-'BANKRUPTCY/MATR[MONIAL PROPERTY
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he interaction of family law and bankruptey law brings

about a conflict between the rights of a trustee in

bankruptey and of the separated spouse of a bankrupt,

each seeking to claim against the property of the
bankrupt. The Bankruptcy and Famsly Law Legislation Amendment
Act 2005 (Cth) (“the 2005 Act”) amended the Family Law Act 1975
(Cth) and the Bankrupicy Act 1966 (Cth) to resolve the conflict. After
a number of judgments that arguably favoured the non-bankrupt
spouse, the effect of the 2005 Act was considered by the Full Court
of the Family Court in Trustee of the Property of G Lemnos & Lemnos and
Anor (“Lemnos™).2

The 2005 Act
Until 19 September 20085, the rights and entitlements of the bank-
ruptcy trustee and creditors as against the non-bankrupt spouse
were often resolved on the basis of which claim was first finalised
by a court.? Some cases in which creditors sought priority over the
non-debtor spouse were resolved on the basis of “the roller coaster
principle”, meaning that parties in a marriage partnership had to
share in the bad times as well as the good times.*

The 2005 Act allowed disputes between the trustee in bankruptey
‘and the non-bankrupt spouse about the property of a separated
bankrupt spouse to be dealt with by one court, the Family Court.’

ankruptcy and family separation make a complex and competing
roperty mix, but it seems the principle of a couple sharing good
land bad times applies. By Jacqueline Campbell and Coralee Elsum

The Family Court has the power to make orders about property
that has vested in a trustee in bankruptcy in property settlement
proceedings related to that property. In determining applications
for property settlement or spousal maintenance, s75(2)(ha) reguires
the court to consider “the effect of any proposed order on the abitity
of a creditor of a party to recover the ereditor’s debt, so far as that
effect is relevant™.
A trustee must be joined as a party to pfOperty settlement
proceedings ift
(a) the trustee applies to be joined; and
{b) a party was bankrupt when the application was made or became
bankrupt before the application is determined; and

{¢) the court is satisfied that the interests of the bankrupt's credi-
tors may be affected by the making of a property settlement order
{s79(11)).

The 2005 Act brought in a new era of uncertainty, as there was
no clear direction as to how these disputes should be resolved. In
Lemnos, the Full Court had the opportunity to consider the 2005 Act.
Coleman J, cutlining the problem, said that the intention of the 2005
Act was that the rights of unsecured creditors of a bankrupt spouse
to a share of the bankrupt's estate were no longer automatically
preferred to the property settlement rights of the non-bankrupt
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spouse, but the “more vexing question” was how such rights were
to be regarded {at [57]).

Facts of Lemnos

The trustee of the husband’s bankrupt estate appealed against prop-
erty orders requiring that the former matrimonial home, which had
vested in the trustee, be sold and the net proceeds be divided equally
between the trustee and the wife. Thackray and Ryan JJupheld the
appeal, as disproportionate weight was given to the wife's lack of
complicity in the husband’s indiscretions and inadequate weight was
given tothe fact that the wife had benefited from those indiscretions.
Coleman J also upheld the appeal, but for different reasons.

The parties were married for 31 years, were in their 50s and had
four adult children. In 1989 the husband purchased the matrimonial
home for $1.300,000. The wife guaranteed the mortgage and a
Jointly-owned property was part security. The parties’ earnings
were the husband's income as a solicitor and the wife's distributions
from a family trust, which were primarily generated through the
husband’s legal practice. The trial judge found that the wife had
contributed directly to the matrimonial home through her income
and the guarantee. Contributions were assessed as equal at the date
of the trial.

The husband was reassessed for income tax during the period
1991-2002. A sequestration order was made against him in 2006
but he was permitted to continue working as a solicifor, The partles
separated in July 2007. At the time of trial the equity in the home was
approximately $2-2.5 million and the husband’s bankrupt estate had
debts of about $6 million.

What approach to take?

The trial judge considered that the 2005 Act required him to take
the usual apprdach under Part VIIT of the Family Law Act, except that
he had to treatall of the husband's property, which had vestedin the
trustee, as available for distribution to the wifeif appropriate.

