worth bringing, given the fact that liquidators are risk-averse.
Section 214 as it presently stands does not, arguably, “fill the bill.” Clearly, if there is to be
regulation, then it must be good regulation. At the moment the provision is frustrating, and
Parliament needs to re-visit the way that the provision is drafted. At present the provision is
difficult to defend, but, as considered in this paper, the concept has merit.
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I

INTRODUCTION

Liquidation for companies has been with us for a long time, and ever since the Winding up Act
of 1844,244 a statute entitled “An Act for facilitating the winding up the affairs of Joint Stock
Companies unable to meet their pecuniary engagements” was passed. The statute was intended
to provide creditors with a simple means of obtaining payment of their debts out of company
property, and also, by substituting an orderly system under which all members would be
required to contribute a proportionate part of the funds necessary to satisfy the liabilities of the
company, to reduce the chaos resulting from executions against individual members.245
Subsequently, the concept of limited liability was introduced246 and this meant that shareholders
would not be liable for company debts, only being required to pay up what they owed on their
shares. Liquidation, which provides a collective procedure, has always been a procedure that
prepares companies for their dissolution. Hence, it is always, rightly, associated with killing off
companies.
But in recent times there has been concern that companies have been killed off through
liquidation too readily.
In the Insolvency Act 1986 the Government, following the
recommendations of the Cork Report, showed a desire to promote corporate rescue, which is “a
major intervention necessary to avert the eventual failure of the company”247 or “the revival of
companies on the brink of economic collapse and the salvage of economically viable units to
restore production capacity, employment and the continued rewarding of capital and
investment.”248
The Insolvency Act 1986 introduced the regimes of administration and
company voluntary arrangement to enable companies to escape from their financial malaise.
As we know these regimes did not work all that well for a number of reasons, and they have not
been popular. Although, of course some might say that administrations in particular have
worked well for some football clubs. Of course, rescue did not have to involve the use of one
or both of these regimes, and many companies entered into informal arrangements with their
creditors that led to their ultimate survival. The overlap of the various procedures was common
as companies often exited administrations through liquidation, and administrations were used to
provide a breathing space for companies whilst a proposal for a company voluntary
arrangement (“CVA”) was being put to creditors (this may have occurred less often with small
companies after the moratorium procedure was introduced on 1 January 2003 via the
Insolvency Act 2000)
So while we had some rescue going on, the Government was not happy with the amount that
was going on. To cut a long story short, the Government included in its Enterprise Act of 2002
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provisions which made it easier for companies to enter administration, with the hope that this
would lead to more companies being rescued when in a financial mire. I will not rehearse most
of what the Enterprise Act did in relation to corporate insolvency as I will assume that you are
reasonably conversant with it. What I do wish to consider is how, if at all the provisions in the
Enterprise Act (“the Act”) have changed the landscape of corporate insolvency as far as
liquidation is concerned. The Government did hope for an increase in the number of
administrations and a proportionate reduction in the number of liquidations. The figures for the
first two quarters of 2004 indicate that the number of administrations has increased and the
number of liquidations has decreased overall. In the first quarter there were 331
administrations, with 392 administrations in the second quarter,249 which, if those figures
continue, will produce close to double the number of administrations that have been entered
into in the best of the previous years. The number of creditors’ voluntary liquidations for this
quarter is the lowest since the second quarter of 1998.250 There was a slight increase in
creditors’ voluntary liquidations in the second quarter (1.1%), but this represented a 17%
reduction for the same period in 2003 (i.e. prior to the coming into operation of the Enterprise
Act provisions). Without further data we cannot draw too many conclusions from this,
particularly given the fact that the number of compulsory liquidations was down. Also, some
of those companies that entered into administration during the first quarter of 2004 would have
still been subject to that regime when the figures were documented, but undoubtedly some will
end up eventually in a creditors’ voluntary liquidation. I have heard it suggested by
experienced legal practitioners, without having time to elaborate on the point, that the Act will
lead to the function of liquidation being usurped by administrations, with the result that
liquidation might be used infrequently or die out. Is that the case? Is liquidation going to die
out? This paper explores that issue. In doing so, it draws some comparisons with the
experience in Australia of an administration regime that has been popular and been working for
some 11 years.
II

