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A Comparative Study of the Doctrine of Corporate Groups with Special Emphasis on Insolvency 

The purpose of this study is to compare and contrast the different approaches taken by countries to corporate groups with special emphasis on when one or more of the companies within the group goes into liquidation.  

This is the area where criticism is levelled at the New Zealand Companies Act 1993 specifically s 271 and 272 as being the greatest inroads into the separate legal entity doctrine as laid out in Salomon v Salomon
.  The approaches taken in the United States, Australia, New Zealand and Germany will be compared and contrasted.  Germany is of special interest because it is the only country with a specific statutory law of Groups called ‘Konzernrecht’.  This law only relates to publicly listed companies and the law relating to groups around closely held companies is on a case by case basis.

What are Corporate Groups?

‘The problems posed by corporate groups are so varied that, unless a common nomenclature is established, it is easy for commentators to talk past each other and even to confuse the real issues.’ 
 Generally corporate groups are companies that are affiliated or connected in a manner that depends significantly on share ownership, rather than affiliations purely by contract or interlocking directorates.  Professor Eisenberg distinguishes between vertical corporate groups, consisting of a parent and one or more subsidiaries, and horizontal groups such as cross ownership groups.  Even within that definition he distinguishes between wholly owned vertical groups where the subsidiaries are wholly owned by the parent company and publicly held vertical groups where the subsidiaries are only partly owned by the parent company.  In partly owned groups the existence of the minority shareholding interests creates important issues of shareholder protection, whereas in the case of wholly owned subsidiaries the focus tends to be on creditor protection.

Corporate groups are formed for a number of reasons.  It is sometimes difficult to find economic reasons for the formation of wholly owned groups, so often the reasons tend to be regulatory or historical.  Reasons for forming a subsidiary for regulatory reasons could be to provide some managerial autonomy or a tax advantage or in the case of a multinational group the local law of the country the company wishes to do business in may insist on a separate subsidiary being formed.  It could also be to minimise the exposure of the parent company to risk if the subsidiary is formed to undertake a risky business venture.  From an historical point of view corporate groups are often formed accidentally as a result of acquisition or takeover rather than deliberate corporate policy.

‘For example, in the United States prior to deregulation, many wholly owned subsidiaries were formed to avoid the bit of legal rules that restricted the conduct of regulated businesses, and in particular, the kinds of activity in which such businesses could engage.  Many of the country’s largest commercial banking institutions are wholly owned subsidiaries or holding companies whose banking business is done through one or more such subsidiaries.’
   

They are not necessarily set up to defeat creditors or regulators which some theorists assume.  Yet the growth of large multi-national corporate groups in the last hundred years has led to abuses and an interest by theorists of how to deal with the economic reality of corporate groups as opposed to the current legal view of corporate groups.

Why are corporate groups an issue?  

The issue arises because in terms of the law a company is a separate legal entity and therefore in a corporate group situation each company within that group is separate from the other companies in the group.  This gives each company a legal personality that allows ‘a company to enter into obligations, own property, and sue and be sued.  The company does so in its own name, rather than in the names of, or on behalf of, its shareholders’
 

This concept of a company being a separate legal entity with a legal personality was confirmed in the decision in Salomon v. Salomon which opened the way for the company as a business form to be the most attractive opened the way for a proliferation of companies beyond anything actually contemplated by the Judges in the case.  In fact it was a logical interpretation of the statutory law in force at the time.  Aron Salomon was a leather merchant and wholesale boot manufacturer.  He formed a company in 1892 and the shareholders were himself, his wife and four sons.  The company purchased the business from Salomon for £ 39,000 which was paid for partly in cash and by the issue of debentures for £10,000.  The debentures where assigned to a Mr Broderip as security for an advance of £5000.  The business got into financial difficulty and a liquidator was appointed and essentially the liquidator attempted to have the validity of the debentures over turned.   The case went all the way to the House of Lords.

‘Their lordships’ speeches are more striking, on re-reading, for what they do not say than for their actual content.  They are not profound analyses of the nature of corporate personality.  They do not delve into the social and legal rationale for limited liability, let alone the economics of that institution. They read like a simple exercise in statutory interpretation.’
 

As the formal requirements of the Act had been met, and no fraud had been perpetrated by Salomon a company did exist which was separate from Salomon and that the creditors had claims against the company not Salomon himself.  Therefore the issuing of the debentures had been valid.  Lord Macnaghten said:

‘The company is at law a different person altogether from the subscribers …; and though it may be that after incorporation the business is precisely the same as it was before, and the same persons are managers, and the same hands receive the profits, the company is not in law the agent of the subscribers or trustee for them.  Nor are the subscribers, as members, liable in any shape or form, except to the extent and in the manner provided in the Act.’ 