The trustee focused on the “four step process” & subm1tt1ng that
the case should have terminated at the end of tlic first step because
there was no property available for property orders to be made
against. Had the case been decided one day before the making of
the sequestration order, and the four step process followed, the wife
would have received nothing. It was “extracrdinary” if the wife's
rights were greater because a sequestration order was made before
final orders were made. The “usual balance sheet appréach” revealed
a substantial excess of liabilities over assets, leaving no “property”
of the parties. :

LLLUSTRATION NIGEE BUCHANAN
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was neither just nor equitable for
all respon51b1l1ty for payment of the prim

The trustee’s approach significantly enhanced the position of an
unsecured creditor. Rather than having to “take its chances” on being
paid, the unsecured creditor would be paid after the entitlements to
secured creditors were satisfied, and v_vith‘ou{ regard to the rights of
the non-bankrupt spouse. The “fortuitous breakdown of the marriage

of the debtor” would result in the unsécured creditor potentially

being able t6 recover more than if the debtor remained married (at
- [98]) The Full Court did not agree with-this approach

The trustee argued that the ‘trial judge should make a ﬁndlng

- formulated as a money order in favour of the w1fe against the
“husband and that the wife should. clalm withthe othe crechtors in
the bankruptcy Applying the “pari purssi prlnc1ple 3t
‘veceive the same proportlon of her.debt asother crerhtors atlsfymg
£75(2)(hafand givingajustand equ]table resiilt as mandated by s79(2).

~Thackray and Ryan Jj noted that: app]ymg §75(2)(kia) mlght reduce the
_“non-bankruptspouse’s entitlementsand ‘there would nothié *egiial’

" “treatmient” as the unsecured creditor’s entitlement would remain at
fullvalue, They said that if Parliament had’intended the non-barikrupt |

spouse’s entitlement to be treated as if it werea debt provable inthe
bankruptey, it would have amended the Bankriptcy Act.

Allmembers of the Full Court held that the interests of unsecured
creditors did not automatically prevail over the interests of the non-
bankrupt spouse and the court must balance their competing claims
in the exercise of the wide discretion conferied by s79.

Waste argument

The wife relied on s75(2}0) and said the husband wasted assets as
described in Kowaliw and Kowaliw? by acting recklessly and negli-
gently in completing his 1ax returns - an act wholly within his
knowledge. For 12 years he claimed outgeings on a property which
was for most of that time his primary residence.

The husband conceded that he knew and understood s51 of the
Income Tax Assessment Act 1936, made mistakes in his tax returns,
wrongly claimed sums, and had been reckless in failing to ensure
that his returns contained his correct residential address. The
trial judge found that the wife was not complicit in the filing of the
husband’s returns.

The trial judge concluded that the husband should satisfy his tax
debt from his own resources and cbserved that there was likely to
be a “very substantial deficit”, Thackray and Ryan Jf were surprised

The wife received the beneht of the funds that
flowed from the husband’s conduct, and it

her to escape
ary tax.

that they were not informed of the husband’s income for the relevant
period. The evidence was only as to 1990-91, when the parties’

combined income was sufficient to service a substantial mortgage.

‘Without detailed information about gross incomes and mortgage
interest, the majority found it was impossible to determine whether
the husband could have acquired, renovated and retained the home
without taxation relief.

The majority also found that there was msufﬁcxent evidence to
determine that the hushard should be solely responsible not only for

:the interest, penaitiés _é\_n'd costs incufred dueto his behaviour, but
“also for the primary tax payable. They were unable to find that the

husbzin’d 's conduct was within the exceptions to the Kowafiw principle,

as it'was not designed to dlmlmsh the value of the matrimonial

sets, but to:increase them. The wife received the benefit of the
nds that flowed from the husband’s conduct,and it was neither

{justnor equitable for hertoescape allresponsibitity for payment of
“‘the’ primary tax.

"Phe majority followed the Full Court in }'obnson and Johnson,®
which said that "unless there were compelling circumstances to the
contrary, ajust outcome demanded that the wife take the good with
the bad” (at [20.6]), and that unless “the husband was on a frolic of
his own and acting contrary to the wife’s express wishes” there was
no reason for the trial judge to leave the husband with the burden of
the tax penaliies (at {20.7h.