THE ENTERPRISE ACT AND ADMINISTRATION

We know from the Act that the Government sees administration as the way to foster corporate
rescue. To facilitate the increased use of administration as an insolvency regime, the Act
permits the appointment of administrators extra-judicially as well as by court order. The
company, its directors and its creditors may still petition for an administration order (Schedule
B1, para 12(1)251). But, it is now possible for a company or its directors to appoint an
administrator without the need to apply for a court order (para 22). Importantly the holder of a
qualifying floating charge is also permitted to appoint outside of court (para 14). A qualifying
charge for these purposes involves a floating charge which either on its own or together with
other securities relates to the whole, or substantially, the whole of the company’s undertaking.
In addition, the instrument creating the charge must either:
 state that para 14 applies to the floating charge or otherwise purports to give the
debenture holder the power to appoint an administrator; or
 purports to give the debenture holder the power to appoint an administrative receiver
(para 14(3)).
Requiring a court order for administration was probably the main reason why administration
never really became popular. The procedure was costly and time-consuming. Australia has
permitted administration to be initiated out of court ever since administration was introduced as
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an insolvency regime in 1993. The Harmer Committee,252 the Australian equivalent of the Cork
Committee, reported in 1988 and recommended the introduction of a regime akin to
administration.253 But rather than following the UK system, it was decided to have no court
involvement in the appointment process; courts were only to be involved where there were
disputes or administrators needed to obtain directions. The procedure started well in Australia
and became and remains very popular, such that the number of administrations outstrips court
liquidations and creditors’ voluntary liquidations,254 and in fact many of the creditors’ voluntary
liquidations in Australia result from administrations where no rescue is possible, and the
administrations were converted into creditors’ voluntary liquidations.
The administration
process has recently been scrutinised by the Australian Parliament’s Joint Committee on
Corporations and Financial Services, an in a report on the country’s corporate insolvency laws,
the Committee’s conclusion is that the administration process is useful and valuable process for
companies that are facing collapse,255 and should be retained as a central feature of Australian
corporate insolvency law.256
So, given the experience in Australia, which has a similar commercial environment to the UK,
as well as reasonably similar corporate and insolvency processes and ethos, it is likely that
administration will, eventually, become popular, especially if the banks can be convinced of the
benefits of the procedure. In Australia the support of the banks was critical. It is interesting to
note that the support of the banks was obtained despite the fact that the use of administrative
receivership was not, unlike in the UK, proscribed after the new legislation became operative.
Receivers are still appointed in Australia, but their employment is much reduced compared with
11 years ago. The banks are often content to permit the appointment of an administrator by the
company, provided that a practitioner to their liking has been appointed, and they refrain from
trumping the appointment.
Assuming that administration will “take off” in the new insolvency dispensation in which we
now live, we need to consider what effects it will bring, and, for the purposes of this paper, we
consider the effects in relation to liquidation.
III

SOLVENT COMPANIES

Before moving on to consideration of the main focus of the paper – insolvent companies – I
would like to say a few words about solvent companies, which are, of course, able to be placed
into liquidation prior to their dissolution.
It seems to me that where companies are solvent there will be no change as we will continue to
see liquidation (members’ voluntary liquidations) employed. If a company is not insolvent or
likely to become insolvent, the administration process cannot be embraced, because it is
necessary before an administration order is given, according to paragraph 11 of Schedule B1 of
the Insolvency Act, that the petitioner seeking an order establishes that the company is
insolvent or likely to become so, as well as satisfying the court that the order is likely to
achieve the purpose of administration. If the company or its directors appoint an administrator
extra-judicially, then a declaration must be filed at court, with the notice of intention to appoint
an administrator, that states that the company is, or likely, to become insolvent (para 27(2)).
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The only case where administration can be initiated without it being asserted that the company
is insolvent or likely to become so is where the holder of a qualifying floating charge appoints
an administrator.
So, except in this last case, the situation in England and Wales is unlike the situation in the
United States where the Bankruptcy Reform Act 1978 allows companies to shelter in Chapter
11 bankruptcy (a form of insolvency regime that has some similarities to administration (and
many differences) and is the primary vehicle in the US for the rescue of companies) even when
they are not insolvent. US companies have, on occasions, used the Chapter 11 process where
they are not insolvent in order to achieve a number of goals, such as to protect the company
from substantive litigation or to avoid the impact of labour agreements.
Also, a company that is solvent might still be wound up by court order, where a petitioner
succeeds in establishing that it is just and equitable, under s.122(1)(g) of the Insolvency Act,257
that the company be wound up.258
One would not expect to see any changes to the situation as far as solvent companies are
concerned as the Act was directed at insolvent companies, the types of companies that concerns
us today, and it is to those companies that we now turn.
IV

INSOLVENT COMPANIES

It is when we come to insolvent companies that the effect of the Act’s provisions on liquidation
are more important.
A

Compulsory Liquidations

1.