‘Salomon v. Salomon was not a case involving a group of companies.  It was about the legitimacy of the de facto one-person company.  It predates the modern law of insolvency and the growth of corporate groups.
’  At that time there was no concept of the subsequent huge growth of multi national corporations and corporate groups. ‘Their growth is indicative of the increasing concentration of markets and the increasingly complex structures of big business. For example in 1981 the average number of subsidiaries in the top British companies was over 230’ 

The issue with corporate groups are the legal problems raised by these groups of companies.  ‘There exists an obvious gap between commercial reality and legal regulation and this gap discloses a serious shortcoming of the law.’
   The gap is seen as the continued insistence by the courts in most countries (excluding Germany) in treating each company within the corporate group as a separate legal entity rather than seeing the group as one commercial entity.  This was the principle as laid down in Salomon v. Salomon.
   West Germany with its ‘Konzernrecht’ has a more systematic approach to corporate groups, as it has never been bound by the same strict adherence to the concept of a corporation’s separate legal entity.  The issues with corporate groups are exacerbated when the group has companies in a number of countries with different jurisdictions.

‘Many of the problems in this area arise from a confusion of separate legal personality with limited liability.  One does not necessarily entail the other as historical experience shows.  The rise of corporate groups, coupled with the strict application of Salomon, has created the possibility of limited liability within limited liability.’ 

The concern about not seeing the corporate group as one enterprise or a combined entity is that it is open to abuse and is not in line with commercial reality.

There have been 4 main types of abuse identified:

1. The subservient subsidiary – not able to act as an independent profit centre. 

2. The undercapitalised subsidiary 
3. The integrated economic enterprise – the artificial separation of unitary enterprise into subsidiaries.
4. The group persons’ situation 
 - element of misrepresentation or holding out of single entity which misleads creditors.
Corporate groups test the limits of the separate legal entity principle and the principle of limited liability.  Ross Grantham and Charles Rickell
 identify three issues that arise in corporate groups where they are linked by cross shareholding and legal boundaries are asymmetric.  They are 

(1) Where companies are connected within a group, should company law continue to regard each company as a separate legal entity or should the group be regarded as the relevant legal entity?

(2) To what extent should the directors of the various companies within the group be entitled to take account of the wider interests of the group over and above those of the individual company of which they are directors?
(3) Should each company in the group be responsible for the debts of each of the other companies in the group?
These three questions neatly sum up the issues in corporate groups and how they should be viewed.  Most theorists agree that strict adherence to separate legal entity doctrine or entity law with regards to corporate groups needs re-examining but the extent of that is the subject of fierce debate.  Meanwhile the courts in the United States, Australia and New Zealand up hold entity law principles strictly with limited exceptions.  These are either statutory exceptions – as will be seen in insolvency situations in New Zealand and Australia or on a case by case basis when ‘piercing the corporate veil’ or the United States bankruptcy laws.

Some solutions put forward

The most radical solution put forward has been by Phillip Blumberg who advocates a move away from strict entity law to enterprise law which will more adequately reflect the economic reality of corporate groups.  He does acknowledge though that at the present time;

 ‘Consideration of enterprise law as a universal rule of law to replace entity law in the case of corporate groups is not realistic.  Abandonment of entity law and substitution of enterprise law to determine even such core corporate attributes as capacity to sue and be sued, to contract, to hold and to transfer property, and to exist perpetually would present the most difficulty problems and defy contemporary solution in national legal systems.  From a global perspective, universal reliance on enterprise law is also impractical in a world with national legal systems overwhelmingly resting on entity law.  Enterprise law as a universal rule would require a world legal order to develop legal rules for worldwide groups’
   

He does go onto propose something similar to Konzernrecht of  West Germany where in the area of corporate duties of corporate groups enterprise law would replace entity law but not as regards substantive rights and procedural rights.  Therefore the 

‘corporate group would be held to stand behind every act of every one of its constituent companies. Group assets would be available to pay group liabilities.  Limited liability for subsidiaries would come to an end.  Economic organisation, not legal forms would prevail’
   

Michael Gillooly
 advocates more modest reform and suggests legislative changes where directors and shareholders in general meetings should be able to make decisions in the group interest rather than the interests of their individual company.  This would be achieved where ‘a resolution to become part of a group has been passed by a 90 per cent majority at general meetings of all companies concerned’.  Copies of the resolutions would be lodged with an appropriate body. ‘Any dissenting shareholders would be entitled to have their shares purchased by their company.  In order to protect creditors such resolutions could only have effect whilst the company was solvent.’ 

