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Preface

There is currently a significant place for a revision of The Bankruptcy
Handbook. Since it was first published in 1998, there have been a
number of important changes to the Bankruptcy Act 1966 and the way
that the Insolvency and Trustee Service Australia (ITSA) interprets the
Act. In particular, the repeal of early discharge provisions, the
proliferation of private debt administrators, and the ongoing change in
the relationship between bankruptcy and family law.

This book is addressed to financial counsellors but is of value
to all who are involved in the insolvency field. It provides a broad
overview and practical advice. It will be of interest to consumers,
insolvency practitioners, debt agreement administrators, credit
managers, mercantile and debt collection agents, accounts managers,
and everyone else with an interest in consumer rights and bankruptcy.

Financial counsellors in rural and remote regions of Australia
as well as the big cities will use the Handbook because bankruptcy can
happen to anyone, anywhere.
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Introduction

When a person is unable to pay his or her debts as they fall due and is
in a hopeless financial position, the law enables the debtor’s property
to be taken and sold. The proceeds of sale are distributed among the
creditors who are owed money. The debtor is then released from his or
her debts and allowed to make a fresh start. This is the purpose of
bankruptcy law.

Historically, bankruptcy law reform has moved slowly. Over
the years Australian lawmakers have been inclined to ignore the
bankruptcy system in times of economic growth. However in recent
years, with rising numbers of bankruptcies, an increase in debt
agreement administrators, and public concerns over abuse of the
bankruptcy system by some high profile lawyers and businesspeople,
the pace of reform has quickened.

The Bankruptcy Handbook (2nd edition) has been written by
financial counsellors and a credit advocate, primarily for the use of
financial counsellors working with debtors who may be considering
bankruptcy. It will also assist professionals in the bankruptey field,
including lawyers, trustees, mercantile agents, debt administrators
and students. Those considering bankruptcy will also find useful infor-
mation about the legal and financial processes involved, as well as the
emotional issues that need to be considered.

The Bankruptcy Handbook (2nd edition) is written in plain
language to keep it accessible to as many Australians as possible. It
covers most of the commonly encountered situations related to bank-
ruptcy, but legal advice may be required for specific or unusual issues.

In this book the Bankruptcy Act 1966 is referred to as the
“Act”. The Bankruptcy Act can be found under “Commonwealth Con-
solidated Acts” at <www.austliLedu.au>. In addition, documents
related to many of the issues discussed in this book can be retrieved
from the website of the Insolvency and Trustee Service of Australia
(ITSA) at <www.itsa.gov.au>.
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The history of bankruptcy

Failure to pay debts has always been considered a form of criminal
behaviour as well as a breach of civil obligation. From primitive
societies though to the present day, the treatment of insolvent debtors
has tended to be punitive.

There are references to debtors, their wives and their children
being sold into slavery for the non-payment of debts throughout the
0ld Testament. For example, Isaiah 50:1 pronounces “to which of my
creditors did I sell you? Because of your sins you were sold”. However,
there was potential for release for the ancient Hebrew debtor.
Deuteronomy 15:1-2 provides that every seven years outstanding debts
were to be cancelled. On the one hand was judgment and punishment,
on the other was forgiveness and rehabilitation.

In ancient Rome, a creditor had powerful rights over an
insolvent debtor. A court hearing was held and if the debt was proven,
the debtor was automatically granted 30 days in which to make
payment. If the debt was not paid, the debtor was again brought
before the court where the judge would assign the person of the debtor
to the creditor. The creditor would have custody of the debtor and
would take him to his house, place him in binds and feed him one
pound of meal per day. The creditor was then obliged to bring the
debtor back to court for the last three market days to give the debtor a
chance to find a friend or relative who might redeem them. If no one
came to pay the debt, the debtor was bound over to the absolute
discretion of the creditor. In fact, if there was more than one creditor
the law provided that the debtor could be cut into pieces and divided
among the creditors on a pro-rata basis.

The term “bankruptcy” appears to have originated in Italy in
the Middle Ages. It was the term given to a code of laws governing
insolvent traders in the Italian and Spanish states at the time. This
code was developed as a weapon against traders who fled from their
creditors when they could not pay their debts. It comes from the
Ttalian word “banco rotto” “broken bench” as the trader’s trading table
would be broken by creditors to prevent him or her running up
additional debts.
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The first English bankruptcy legislation was passed in 1542
during the reign of King Henry VIII and strengthened the rights of
creditors against dishonest debtors. Once an act of bankruptcy was
established, a group of Commissioners was given the power to seize
and sell the property of the debtor who was imprisoned until the debts
were paid.