Miscellaneous Petitioners

Clearly, there will be some of those who are entitled to petition for the winding up of a
company who will continue to seek liquidations, whatever the advantages of administration, as
they are unable to seek an administration, even by order. The prime example is the Secretary of
State for Trade and Industry who has the power to present what is known as a public interest
petition under s.124A.259 Where there is a public interest concern over the activities of a
company, only a liquidation can occur; administration is not an option. Proceedings under
s.124A are brought to bring to light the activities of companies which are having, or potentially
have, a prejudicial affect on the public. Insolvency, while not infrequently alleged in public
interest petitions, is not a prerequisite to the initiation of proceedings; there will be occasions
where it is in the public interest that a solvent, even profitable, company be wound up.260 For
the sake of completeness, we should note that petitions for the winding up of companies on the
public interest ground can be presented when a company is in administration (para 82(1)).
2.

Creditors

Most winding-up petitions are presented by creditors. While creditors, who are not the holders
of qualifying charges, are not permitted, under the changes brought about by the Act, to appoint
administrators, they are allowed, as they have been since the advent of the Insolvency Act
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1986, to petition for an administration order. The need to obtain a court order has always been
seen as an obstacle to the employment of administrations, but creditors would have to go
through a similar procedure for a winding-up order any way, so creditors might not be
discouraged from seeking an administration order, because issues such as cost and time also
apply to the winding-up process.
Creditors have always been entitled to apply for an administration order (the old s.9), yet they
rarely did so. Why is this the case? Probably for a number of reasons. The most likely primary
reason is the likely cost of preparing a Rule 2.2 report and engaging lawyers to make the
application. Furthermore, the received wisdom has been that, if the company is defaulting the
strong option to take is to petition for winding up. Obtaining an administration order may be
seen as easier than getting a winding-up order in some respects as the courts recognise that
liquidation is the beginning of the end of the company, and might be stricter in terms of proof.
Yet, having said that, to obtain an administration order it is still necessary for a petitioner to
prove that he or she is a creditor of the company, which is often a problem that creditors in
winding-up proceedings have encountered. This is because companies may either dispute the
debt which founds the winding-up petition, or argue that they have a cross-claim or set-off in
relation to the debt.261 A company might take the same approach where a creditor presents a
petition seeking an administration order.262 If the company were successful in this regard then
the petitioner would not have the necessary locus standi to prosecute the petition for an
administration order.263
A second problem that can exist equally with petitions for administration orders and windingup orders is establishing that the company is unable to pay its debts. However, with petitions
for administration orders, it is acceptable if the court is satisfied that the company is likely to
become unable to pay its debts (para 11). But, even if it is in fact easier to enter into
administration compared with liquidation, that fact will not, on its own, foster more
administrations at the expense of court liquidations. Are there other benefits for creditors?
There may be. First, an administration would probably, in many cases, allow for a more
orderly and profitable disposition of the company’s assets and, possibly, its business, in that
prospective buyers will not see the disposition as a fire sale. More funds could be raised and
that would increase creditors’ dividends. Second, administration would probably allow more
time for the completion of potentially beneficial contracts entered into by the company. Third,
since the decision in Buchler v Talbot,264 a decision of the House of Lords when hearing an
appeal in the Leyland Daf litigation, liquidation expenses are not able to be paid out of assets of
the company that are subject to a floating charge. Yet, administration expenses could be paid
out of assets subject to a charge (paras 70, 99(3)). So, it might be better for the unsecured
creditors if the company entered administration rather than liquidation, as there might be more
funds available for the unsecured creditors ultimately.265 Coupled with this the creditors may
take comfort in the new onerous duties imposed upon the administrator to perform his or her
functions as quickly and efficiently as is reasonably possible (paragraph 4); to exercise his or
her powers in the interests of the creditors as a whole (paragraph 3(2)); and to perform his or
her functions within the parameters of a controlling statute (paragraph 3(3) and 3(4) of
Schedule B1).
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It is interesting to note in this context that in a recent decision, Re Logitext.uk Ltd (Unreported,
28 July 2004), a creditor did petition for an administration order, and successfully so, when
perhaps one might have expected an application for a winding-up order. The petition was for
administration rather than liquidation because if administration was ordered, funding was to be
made available in order to recover assets for creditors.
Perhaps where a company cannot dispute a creditor’s claim, and the creditor would prefer not
to incur the costs of obtaining a winding-up order, the creditor might be able to persuade the
directors to place the company into administration. The benefit for the directors could be that
creditors might be less hostile and less aggressive in questioning the management of the
company if they took this action. Certainly, the costs would be less and there would be less
erosion of the funds available to be paid to creditors.
In sum, at the present moment, while there might be some advantages to unsecured creditors if
administration rather than liquidation was used, it seems unlikely that many of the general body
of creditors will petition for administration as opposed to liquidation. However, the creditors
that have traditionally accounted for the majority of petitions have now lost their status as
preferential creditors.: the Inland Revenue and Customs and Excise. What remains to be seen is
whether they are going to police the financial position of companies as rigorously as they have
until now and petition more or less as a result of their new status as non-preferential creditors.
The dangling carrot of sharing in the prescribed part may persuade these creditors to opt for
administration where the objective in paragraph 3(1) is likely to be achieved and to refrain from
doing so where it is not likely to be achieved. Are we going to witness the dawning of a new
age of selective insolvency processes dependent upon the position of each company?
3. From Administration to Compulsory Liquidation
It should be noted that the old administration procedure did not provide an exit route via
creditors’ voluntary liquidation where an administration order was discharged by the court. But
the new process does, so that might lead to a reduction of compulsory liquidations on that basis,
although the courts always took some persuasion as to why compulsory liquidation was being
chosen over the less expensive and more convenient voluntary liquidation.266 However, there
will be cases where a company has been in administration and there are insufficient funds to
pay a private liquidator and so the company will go into compulsory liquidation where the
official receiver will wind up the company, at the taxpayer’s expense.267
B.