James O’Donovan
 suggests that an insurance scheme be set up to protect unsecured creditors when there is group insolvency.  Contributions to the scheme would be by companies within the group context as a ‘condition of the privilege of trading with limited liability.’  Stringent regulations would be passed to ensure that the companies remained solvent and could be administered by private insurance companies.  

‘One approach to formulating a law of corporate groups, proposed by Professor Hopt, is to use fiduciary duties to create a law of corporate groups.  This has the advantage of flexibility but would lack the certainty that a well drafted piece of legislation would give.  He admits that the law governing corporate groups must be based on more than this and a whole range of available instruments should be used’ 
  

It is not the intention here to study the alternative viewpoints here in any depth or analyse the validity of them, it is merely to show the complexity of formulating any coherent law of corporate groups and the variety of opinions abounding.  Clarity needs to be established firstly about the meaning of corporate groups, what exactly is meant by control and enterprise law and finally even what ‘commercial reality’ means.

 Corporate Groups and insolvency

 It is in the area of insolvency that the most consistent inroads to the concept of legal entity have been made.  New Zealand, Australia and the United States all have some provision for pooling the assets in corporate group insolvencies to varying degrees.  The traditional view following Salomon or the United States entity law was that creditors 

‘are entitled to recover their debts from the entities with which they contract, and from no one else.  This is the essence of the separate entity doctrine.  Applied to a corporate group context, this reasoning entails that creditors who contract with a subsidiary have no claim to recovery against other subsidiaries, or the parent, or the parent’s shareholders.’
 

In the area of insolvency New Zealand and Australian companies legislation now allow for ‘pooling’ of assets in a group insolvency and the United States has substantive consolidation which is driven by the courts based on the Bankruptcy Court’s general powers in s 105 of the Bankruptcy Code.  Goddard
 sees the New Zealand pooling provisions as a ‘statutory attack’ on Salomon.   He goes on to say 

‘Contribution to an insolvent company’s debts by a solvent related company is still more problematic.  Where a parent company is called on to contribute to the debts of a subsidiary, in particular the Salomon principle is clearly challenged.  If the creditors of the insolvent company knew who they were dealing with, what is the case for contribution?  How can it be relevant that the solvent company “took part in the management of the company in liquidation”, if it did not commit any breach of duty to the company in so doing and is not liable for losses suffered as a result?  If an individual shareholder who took part in the company’s management would not be liable, why impose liability on a corporate shareholder?’ 

New Zealand’s provisions for pooling or contribution in the case of group insolvency or the insolvency of a subsidiary within the group are unique amongst countries which still adhere to the Salomon principle namely the United Kingdom, Canada and Australia but are similar in many respects to the approach taken by the United States Bankruptcy courts in substantive consolidation.  Comparatively West Germany’s ‘Konzernrecht’ is unique worldwide and is therefore often considered when any alternative approach to corporate groups is argued.  It is the only country to have a statutory law of groups.  Currently the European Union is looking at this approach to see if it can be incorporated into a consistent approach by the Union.

Germany’s ‘Konzernrecht’
The West German law of groups has a long history initially not as a protective measure but more of a contractual nature which was reinforced by tax law and the advantages flowing from being viewed as a combined economic unit.   There has always been the assumption that when a company is in a position either legally or factually to control another company then there is a ‘fundamental structural change to the dependent company, since it will no longer be managed as an independent entity but will instead be subordinated to the interests of the group’.
  In 1965 The Stock Corporation Law was passed which was in recognition that by 1960 over 70% of West German companies were interrelated by ownership ties or contractual links. The law of Groups relates exclusively to combinations of companies which involve publicly limited companies (Aktiengesellschaften – AG) and therefore does not relate to private limited liability companies (GmbH).
  GmbH’s are governed by different laws although there has been some attempt to bring them under the same provisions but that has been resisted by the companies themselves up to this point.

This immediately exposes a major weakness of the legislation as in 1981 there were approximately 2300 registered publicly limited companies as opposed to approximately 230 000 privately limited liability companies (GmbH).  The law with it protection provisions regarding shareholders and creditors does not apply to a vast majority of the companies in West Germany.  Yet because it is unique it still holds value in showing an alternative to a strict application of entity law for corporate groups. 

‘This legislation is of considerable interest from a comparative perspective not only because it provides a model for the future direction of other European company law systems, but also because it adopts a radical approach towards resolving conflicts of interest which are inherent within a group context.’