The first attempt to moderate the harshness of the Tudor
bankruptcy legislation was The Statute of 4 Anne ch 17 in 1705. This
law empowered the Lord Chancellor to grant a discharge from
indebtedness to a debtor who had fulfilled all the requirements of the
law. This included surrendering all his property and providing satis-
factory answers to the interrogation of the Commissioners. The
discharge not only freed the bankrupt from debts but also from
imprisonment. Although the 1705 law provided some rehabilitative
measure for the first time, it also introduced the death penalty for
fraudulent debtors. Previously the most severe penalty was to have an
ear cut off or be pilloried — a procedure some creditors would like to
see re-introduced!

Lord Redesdale’s Insolvent Act of 1813 established the first
permanent insolvency court, the Court for the Relief of Insolvent
Debtors. A debtor who had been imprisoned for three months was
able to apply to the court for release. The debtor’s property was taken
and administered in the same way as in modern bankruptcy, that is,
by proportionate distribution of the proceeds of sale among creditors.

Bankruptcy and insolvency law were distinct until the 20th
century although they both had the same basic objectives, namely, to
make assets of the debtor available to the creditors and to ensure that
there was an equitable distribution of available assets to all creditors.
Bankruptcy applied to traders and insolvency law applied to private
individuals.

One of the reasons for the curious but enduring distinction
between bankruptcy and insolvency was the prevailing social view that
traders were reduced to a state of bankruptcy due to business
problems while insolvents were poor money managers who, if they
behaved responsibly, could have avoided their difficulties.

The social and economic climate of the 19th and 2oth
centuries made bankruptcy reform slow and difficult. There were
many conflicting interests involved: justice for the creditors versus
mercy for the debtor; moral outrage against bankruptcy versus econo-
mic reality; and idealism versus pragmatism. This was reflected in the
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classification of a bankrupt’s certificate of discharge between 1849 and
1861. A first-class certificate was awarded to a bankrupt whose bank-
ruptcy the court considered to have been wholly unavoidable — a no-
fault bankruptcy. A second-class certificate was issued when the court
considered the debt to be partially unavoidable, that is, the bankrupt
was careless or reckless but not dishonest. A third-class certificate was
issued when the trader’s dishonesty caused the bankruptey.

In 1926, the Bankruptcy Amendment Act (UK) provided
modifications to some of the penal clauses. In the 1970s, public
opinion about the operation of this Act started to build and the Cork
Committee was appointed to investigate. It recommended changes to
the legislation to simplify the outdated procedures. The Thatcher
Government, while rejecting many of the more innovative recom-
mendations of the Cork Committee, passed the Insolvency Act in 1986
to establish effective and straightforward procedures for dealing with
personal insolvents for the benefit of their creditors. This legislation
was directly relevant to bankruptcy legislation in Australia.
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Bankruptcy in Australia

The New South Wales Court of Civil Jurisdiction was established in
1788 by authority of the Warrant for Charter of Justice and the
Charter for Establishing Courts of Civil and Criminal Jurisdiction for
the Eastern Coast of New South Wales, 2 April 1787.

Being a convict settlement, the lawmakers in England could
not see the necessity for the provision of bankruptcy and insolvency
legislation in the new Australian colony, or even the establishment of a
banking system. The Charter of Justice provided for enforcement of
the payment of debts by seizure of goods or, failing that, imprison-
ment — the main sanction for failure to pay a debt. The only deterrent
to creditors keeping debtors in prison was that the creditor was
required to pay eight pence per week to maintain the debtor.

The early system of justice was under the control of the Judge
Advocate, with appeal to the Governor. Debt recovery was the major
issue dealt with by the court. Of the 6000 cases heard between 1788
and 1814, over 90 per cent were concerned with the non-payment of
debts. In one sitting of the court in 1808, at a time when the popu-
lation of the colony was under 6000, 1351 people were sentenced to
prison for non-payment of debts.

The harsh conditions in the new colony, isolation from the
rest of the European world, uncertain climate and haphazard business
systems resulted in many prominent people experiencing severe finan-
cial trouble, including New South Wales’ first four judges — Collins,
Atkins, Dore and Bent — all of whom died insolvent. Even prominent
colonists William Blaxland and Henry Parkes were insolvents,
although they managed to avoid imprisonment because of their posi-
tion and influence. An exception to this was Australia’s first farmer,
ex-convict James Ruse, who was returned to prison for his insolvency.