Creditors’ Voluntary Liquidations

It is in relation to creditors’ voluntary liquidations (“CVLs”) that we could possibly see the
greatest effect on liquidations. While, as indicated in the last section of the paper, the exit route
for administration can now be by way of a CVL, and, in many cases, will be, and this will
increase the number of CVLs, this increase might be offset by a reduction, for other reasons. It
seems that there are several attractions for the directors of a company, when their company is
insolvent, to embrace administration when they once would have had the company enter a
CVL. Of course, even if directors do this, then, as indicated above, the company might end up
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in a CVL eventually, and, if the Australian experience is any guide, a good portion of CVLs in
the future might arise following administrations.268
First, directors of a company that do not have a viable business might seek to enter
administration as an alternative exit route to liquidation because it might constitute a way of
reducing the chances of the company’s creditors being able to consider the reasons for the
demise of the company and questioning those who managed the company.269
Second, and following on from the previous point, investigations during the course of
administration might not be as rigorous as they are in liquidations. While the Australian courts
have indicated that they will not tolerate inadequate investigations by administrators,270 they
will not expect an administrator to carry out as exhaustive investigations as a liquidator,
because, inter alia, of the time constraints prevailing in an administration.271 Will the approach
be the same in our courts? The time constraints in the UK are not as demanding as they are in
Australia, but having said that, how often will the scope of the investigations undertaken by
administrators be the subject of judicial scrutiny? The answer probably is : not often.
In Australia the administrator is required to report to the regulator,272 the Australian Securities
and Investments Commission (“ASIC”), any incidents of misconduct with respect to any type
of company. But the ASIC has received few reports from administrators,273 and this is
somewhat of a concern. It fuels speculation that some directors are using administrations to
avoid examination of their activities. This was suggested in research conducted by the ASIC,
where it was found that the aim behind embracing administration in 20% of the companies
studied was to achieve liquidation.274 In more recent times, this has continued to be of some
concern in Australia, and the evidence given to the Australian Parliament’s Joint Committee on
Corporations and Financial Services suggests that the voluntary administration procedure is
being used as a means to liquidate a company, and to enable directors to avoid subsequent
investigations into their conduct.275
There is always the possibility that a practitioner accepts an appointment as an administrator
founded on the belief that either the second objective of administration, namely that
administration would achieve a better result for company creditors than is likely in liquidation,
or the last resort option (property is realised to make a distribution to one or more secured or
preferential creditors) is reasonably capable of being achieved. Assets or the business might be
sold off to directors or connected parties, and because the proceeds are not sufficient for there
to be a pay out to creditors, the administrator might refrain, as he or she is entitled to do so,
from holding a creditors’ meeting (para 52) (usually required within 10 weeks of the
appointment (para 51)). Following this, the practitioner could take the company directly from
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administration to dissolution under paragraph 84,276 whereby the company is dissolved three
months after the administrator has lodged, and had registered, a notice sent to the registrar of
companies advising that there can be no distribution to creditors. This latter procedure,
mirroring what can be done in relation to some liquidations,277 is designed to reduce costs and
time, and, theoretically, is laudable.
Third, and allied to the previous points, the directors might be able to have more input during
the administration process, when compared with liquidation. This might enable the directors to
secure a transfer of the assets or business to themselves or connected parties, without, perhaps,
the same scrutiny as in a liquidation. We must remember that the administrator has the power
to remove a director (para 61) and a company officer is not entitled to exercise management
power without the approval of the administrator (para 64), so the influence and involvement of
directors in relation to the administration is not guaranteed. But in Australia, where the