Essentially if a company becomes ‘dependent’ then an enterprise contract is concluded.  This is governed by Articles 291 to 310 and includes contracts of domination or agreements to pool or transfer profits or to lease all or part of the assets of one company to another.  As this results in a fundamental change especially with regards the contract of domination and this is where the law grants legal recognition to a group relationship.  Because of this fundamental change the contract must be approved by a three- quarter’s majority of the shareholders in a general meeting.  This includes the shareholders of the controlling company and the dependent company.  The contract expressly gives the dominant or controlling company the power to issue instructions to the dependent company even if they are detrimental to the dependent company.  The only proviso to this is that the instructions while detrimental to the dependent company need to be for the good of the group as a whole. This contract must also be in writing and made available for inspection by the shareholders and explanations given by the Board of Directors.  The contract must then be registered in the appropriate trade register.  

Because the dependent company comes under the complete authority of the dominant company safeguards are included to protect the interests of the shareholders and creditors of the dependent company.

In the case of control contracts and/or profit transfer agreements the law prescribes that two forms of security must be offered to the shareholders.  First it is possible to offer security in the form of a guarantee of dividends, ie annual compensation payment under Article 304.  The amount of the compensation must be fixed by reference to the previous and future prospects of profit.  Secondly if the outside shareholders prefer not to remain in the company that has become dependent, they may withdraw and demand compensation under Article 305.  Compensation may take the form of shares in the parent company, provided this is itself an independent company.  In all other cases the shareholders are entitled to demand a cash payment.’
     

The main safeguard for creditors of the dependent company is a statutory obligation on the dominant company to make good the dependent’s company’s annual deficits. There is not any imposition of direct liability on the dominant company for claims by creditors of the dependent company but rather steps to protect the assets of the dependent company.  In recognition that often dependent companies are undercapitalised there are requirements for the creation of statutory reserves in the dependent company.

The methods used for protecting both the shareholders and creditors have been criticised as being inefficient and sometimes complicated.

The advantages of entering into a contract of domination are in the tax law realm as the group is permitted then to do consolidated accounts incorporating the profits and losses of the whole group.  The law also recognises a de facto group regime where there is a controlling enterprise but no contract of domination.  This is dealt with by Articles 311 to 318.  These Articles attempt to maintain the independence of the dependent company and to ensure that a controlling enterprise does not exploit its position of dominance at the expense of minority shareholders and creditors.  

Under these provisions a controlling enterprise is not prohibited from giving instructions to a dependent corporation, but individual transactions will be subject to scrutiny by the dependent corporation’s auditor, and a controlling enterprise may be liable to make compensation for any losses or injury incurred by a dependent corporation through its influence.   To ensure compliance with these provisions a dependent corporation is required to prepare an annual dependency report detailing any transactions entered into with its controlling enterprise and any measures taken on its instructions or on its behalf.  These restrictions on the exercise of de facto control by a controlling enterprise over a dependent stock corporation were intended to provide an additional incentive towards adoption of the contractual group regime.

The de facto regime does not afford the same protection as the contract of dominance does and is therefore identified as a major weakness in the legislation.  This is true of a horizontal Konzern where no dependence exists.  They are recognised but only have obligations regarding disclosure and publicity.  There are other provisions within the law which are beyond the scope of this study.  The importance of the West German acceptance of the reality of a corporate group acting as one economic unit and their attempts to safeguard the interests of shareholders and creditors cannot be underestimated as a comparative tool for other jurisdictions.  This is in spite of the criticism levelled at the law and its practical implementation.

United States

Unlike New Zealand or Australia there is no specific legislation in the United States dealing with the issues that arise in a corporate group insolvency.  This does not mean that there have not been situations where the reality of a single economic group as opposed a strict adherence to entity law has not been recognised.  The United States entity law is not derived from the principles of Salomon as is Australian and New Zealand law but from their own case law and statute.  The growth of entity law was complicated by the Constitution and the rights a corporation has under the constitution.

 ‘Although the concept of the separate legal personality had been firmly embraced by the English legal system long before the American Revolution and by the United States after the Revolution, this meant only that the corporation was a legal entity distinct from its shareholders with fundamental “core rights”. Entity law did not provide a ready answer to the uncertainties of the application of the new Constitution to corporations’
   

As an artificial person could a corporation claim additional protection as afforded to persons in the Constitution?  This is what dominated the growth of corporate law in the United States for much of its history.  Again this is beyond the scope of this study suffice to say that the concept of the separate legal entity of a corporation is as firmly entrenched as it is in New Zealand and Australia albeit from a different source.  The same issues apply therefore to the treatment of corporate groups especially during insolvency.  The relevant options available in insolvency consist of ‘substantive consolidation, piercing the veil cases, equitable consolidation and prepackaged Ch XI reorganisations’
  

Of most interest here is the option of substantive consolidation.  The power of the courts to order substantive consolidation is not expressly provided for but contained in s105 of the Bankruptcy Code which gives the Bankruptcy Court a general power to ‘Issue any order, process or judgement that is necessary or appropriate to carry out provisions of this title’.

