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Dear Consultee

Amendments to the Insolvency Rules 1986 following the insertion of section 176ZA into the Insolvency Act 1986

Following the judgment of the House of Lords in re Leyland Daf Ltd in March 2004, where it was held that property subject to a floating charge was not available to fund the general expenses of a winding up, a provision has been included in section 1282 of the Companies Act 2006 to partially reverse the decision by inserting section 176ZA into the Insolvency Act 1986 (payment of expenses of winding up (England and Wales)). This section provides for the expenses of a winding up in England and Wales, so far as the assets of the company available for the payment of general creditors are insufficient to meet them, to have priority over any claims to property comprised in or subject to a floating charge created by the company and to be paid out of such property. Sub-section (3) of section 176ZA expressly provides that rules may be made to restrict the application of the section in such circumstances as may be prescribed.

The Insolvency Service is giving consideration to Rules to be made under sub-section (3), which will come into force at the same time as section 176ZA Insolvency Act 1986, to prescribe those circumstances in which the application of the section will be restricted. Our initial thoughts as to how those Rules will look can be seen from the attached draft, in relation to which views are now sought from interested parties. The Rules have been drafted taking into account views that were expressed in response to our earlier consultation of May 2006.

The reason for putting in place Rules to restrict the application of the new section is to provide a better balance between the various stakeholders by providing that general liquidation expenses (including those discharged in fulfilling statutory obligations in the public interest) may be recovered out of floating charge assets where there are insufficient unencumbered assets to cover such expenses, whilst at the same time giving some control to the floating charge-holder and/or the preferential creditors to limit the nature and quantum of such expenses in certain circumstances. 

There was a clear consensus in the views expressed in response to the consultation in May 2006 that the only category of expense that should be restricted, are litigation expenses. Such expenses are defined for these purposes as being those expenses or costs of a liquidation which are properly incurred relating to the preparation and conduct of any legal proceedings which a liquidator has power to bring whether in his own name or the name of the company. Any approval or authorisation that is required to be sought must be sought as soon as the liquidator identifies that he will need to draw upon assets comprised in, or subject to, a floating charge, we have, therefore, drafted the Rules accordingly.

The new Rules also provide for the liquidator to make an application to court for the approval or authorisation of the amount, or such other lesser amount as the court thinks fit, for litigation expenses claimed by him. Such an application may be made where the relevant creditor, that is the creditor from whom authorisation or approval would be sought, is, or is intended to be, a defendant in the legal proceedings to which the expenses relate. An application may also be made to court where the relevant creditor has declined to authorise the amount requested, has approved or authorised a lesser than was requested by the liquidator (which he considers to be inadequate), or the relevant creditor has failed to respond to the liquidator’s request within 28 days of the request being made..

It has been suggested that in circumstances where a legal action is successfully taken, section 176ZA allows unsecured creditors to benefit twice because of the operation of section 176A of the Insolvency Act 1986 (“the prescribed part”). However, this is not so because the value of the prescribed part fund is determined by its “net property”, an amount that is not protected from contributing to a liquidator’s litigation expenses, it being calculated by reference to what is left of the company’s property comprised in, or subject to a floating charge after the liquidation expenses and preferential debts are deducted, including any litigation expenses approved or authorised by the preferential creditors and/or holders of floating charges.

We also are proposing to create a new form for requesting approval or authorisation from preferential creditors concerning the payment of litigation expenses.

The new Rules (along with section 176ZA itself) are planned to come into force on the 6th April 2008 and will have a prospective effect. The provisions of the new rules will have effect in relation only to a winding up by the court where the order was made on or after the 6th April 2008 and in the case of a voluntary winding up where the resolution was passed on or after the 6th April 2008. However, in the meantime we wish to invite all interested parties to provide comments on the new draft rules, which will greatly assist our consideration of this issue.

The draft legislative rules can also be found on The Insolvency Service’s website at www.insolvency.gov.uk, under the section “Policy Changes & Evaluation”.

Please send any comments you may have to either Stephen.Leinster@insolvency.gsi.gov.uk or policy.unit@insolvency.gsi.gov.uk by 12 October 2007.  

Thank you in advance for your contribution.  

Yours faithfully,

Stephen Leinster

Director of Policy, Technical, Legislative and Professional Regulation
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