Unlike in Jobnson, the majority in Lemnos accepted that the
husband was "on a frolic of his own”, but did not accept that the
wife’s lack of knowledge or complicity in the hushand’s wrongful
deductions determined whether she should share responsibility for
the payment of primary taxation on his income during the marriage.
The statement in Fohnson that spouses should generally “take the
good with the bad” had even more force when applied to allocating
responsibility for primary taxation, rather than tax penalties.

Section 75(2)

Relevant matters in Lemnos under s75(2) included the wife’s limited
earning capacity, due to her lack of experience and skills and health
issues, while the husband was a very experienced property lawyer
aithough he had little incentive to earn a large income during his
bankruptey. The wife contributed substantially to the husband’s suc-
cess by caring for the family. The trial judge concluded that he needed

‘Get out of the office and get active!
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to balance these matters against the very substantial loss that the
creditors in the husband’s bankrupt estate would suffer.

The trustee argued that there should be an adjustment of 100 per
cent or thereabouts in its favour, but the creditors would still have a
very substantial loss. The trial judge found that the balance fell in
favour of the trustee regarding adjustments under s75(2). Given the
size of the debt, it was inappropriate to make any further adjustment in
favour of the wife, except in relation to a motor vehicle driven by her.

Coleman J considered that the Australian Taxation Office (ATO)
no longer had priority over other creditors due to the Insofvency (Tax
Priorities) Legisiation Amendment Act1993 (Cth). In earlier cases, such as
Hannab and Hannab; Tozer and Tozer,? priority was given to tax debts.

Coleman ] observed that, in ordering that the wife should receive
S0 per cent of the equity in the home, the trial judge gave priority
to the wife over the unsecured creditors. The unsecured creditors,
owed approximately $6 million, received the same dollar amount
as the wife, or about 17.5-21.6 per cent of their claims. Coleman ]
concluded that the trial judge's discretion miscarried. The trial judge
had determined, before considering s75(2)(ha), that the husband
should satisfy the ATO debt from his resources. This approach was
erroneous as the trial judge had already decided the issue which
s75(2)(ha) directed him to consider.

Coleman J perceived that the trial judge might have given
disproportionate weight to the “innocence” of the wife in relation
to the husband’s taxation indiscretions and failed to have regard to
the nature of the husband’s indebtedness, how it arose, and how the
wife must have benefited.

Thackray and Ryan J] agreed that the trial judge appeared to
decide the issue that s75(2)(ha) required him to consider before he
considered that section. He had found that an adjustment in favour
of the trustee was not warranted because it would work an injustice
and hardship upon the wife. The implication was that the trial judge
wouid have made an adjustment in favour of the trustee under s75(2),
notwithstanding his earlier staternent that the husband should meet
the entire tax liability.

Furthermore, as the trial judge’s orders would lead to the
unsecured creditors receiving enly a very small proportion of their
entitiement, he ought to have explained, at Ieast briefly, in what
way any adjustment in favour of the trustee would cause the wife
“injustice and hardship”.

The appeal was allowed and the parties were ordered to file and serve
submissions as to whether or not the Full Court should decide the
matter or remit it for retrial.

Conclusion

In Lemnos, the Full Court in two separate judgments took a more
favourable approach te the position of the trustee in bankruptcy
than that taken by the trial judge. Thackray and Ryan ] allowed
the appeal because of the trial judge's treatment of the primary tax
burden as “waste”. Coleman J allowed the appealbecause of the way
the trial judge applied s75(2)(ha).

Major pointsarising from Lemnos are that the position of creditors
must be considered under s75(2)(ha) at the third step, and not merely
when determining contributions at the second step. Furthermore, if
the non-bankrupt spouse has significantly benefited from the actions
of the bankrupt, albeit that the bankrupt was solely responsible for
conduct which brought about the bankruptcy, the non-bankrupt
spouse may have to bear some responsibility for debis from which
they have benefited. The extent to which the Full Court was swayed
by the identity of the main debtor being the ATO is uncertain. It is
clear, though, that the roller-coaster principle is back. »
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