This power is derived from an equitable background and the court is therefore guided by what is just and equitable in the circumstances.  What the court will order is ‘substantive consolidation’ which is that the assets and liabilities of different entities are consolidated and treated as one entity.  The consolidated assets create one fund from which all of the claims against the consolidated debtors are satisfied.  Substantive consolidation must be distinguished from Administrative consolidation which simply means that the bankruptcies are handled together with no pooling of the assets of the companies and the creditors of each entity makes a claim against the entity the debt arose from. This is specifically contemplated in Bankruptcy rule 1015.  Substantive consolidation on the other hand completely collapses the boundaries among the corporations in a corporate group.  The assets are pooled and every creditor has a claim against the group as a whole.

‘When a large company files for bankruptcy in the U.S, the corporate debtor is ordinarily not one company but many.  With well over two thousand entities, Enron was extreme, but most large bankruptcies involve a sizeable network of parent and subsidiary corporations.  A central question in bankruptcies of corporate groups is whether to treat the group as a single overall entity, or to carefully distinguish among each of the separate corporations throughout the bankruptcy process.’
 

Substantive Consolidation was first recognised by a Supreme Court decision in Sampsell v Imperial Paper and Color Corp 313 US 215 (1941)
.  It is not used lightly by the courts though and is seen as an extraordinary step. ‘Substantive consolidation can be seen as a multi-party version of veil piercing.  Instead of simply permitting a single creditor to pierce the corporate veil, the court collapses the corporate structure altogether, pooling all the assets and claims of the group.
’ 

 In Re Augie/Restivo Baking Co., 860 F. 2d 506(2d Cir. 1988)  Judge Winter described the many factors courts take into account when deciding whether to order substantive consolidation and then went on to conclude that ‘these considerations are merely variants on two critical factors: (i) whether creditors dealt with the entities as  single economic units and did not rely on their separate identity in extending credit ……or (ii) whether the affairs of the debtors are so entangled that consolidation will benefit all creditors.’

WorldCom, the largest corporate group insolvency ever, is a recent example of substantive consolidation with some important provisos.  One of the subsidiaries of WorldCom, MCI was much healthier financially than the business as a whole, and MCI creditors argued that their recovery should reflect that fact.  In assessing WorldCom, the bankruptcy judge never formally ruled on the 
creditor’s objection.  Instead a consensual agreement was reached where the objecting creditors were compensated. This is increasingly becoming the norm in recent bankruptcy cases involving corporate groups.  

‘Cases are frequently consolidated, both administratively and substantively, but the consolidation is done on a consensual basis.  The parties assume that, if a group of creditors objects to the substantive consolidation, there is a very good chance that the court would uphold the objection and refuse to consolidate.’
   

Case law within the United States stresses the importance of effecting a result according with common notions of fairness while bearing in mind the cardinal rule of insolvency administration – that there should be equality amongst creditors of the same standing.
  Because the courts have flexibility in attaining a fair result there is the possibility of ordering a partial consolidation to ensure the protection of creditors.  ‘consolidation is also available to merge the assets and liabilities of individual debtors with their affiliate companies, as well as merging those of related companies’
  In the United States there is a single bankruptcy code for both individuals and companies and this increases the flexibility of the Courts.  The Insolvency Law Reform Bill in New Zealand proposes the same and will change the current system where there are separate statutes for company and individual insolvencies.  Interestingly the Bill does not include the pooling provisions which are currently in New Zealand’s Companies Act 1993 nor are they repealed so if the Bill is passed into law as it is at the moment then the pooling provisions will remain in the Companies Act 1993.  This seems to be an important omission and may lessen the usage of the provisions.   

New Zealand

New Zealand’s pooling and contribution provisions are considered a radical departure from the Salomon principle and some would say it goes too far although similar provisions have been adopted by Ireland.  ‘In essence, the New Zealand legislation allows the court to make a contribution order on broad grounds in the case of insolvency of a related company and also provides for pooling orders in respect of insolvent related companies’
  This goes further than the United States as there is no contribution orders given.

The provisions were first introduced in 1980 as ss 315A ,315B and 315C of the Companies Act 1955.  They followed a recommendation in the 1973 Report on the Reform of Companies after submissions that in at least two recent cases well known public companies had abandoned subsidiaries.

In the Companies Act 1993 they are now respectively s271 and 272.  The definition of what constitutes a related company is in s 2(3) of the Companies Act.