administrator has similar powers to restrict or thwart the influence of directors, the evidence
given to the Australian Parliament’s Joint Committee on Corporations and Financial Services in
its report on the country’s corporate insolvency laws indicates that some directors have been
able to manipulate the procedure for their own advantage.278
Fourth, the directors can choose their own appointee and creditors cannot override it, unlike in
a CVL, without getting a court order of removal under para 88. Applying for removal is timeconsuming and costly, and far more difficult than just voting against a liquidator’s nomination
at a creditors’ meeting. Of course, all of this does not apply to the holder of a qualifying
charge, who is able to trump any appointment by a company or its directors, by either
appointing its own administrator or, if permitted, an administrative receiver (paras 26 and 14).
Fifth, while administrators can employ the adjustment provisions in ss.238-245 of the Act, they
cannot commence actions for wrongful trading under s.214. While it might be felt that the
thought of wrongful trading may not fill most directors with terror these days, actions are still
available and the change to the Insolvency Rules (Insolvency (Amendment) (No2) Rules 2002
(SI 2002/2712) that allows a liquidator to use company assets to fund such actions now might
lead to more use of the action (r.4.218(1)(a)(i)). Also, a perusal of the case law demonstrates
that where directors have clearly acted irresponsibly, buried their heads in the sand or worse,
actions are successful.279 Having said that, it seems that there is always the possibility that an
administrator could move a company from administration into a CVL, under paragraph 83, on
the basis that there will be a distribution to unsecured creditors. But, it appears that to do this,
an administrator must be able to say that there will definitely be a distribution, and not that
there is likely to be one. The administrator could not, where there are no funds to be
distributed, convert the administration into a liquidation on the ground that if liquidation
occurs, he or she would be empowered to initiate a wrongful trading action that might produce
some funds for distribution.
Sixth, if administration occurs, then there might always be a chance of rescue. Liquidators are
able to apply for an administration order (para 38(1)) so as to facilitate a rescue, something that
has always been possible, since the advent of the Insolvency Act 1986, but rarely invoked.
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Finally, if the company is placed into a CVL, one of the directors must attend and preside at the
creditors’ meeting that meets after the members have resolved to wind up the company
(s.98(1)). This is often an unpleasant experience for the director concerned. If an
administration is implemented a creditors’ meeting might never be held, or at least it will be
held some time after the commencement of administration. Further, it will be the administrator
(or his or her nominee) who will preside at the meeting, not a director (r.2.36(1)).
Of course, creditors have rights along the way to do something to stop abuses of the
administration process. First, creditors with 10% of the total debt of the company can
requisition an initial meeting of creditors (under para 52(2)), as well as further meetings (para
56(1)). Second, creditors might apply to the court claiming that the administrator has either
acted so as to unfairly harm their interests or proposes to act in a way that will have that effect
(para 74(1)). Third, creditors can requisition a meeting if they have 10% of the total debt, and
replace the administrator at a meeting (as can the holder of a qualifying charge who appointed
the administrator (para 92),280 if there is no holder of a qualifying charge and the administrator
was appointed by the company or the directors (para 97). Fourth, where the administrator
lodges a notice with the registrar of companies advising that there can be no distribution to
creditors, and the company should be dissolved without the need for liquidation, dissolution
does not occur for three months, creditors have to be informed that the administrator is seeking
to dissolve without the need for liquidation and creditors have the opportunity of seeking, in
relation to the three month period following the filing of the necessary notice with the registrar
of companies, the extension, suspension or disapplying of the period (para 84(5)(b),(7)). But
the chances are that creditors will only take action in a fraction of administrations. Most
creditors have often determined at the point of liquidation or administration that either their
money is lost or they will get a pitiful return at best. Further, creditors, for the most part, will
not be actively monitoring the company as they have other things to do, and do not want “to
throw good money after bad.”
V.