Although there was no provision for bankruptcy or insolvency,
informal schemes of arrangement were proposed, accepted and
eventually ratified by the court and stamped “settled by assignment”.
In some cases, the Governor, rather than the debtor, initiated insol-
vency-like hearings in an effort to force some kind of settlement that
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resulted in the release of the prisoner. Some debtors were released as a
result of these initiatives, while others stayed in gaol when the credi-
tors rejected the settlement proposal. These hearings were technically
unlawful as they were outside the provisions in the Charter of Justice.

In 1806 Thomas Jones proposed one of the earliest recorded
informal schemes. Imprisoned for debt, he placed an advertisement in
the Sydney Gazette proposing a meeting of his creditors to consider
his statement of affairs. Jones required the agreement of all creditors
for his scheme to proceed and obtain his release from gaol. His propo-
sal allowed for payment of all debts in full over a period of time. The
meeting was held, all creditors agreed to the proposal, and Thomas
Jones was released from prison. This scheme established a precedent
for the informal schemes of arrangement that are used by financial
counsellors today.

The chief difficulty with such informal schemes of arrange-
ment was that they required the agreement of all creditors. Without
bankruptcy legislation, debtors could be at the mercy of a single
creditor who refused to accept their proposals. Six months after Jones
successful proposal, William Bennett also placed an advertisement in
the Gazette. However, he was not successful. One creditor refused to
cooperate and he spent the next 15 months in gaol. Eventually he was
released from gaol because his creditors were no longer prepared to
pay for his upkeep.

Throughout Australia during the second quarter of the 1g9th
century, imprisoned debtors and their friends campaigned for reform.
In response to the campaign, debtors in Sydney and Melbourne were
confined outside prison but in a special area of the town. This did not
last, and following strong objections from creditors, the debtors in
Sydney were moved to the new Darlinghurst gaol. They were not
forced to live in cells, but in the Deputy Governor’s house with their
own exercise yard.

Bankruptcy Acts were introduced in the various States in the
latter part of the 19th century. With Federation in 1900, the responsi-
bility for bankruptcy and insolvency law passed to the Commonwealth.
The first Commonwealth Bankruptcy Act was passed in 1924 and
proclaimed in 1928, based primarily on the English Acts.

Change still moved slowly. In Australia, before the Law Reform
(Married Women and Tortfeasor’s) Act of 1935, a married woman
could only be made bankrupt if she carried on a trade or business.
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In 1956 the Clyne Committee was set up to review the Bank-
ruptcy Act with the aim of improving its operation. The Committee
reported that:

It is accepted by the community that when a debtor has reached a posi-
tion where he can no longer pay his debts in full, his property should be
made available, through a Trustee, for distribution to his creditors,
after which if his financial difficulties were a result of misfortune rather
than dishonesty or extravagance, he be released from his liabilities and
be given an opportunity to re-establish himself.

So many amendments were recommended by the Clyne Committee
report that the government decided to draft a completely new law
which became the Bankruptcy Act 1966 (Cth). The key changes inclu-
ded the adoption of automatic discharge five years after bankruptcy,
and the creation of a statutory corporate “Official Receiver in
Bankruptcy”, comprising all of the Official Receivers together, to hold
the property of the bankrupt estates they administered.

The 1980s saw an unprecedented growth in consumer debt.
For the first time, Australia overtook America as the largest user of
consumer credit on a per capita basis. Real wages did not keep pace
with the cost of living, and many Australians used credit to maintain
their standard of living. Credit became a product in its own right,
actively and aggressively marketed.

There was a dramatic climb in the number of personal bank-
ruptcies throughout the 1980s and into the 1990s. Personal bank-
ruptcies in Australia rose from 3624 in the 1985/86 financial year to
10,196 in the 1991/92 financial year. Only a few of these bankrupts made
significant contributions to their estates to pay a dividend to creditors.

At this time, the infamous businessman Christopher Skase
was successfully evading his creditors. His lavish lifestyle outside
Australia was much publicised, intensifying adverse public opinion.
Skase was not the only businessperson whose empire had collapsed,
but he became the most notorious.

It seemed as if everyone knew, or had heard of, someone who
was bankrupt but who still drove around in a new BMW, had not lost
their home, or was boasting of how they had ripped off the system.
Skase became the catalyst for these feelings. There was considerable
pressure on the Attorney-General to tighten up the laws “to catch Skase”.

The rise in consumer bankruptcy numbers placed considerable
strain on the resources available for bankruptey administration. It
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became increasingly obvious to the government that bankruptcy law
reform was not only necessary, but would require a system which was
less complicated, more cost effective, fairer to bankrupts and which
increased the rehabilitative aspects of the Act. These changes were
made in the Bankruptcy Amendment Act 1991, and are often referred
to as “the Skase amendments”.