Section 271 Pooling of assets of related companies

(1)  On the application of the liquidator, or a creditor or shareholder, the

Court, if satisfied that it is just and equitable to do so, may order that-

(a) A company that is, or has been, related to the company in liquidation must pay to the liquidator the whole or part of any or all of the claims made in the liquidation:

(b) Where 2 or more related companies are in liquidation, the liquidations in respect of each company must proceed together as if they were one company to the extent that the Court so order and subject to such terms and conditions as the Court may impose.     

Section 272 Guidelines For Orders

272 (1) [Payment by related company]   In deciding whether it is just and equitable to make an order under section 271(1)(a) of this Act, the Court must have regard to the following matters:

(a)  The extent to which the related company took part in the management of the company in liquidation:

(b)  The conduct of the related company towards the creditors of the company in liquidation:

(c)  The extent to which the circumstances that gave rise to the liquidation of the company are attributable to the actions of the related company;

(d)  Such other matters as the Court thinks fit. 

272(2)  [Liquidation proceedings of related companies]  In deciding whether it is just and equitable to make an order under section 271(1)(b) of this Act, the Court must have regard to the following matters:

(a) The extent to which any of the companies took part in the management of any of the other companies:

(b)  The conduct of any of the companies towards the creditors of any of the other companies:

(c) The extent to which the circumstances that gave rise to the liquidation of any of the companies are attributable to the actions of any of the other companies:

(d) The extent to which the businesses of the companies have been combined:

(e) Such other matters as the Court thinks fit.

272(3)  [Reliance by creditors not grounds]  The fact that creditors of a company in liquidation relied on the fact that another company is, or was, related to it is not a ground for making an order under section 271 of this Act.  

Section 2(3)   [Related companies]  In this Act, a company is related to another company if-

(a) The other company is its holding company or subsidiary; or

(b) More than half of the issued shares of the company, other than shares that carry no right to participate beyond a specified amount in a  distribution of either profits or capital is held by the other company and companies related to that other company (whether directly or indirectly, but other than in a fiduciary capacity); or

(c) More than half of the issued shares, other than shares that carry no right to participate beyond a specified amount in a distribution f either profits or capital, of each of them is held by members of the other (whether directly or indirectly, but other than in a fiduciary capacity); or

(d) The businesses of the companies have been so carried on that the separate business of each company, or a substantial part of it, is not readily identifiable; or

(e) There is another company to which both companies are related;-  

In   Mountfort v Tasman Pacific Airlines of NZ ltd. (2005) HC (unrep) Baragwanath J commented that although these provisions have been around since 1980 the is little academic or judicial comment upon them.  In this case  the liquidator of Tasman Pacific Airlines Limited (in liquidation) (Regional) applied under ss 271- 272 of the Companies Act 1993 for a pooling order against its holding company Tasman Pacific Airlines of NZ limited (in receivership and liquidation) (Airlines) so that the creditors of both companies would be treated alike.  The judge first reiterated ‘ The 1993 reform of New Zealand company law confirmed the fundamental rule given effect in Salomon v. Salomon & Co [1897]AC 22  and incorporated into s 15 “ A company is a legal entity in its own right separate from its shareholders and continues in existence until it is removed from the New Zealand register”.  But the Parliament of New Zealand has permitted departure from that rule in order to deal with its abuse, a problem with which the Irish legislature, adapting the New Zealand legislation and the US judiciary by development of judge-made law has also sought to deal.  This case concerns how upon the facts of this case the pooling provisions and s 15 are to be reconciled.’

In this instance Airlines (the holding company) instructed Regional to pay to themselves the sum of $650 000 which meant that if Regional was solvent before that payment they soon became insolvent and continued trading.  Hence the other issue in the case was the effects of trading while insolvent.

Baragwanath goes on to say ‘The MacArthur Committee and the US authorities have recognised the mischief that can result from the unyielding application of separate corporate identity.  To carry it across into construction of ss 271-272 would defy the legislative policy, which is that within limits pooling can properly occur…………I consider it appropriate that, in an undercapitalisation case such as this, the remedy which provides an exception to s 15 should be proportionate to the breach of the equally fundamental principle that solvency must be maintained’

Regional also relied on Airlines for 99% of its business and therefore if Airlines was insolvent Regional would soon follow.  It was significant that the subsidiary once it had paid the money to Airlines was now trading while insolvent and as seen in the Australian Corporations Act 2001 s 588V this is the only instance when Australian law allows a pooling of assets.  Essentially if a holding/parent company had reasonable grounds to suspect that the subsidiary was trading while insolvent then the section applies.