GENERAL

For some of the above reasons it might be worthwhile directors deciding to initiate
administration if they feel that it is likely that a winding-up petition is to be presented against
their company.281 Also, such a strategy would mean that the official receiver has no duty to
conduct an investigation, and no public examinations can be held, although an administrator
could initiate a private examination under s.236.
A possible disadvantage, for the creditors, where administration rather than liquidation is
embraced is that the administrator, unlike the liquidator, cannot disclaim company property. So
an administrator could be saddled with onerous property that reduces what the creditors receive.
In such a case it would always be possible for the administrator to recommend a conversion to a
CVL.
Directors might now see administration more favourably as an escape route from possible
wrongful trading. It appears that this might have been done in Re Chancery plc,282 but because
of the time and cost involved in obtaining an administration order, directors might have been
discouraged in the past from seeking administration where they were concerned over wrongful
trading. In favour of directors taking their companies into administration now is the fact that the
administration process can be initiated more cheaply and quickly, and the administrator is still
not, as we have considered earlier, able to bring wrongful trading proceedings against the
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directors. By way of caution, we must note that there is nothing in the wrongful trading
provision, s.214, which tells us what will excuse a director from liability,283 and so appointing
an administrator will not necessarily save a director from liability if the company subsequently
enters liquidation and wrongful trading proceedings are commenced by the liquidator.
VI.

AN ASSESSMENT

Certainly there appears to be evidence from around the world where corporate rescue
procedures with a similar (albeit not the same) approach have been introduced, that these
procedures are being used in lieu of liquidation. The use of the process of administration to
usurp the role of liquidation in some cases would be consistent with what occurs in the United
States, where it seems that Chapter 11 bankruptcy is used frequently to liquidate companies.284
As indicated earlier, the number of administrations in Australia are on par with liquidations and
some concern has been manifested that administration is being used as a way of effectively
liquidating a company.285
The circumvention of liquidation might be of more concern if it was not for the fact that under
the Act administrators are entitled to institute proceedings to have certain transactions, such as
transactions at an undervalue286 and preferences287 adjusted. Administrators in Australia do not
have the power to employ the Australian equivalent provisions,288 nor are these sorts of action
available where a company is being administered under Chapter 11 in the United States.
It will be interesting to see what view the courts take in relation to the new provisions. In
Australia, after 11 years of operation the judiciary is very warm to administration. There is no
reason to suggest that English courts will take a different approach, although they might be
wary about administration acting as a virtual substitute for liquidation. In Re AMCD (Property
Holdings) Ltd (unreported, 15 June 2004), Lewison J refused to make an administration order
on the petition of the directors (the directors could not appoint out of court in this case because
there was a winding-up petition pending) because this was a last minute attempt at putting off
liquidation and the administrator would essentially be doing what a liquidator could do. Yet, in
Re Logitext.uk Ltd (unreported, 28 July 2004) Lindsay J made an administration order on the
application of a creditor where a company did not appear to have a chance of rescue, but his
Lordship did so because he was persuaded that administration might produce a better
realisation for the creditors, compared with liquidation, as funding would be made available, if
an administration order was made, in order to recover assets for creditors.
Notwithstanding the approach taken in Re AMCD, this will not, as indicated earlier, prevent the
use of administration instead of CVLs as no order is needed unless a winding-up petition is
pending (para 25(a)), and judges might not get the opportunity of considering whether a
company should go into administration. Even if judges were to be presented with a petition for
an administration order, it might be difficult for a judge to determine whether the aim is to use
administration as a substitute for liquidation.
Is it necessarily a bad thing if administration is sought to be used as a substitute for liquidation?
The answer is not clear. It is probably “yes” and “no.” The answer is “yes” if, ultimately, the
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creditors get a better deal with greater dividends and a quicker pay-out. The answer is “no” if
administrations are used to circumvent some of the investigative processes that are usually
undertaken in liquidation, and conduct that is inconsistent with commercial morality is being
perpetrated, and not being uncovered.
VII.