The 1991 reforms have, in general, been effective. There was
an increase in the contributions paid to bankrupt estates from the
higher income groups. Bankrupts also found it much more difficult to
disguise their income to avoid contributions.

A system of early discharge for low-income consumers with no
substantial assets was introduced in the 1991 reforms. Early discharge
was abolished in May 2003 as a response to creditor complaints that it
made bankruptcy “too easy”.

However, when legislation is tightened to catch high-profile
bankrupts, it is usually ordinary people who are the most affected. For
example, legislation to prevent “high flyers” from leaving the country
also made journeying overseas very difficult for bankrupts wanting to
visit family in other countries on compassionate grounds.

Alan Bond fell from grace when he became bankrupt in 1992
with debts of over $500 million. Despite the fact that Bond’s debts
were enormous, he did not initially generate the same public antago-
nism as Skase. This was probably because he did not flee the country
and had a reservoir of public goodwill related to his role in Australia’s
historic procurement of the America’s Cup.

When his creditors accepted his “one-cent in the dollar” offer
and he was successful in appealing against the inclusion of gifts and
services in the assessment of his deemed income and contribution, the
media and public opinion turned against him. His “loss of memory”
when questioned about his missing assets also antagonised the general
public. In response, the government introduced the Bankruptcy
Legislation Amendment Act 1996, which has become known as the
“Bond Amendments”.

While these two pieces of legislation were the last of the major
bankruptcy changes, there has been an ongoing process of change over
the past decade.
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Bankruptcy today

The primary aims of bankruptcy are to:
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Provide a fair process for dealing with the financial affairs of
insolvent debtors;

Ensure an orderly distribution of the estate of the bankrupt
among creditors; and

Allow for the rehabilitation of the bankrupt.

Heading for bankruptcy

Insolvency is the inability of a person to pay his or her debts as they
fall due. Bankruptcy is a change in the legal status of an insolvent per-
son by either administrative process (that is, filing a Debtor’s Petition)
or by court order.

A debtor may become bankrupt in either of two ways:
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By a Creditor’s Petition. A creditor can apply for a seques-
tration order to be made against the debtor by the Federal
Court of Australia or the Federal Magistrates Court. The
sequestration order is made if the court determines that the
debtor has committed an act of bankruptcy and is insolvent.
The Creditor’s Petition process and court proceedings may be
particularly stressful for the debtor.

Through a Debtor’s Petition. The debtor files their own peti-
tion at the Insolvency and Trustee Service of Australia (ITSA)
— either by mail or in person. See the ITSA website <www.
itsa.gov.au> for the current version of the Debtor’s Petition.
The Official Receiver has the discretion to reject a Debtor’s
Petition if it is considered that the debtor could pay his or her
debts within a reasonable time and either:

{a) does not appear willing to pay one or more of the debts, or
(b) has been previously bankrupt three times, or
(c) has been previously bankrupt in the past five years.
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ITSA and the Official Receiver

The Insolvency and Trustee Service Australia is an agency of the
Commonwealth Attorney-General’s Department and is headed by the
Inspector General in Bankruptcy. It is responsible for the oversight of
bankruptcy administration and reports to the Attorney-General on the
operation of the Bankruptcy Act 1966. ITSA is responsible for the
administration of bankruptcies that are not administered by registered
trustees.

The Official Receiver is the title of the principal officer of each
ITSA office. Correspondence to ITSA should be addressed to the
Official Receiver and should always refer to the bankrupt by name and
number.

There have been some recent changes in the operation of ITSA.
All Debt Agreement proposals are processed by either the Queensland
or the Western Australian offices of ITSA, while Debtor’s Petitions may
be lodged by mail at any of the ITSA offices in the capital cities,
Canberra and Townsville. All phone calls by debtors go to a call centre
that has been established in South Australia. Financial counsellors are
expected to soon have a dedicated number for advice. In some States,
such as New South Wales, financial counsellors continue to use indi-
vidual ITSA staff contacts.

Role of the financial counsellor

Always ensure that the client considers the alternatives to bankruptcy.
If the client refuses to discuss options or think about the issues that
accompany bankruptcy, then it may be best for the client to get the
necessary papers directly from ITSA and complete them without your
involvement. It is not the role of a financial counsellor to advise clients
to proceed with bankruptcy. It is the role of the counsellor to help the
client to explore all options. It must always be the client’s decision
whether or not to declare bankruptcy. It is NOT the role of the financial
counsellor to simply assist filling out the paperwork.