Baragwanath J did look at recent decisions regarding the pooling provisions specifically In Re Dalhoff v King Holdings Ltd (in liquidation) [1991] 2 NZLR 296 was a confusing case where three companies had operated substantially as one entity.  There was significant confusion among creditors of the companies whose management had used them indiscriminately.  The pooling was objected to by one of the major shareholders of DK Holdings which would gain 28cents per share if there was no pooling order whereas there would be nothing for shareholders under a pooling order of any of the three companies involved.  Under a pooling order all unsecured creditors of the three companies DK Holdings, DKNZ and DK Distributors would receive 90.88 cents in the dollar as opposed to 100 cents in the dollar for creditors of DK Holdings and DK Distributors and 49.22 cents in the dollar for DKNZ unsecured creditors.  The shareholder’s objection essentially was that ‘shareholders who could expect to receive a payment in respect of their shareholding if pooling did not take place are entitled to preserve this advantage as against unsecured creditors of other pooled companies, for various reasons including the suggestion that many of the creditors were substantial business entities well able to look after their own interests and in a position to ensure that credit was not granted where it was inappropriate to do so whereas shareholders had little control over the situation as it developed’  Gallen J stated that ‘the position between shareholders and creditors has been stated to depend to some extent upon the solvency or otherwise of the company.  The comments of Nourse LJ in Brady & Anor v Brady & Anor (1987) 3 BCC 535 at p 552 were quoted :

‘The interests of a company, an artificial person, cannot be distinguished from the interests of the persons who are interested in it.  Who are those persons?  Where a company is both going and solvent, first and foremost come the shareholders, present and no doubt future as well.  How material are the interests of creditors in such a case?  Admittedly existing creditors are interested in the assets of the company as the only source for the satisfaction of their debts.  But in the case where the assets are enormous and the debts minimal it is reasonable to suppose that the interests of the creditors ought not to count for very much.  Conversely, where the company is insolvent, or even doubtfully solvent, the interests of the company are in reality the interests of existing creditors alone.’ Gallen J goes on to say ‘Those statements would suggest that to put it at its lowest, the rights of the creditors tend to weigh more heavily than those of the shareholders when the company is insolvent.  Where therefore s 315B(2) (1955 Companies Act as amended in 1980) refers to a concern to the rights of shareholders, it is concerned with those inter se and is not concerned with fixing a balance as between shareholders and creditors.’   He did agree that secured creditors may be in a better position to carry out investigations about the debtor company but ordinary creditors would be in a worse position than shareholders as they were not entitled to attend annual meetings.  ‘The extension of credit always involves a degree of risk but so does the purchase of shares’  

In re Pacific Syndicates (NZ) ltd (in liquidation) (1989) 4 NZCLC 64,757 was similar.  Investor’s funds from separate companies had been pooled in a single account.  There were complex inter-company debts and intertwined liability.  There was no possibility of properly dividing the funds among the companies in liquidation.  With the consent of all the parties the Court granted the order sought under 271(1)(b).

The NZ courts are beginning to develop a jurisprudence regarding when the court will exercise its powers under these provisions.  So far there have been no cases where a contribution order has been made as the criteria for that would be strictly applied.  If a parent company was ordered to make a contribution order to an insolvent subsidiary – then the effects of such an order on the creditors and shareholders of the parent company would have to be weighed carefully.  On the whole these provisions have not been used widely and when asked a liquidation specialist replied that to do so when a company is already insolvent with very little money in the kitty is just too risky as it would mean an application to the High Court with all the attendant costs.

Australia

Pooling the assets and liabilities of related companies has traditionally been implemented by the use of a scheme of arrangement under the Corporations Act 2001 (Cth) s.411. ‘Schemes of arrangement, however, have a commercial reputation for being complicated and expensive, primarily because of the high degree of court involvement’
   There are several powers that insolvency administrators of related insolvent companies may use to implement a pooling proposal including: 

· ‘schemes of arrangement under s.411 (Companies Act 1985 s 425)

· liquidators compromise with creditors under s 477(1)(c) (Insolvency Act 1986 Sch.4 para.2) and 

· liquidators arrangements with creditors under s510’

The courts have shown reluctance to use these provisions and therefore pooling has not been a common occurrence.  There is more likelihood under the  voluntary administration procedure particularly due to the wide power conferred on the court under s447A so the process of obtaining an order is easier than under the formal schemes of arrangement and does not involve the procedural uncertainty surrounding liquidator’s powers under ss 477 and 510.  Again the full ramifications of the voluntary procedure will not be not be canvassed here instead the specific statutory provisions as passed in s 588V of the Corporations Act 2001 will be discussed.  