CONCLUSION

Remember the question that I posed at the outset - are we going to see the virtual death of
liquidation, given the new provisions? Well, I would submit that the answer to my question is
“no.” I doubt if administrations will be embraced in many more cases by creditors in lieu of
compulsory liquidations, as there does not seem, save in a few instances, any advantages
accruing to creditors in seeking an administration order rather than a winding-up order. But, it
is likely that the number of compulsory liquidations will decrease (as they are already
appearing to do) as some companies that would have ultimately been subject to a winding-up
order, will be taken into administration by the company before creditors get to the point of
presenting petitions for winding up. Also, in my view, we will see fewer CVLs in due course
as directors choose administration rather than a CVL as a way of ending the life of their
insolvent company. In effect, there will be some cases, when a company is unable to produce
any dividend for the unsecured creditors, where administration will be used as a de facto
winding up process, with companies going from administration directly to dissolution.
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APPENDIX 1
Constitution of the Centre for Business Law and Practice
1. Objectives
The objectives of the Centre are the promotion of research and teaching in all aspects of
business law and practice, including but not limited to the interaction between legal
rules and business practice. These objectives may, where appropriate, be pursued
through links with other constituent parts of Leeds University or departments or centres
within other Higher Education Institutions, as weII as through links with businesses and
professions in Leeds and elsewhere.
2. Membership
2.1 Any member of the academic or research staff of the Department of Law or the
Leeds University Business School may be a member of the Centre.
2.2. Other individuals, whether members of the University or not, may be appointed to
membership of the Centre by the University Council on the nomination of the
Executive Committee.
2.3 Institutions or firms may become associate members of the Centre if they fulfil the
conditions established in by-laws made from time to time by the Executive Committee
of the Centre.
3. Administration
3.1 The Centre shall be administered by a Director and an Executive Committee.
3.2 The Director shall be appointed by the University Council on the nomination of the
Head of the Department of Law after consultation with the members of the Centre. S/he
shall hold office normally for a period of three years and shall be eligible for immediate
re-appointment.
3.3 The Director shall be responsible to the Executive Committee for the running of the
Centre and the representation of its interests. The Director shall have regard to the
views and recommendations of the Executive Committee and the Advisory Committee.
The Director may be assisted by a Deputy Director or Directors appointed by the
Executive Committee normally for a period of three years. Any Deputy Director so
appointed shall be a member ex officio of the Executive Committee.
3.4 The Executive Committee shall consist of the Director and any Deputy Director
together with the Head of the Department of Law, two representatives of the Leeds
University Business School and up to three nominated members of whom not more
than two may be members of the teaching staff of the Department of Law. The
Executive Committee shall have power to co-opt up to two) additional members.
Nominated and co-opted members shall be appointed normally for two years and shall
be eligible for immediate re-appointment.
3.5 The Executive Committee shall meet as often as necessary to carry on the work of
the Centre, but in any event at least twice a year, the Director acting as convenor. Any
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member of the Executive Committee shall have the right to require the holding of a
meeting of the Committee.
3.6. Minutes of the meetings of the Executive Committee shall be presented to the
following Staff Meeting of the Department of Law.
3.7 There shall be an advisory Committee appointed by the Executive Committee
which shall formulate advice and recommendations concerning any aspect of the
administration or activities of the Centre. The Advisory Committee shall consist of:
(a) all members of the Executive Committee;
(b) up to three members of the teaching staff of the University of Leeds in departments
other than Law, being individuals 'those activities or interests have relevance to the
objectives and work of the Centre;
(c) up to fifteen persons from outside the University of Leeds with experience in the
fields of activity covered by the objectives and work of the Centre.
3.8 The Executive Committee may also nominate up to ten persons to act as Advisers to
the Centre. Advisers shall be persons who agree to offer advice on the work of the
Centre at the invitation of the Executive Committee
3.9 The Advisory Committee shall meet once a year with the Director acting as
convenor. Special Meetings may be held at the request of the Executive Committee.
4. Amendment to the Constitution
This constitution may be amended by the University Council (or any committee acting
with authority delegated by the Council) on the recommendation of the Department of
Law and the Executive Committee of the Centre.
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