‘The Australian Law Reform Commission proposed in 1988 that the court should be given discretion to order a company which is or has been a related company, to pay the liquidator al or any part of an amount that is an admissible claim in the winding up ‘if it is satisfied that it is just’ ‘
  
These reforms if accepted would have brought Australian law more in line with New Zealand.  They were not accepted and instead only contemplated the a more limited liability for a holding company in terms of s 558V(1).  

S 588V (1) When a holding company liable

(1) A corporation contravenes this section if:

(a) the corporation is the holding company of a company at the time when the company incurs a debt; and 

(b) the company is insolvent at that time, or becomes insolvent by incurring that debt, or by incurring at that time debts including that debt; and 
(c) At that time, there are reasonable grounds for suspecting that the company is insolvent, oar would become insolvent, as the case may be; and 
(d) One or both of the following subparagraphs applies:
(i) the corporation, or one or more of its directors is or are aware at that time that there are such grounds for so suspecting;

(ii) having regard to the nature and extent of the corporation’s control over the company’s affairs and to any other relevant circumstances, it is reasonable to expect that: 

(A) a holding company in the corporations circumstances would be so aware; or 

(B) one or more of such a holding company’s directors would be so aware; and 

(C) that time is at or after the commencement of this Act.

Section 588W deals with how compensation is recovered from the holding company for losses which resulted from the insolvent trading by the subsidiary.  Section 588X sets out the defences to 588V which includes proving that at the time the debt was incurred the directors and corporation had reasonable grounds to expect that the company was solvent at the time and would remain solvent even if it incurred the debt.

‘Thus the test involves an assessment both of whether there are reasonable grounds to suspect the subsidiary’s insolvency and whether the holding company or one of its directors was aware or a reasonable person would expect that they would have been aware of those grounds. Contravention of this section results in civil liability which falls on the corporation’.
 

‘The new section only deals with the holding company-subsidiary company relationship and assumes that the holding company is more likely to be responsible for insolvent trading by its subsidiary than vice versa.  Furthermore, the section will not apply to related companies generally even if one related company in the group causes insolvent trading by another company in the group through interlocking directorships.  Presumably, the directors of the insolvent company would themselves be liable for this insolvent trading but the real culprit might escape.’ 

Just how regularly these sections will be used is still not clear and the sections do only deal with wholly owned subsidiary’s which limits it implementation even more so 

‘These provisions represent a limited piercing of the corporate veil but will give rise to concern where the holding company is not the principal operating entity.  The risk of liability of the holding the board’s company for a subsidiary’s operations will be a cause for concern among of large corporations, which will be required to monitor the affairs of subsidiaries more closely.  Where the ultimate holding company is in an overseas jurisdiction there may be practical difficulties with meeting these requirements.’

In a report to the creditors of Demorgan Pty Limited (in liquidation) A.C.N. 086 623 234 the liquidators stated that they had not brought an action in respect of s588V even though there had been insolvent trading and there was a holding company as they were not sure of the merits in doing so and wanted to refer the matter to a litigation funder to assess.  Again it would be interesting to see if these sections are used regularly in the case of a subsidiary trading while insolvent.  Again liquidators want to minimise the cost involved in any action as they are already dealing with a limited pool of money with which to pay creditors.

Conclusion

There has been a brief overview of different countries approach to treatment of corporate groups with special emphasis on insolvency provisions.  This is the area where the strict application of entity law is most likely to be tempered due to the interest of creditors.  Goddard has seen this as a fallacious argument and it does not justify inroads into the Salomon principle.  Most theorists agree that there needs to be some reform of the law to acknowledge the reality of large corporate groups, especially with the potential for abuse existing.  Exactly what form that will take is subject to debate as shown above.   

‘Corporate groups dominate the modern commercial landscape.  Most major business enterprises are operated not by individual companies but by groups of associated companies.  Each group functions as a single economic unit, with the activities of its corporate members being coordinated and controlled so as to further the interests of the group or, more accurately the interests of the group controllers.  The law recognises the separate personality of each group member but largely ignores the group structure within which those member companies operate.  This legal myopia gives rise to a complex set of problems for persons both within and outside corporate groups’
.  

The law’s reluctance in all countries besides West Germany to look at the corporate group structure has led to tensions between the law and commercial expectations. The one area where there is willingness to treat corporate groups as one entity is in the area of insolvency and even in this area New Zealand’s provisions in the Companies Act 1993 are more far reaching than either Australia’s or the United States provisions.  These provisions have not been used lightly.  Insolvency in a group situation is one area where the interests of creditors do outweigh the interests of shareholders.  As shown above there is some criticism of this approach. There are sure to be more changes to the law with the continued growth of large corporate groups and not only in the area of insolvency law.  
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