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Unfair preference payments: 
Decision tree

Click on each box for more information.

Was there a transaction?

Was the transaction between the Company and a creditor?

Was the transaction between 
the Company and related party?

Did the transaction take place during 
the relation – back period?

Did the transaction result in the creditor receiving more than they 
would had they lodged a proof of debt in the winding up?

Is the debt unsecured?

Payment not voidable 

Was the transaction part of a 
continuing business relationship?

Was the relation back day more than three years 
ago or was the liquidator appointed more than 12 

months ago (whichever is the later)?

Was the transaction:
• entered into when the Company was insolvent?; or

• did the transaction cause the Company to become insolvent?

No

Yes

Yes

Yes

Yes

Yes Yes

Yes

Yes

No

No

No

No

No

No

Payment is prima facie voidable
Creditors have defences available to them to 

avoid or reduce liability. 
See available defences for more information.
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Notes on decision tree

NOTE 1

Was there a transaction?

‘Transaction’ is defined in section 9 of the 
Corporations Act. It is very broad and contains a 
wide number of arrangements, including:

• a payment 

• a loan

• a guarantee

• a conveyance

• a release or waiver

• a set off

• a security interest granted

• an obligation incurred.

A series of transactions, events or acts can also 
comprise a single transaction.

NOTE 2

Was the transaction between the Company and 
a creditor?

The transaction must be a transaction ‘from the 
Company’.1 The Company and creditor do not 
have to be the only parties to the transaction. 
Keeping in mind, also, that a series of transactions 
can also comprise a single transaction, whether 
the Company is a party to the transaction can 
become complicated in real life scenarios. 

Take, for example, a building arrangement. The 
Head Contractor (H) is due a progress payment 
under its Head Contract from the Principal (P). At 
the same time, H needs to pay its subcontractors 
(S) under various subcontract agreements. H 
directs P to pay the progress payment directly to 
S. In this scenario, the liquidator of H may be able 
to claw the payment back from S as an unfair 
preference as the transactions between the three 
parties, H, P and S, are characterised as a single 
transaction which effectively results in a payment 
by H to S.2

Holding Redlich has acted for liquidators in 
which it has successfully recovered payments 
in similar (but significantly more complicated) 
circumstances.

The question as to whether a debtor/creditor 
relationship exists can also raise some questions 
in real life examples and has been the subject of 
some court decisions. At a high level, a creditor 
is defined as a person who, at the time of the 
transaction, would have a claim against the 
Company that could form the subject of a proof 
of debt in a winding up.3 The term has been given 
a liberal interpretation and is more easily defined 
by examples of what does not constitute a debtor/
creditor relationship.

Firstly, a pre-payment will generally not give rise 
to a debtor/creditor relationship.4

Secondly, and related to the first point, payment 
for goods on a “Cash on Delivery” basis does not 
give rise to a debtor/creditor relationship.

Thirdly, payments are sometimes made by parties 
despite there being no legal or contractual 
liability for that payment, in which case there 
may be no debtor/creditor relationship. By 
way of example, consider a long-running 
construction project where the principal engages 
a head contractor who subcontracts works to 
various subcontractors. Over time, the head 
contractor is replaced by a new entity but the 
legal documentation is not updated. The new 
entity continues to make payments to the 
subcontractors before going under. If the head 
contractor had no legal obligation to pay the 
subcontractors, the subcontractors may be able 
to argue that no debtor/creditor relationship 
existed and the payments cannot be considered 
preference payments.5

In Holding Redlich’s experience, each of the three 
examples above arise regularly in preference 
payment claims and Holding Redlich has acted 
both for and against liquidators in such scenarios, 
as well as advising companies around managing 
debtors to ensure a debtor/creditor relationship 
does not arise to protect them from future 
potential preference claims.
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NOTE 3

Is the debt unsecured?

A secured debt is immune from a preference 
claim.

This covers standard mortgages and securities 
granted under financing arrangements. 

With the introduction of the Personal Property 
Securities Register (PPSR), suppliers of goods 
who have a valid PPSR registration (for example, 
in relation to a Retention of Title clause), are 
also now secured creditors and immune from 
preferences. 

However, the payments must equate to the value 
of the security.6

Take, for example, a distributor of fast moving 
consumer goods. The distributor ensures 
that it has retention of title clauses in each of 
its agreements with its customers and that 
security (retention of title) is validly registered 
on the PPSR. One of its customers is placed into 
liquidation and the liquidator is considering 
whether payments received by the distributor 
could potentially be preference payments. In 
order to consider this claim, the liquidator will 
need to assess the value of the unsold stock held 
by the customer at the time that each payment 
was made. If the payment is equal to or less than 
the value of the stock, the payment is secured 
and there can be no preference. If the payment is 
greater than the value of the stock, the difference 
between the payment and the stock value may 
be a preference. One question which arises and 
is unresolved by the Courts is the relevant timing 
of this “stocktake” valuation – is it the time the 
security was granted, the time of the payment 
or on the date of the winding up? There is one 
District Court of South Australia decision on the 
question which determined it was the date of the 
winding up, however that has been called into 
question by many insolvency practitioner and 
lawyers.7

Holding Redlich has advised many clients on 
establishing security arrangements, including 
through PPSR registrations, to protect both 
recovery from the debtor as well as protecting 
against preference claims. Holding Redlich has 
also worked with liquidator clients in assessing 
security values for the purpose of considering 
whether any payments could amount to 
preferences. 

NOTE 4

Did the transaction result in the creditor 
receiving more than they would had they 
lodged a proof of debt in the winding up?

For example, if an unsecured creditor received 
$100,000 from the Company prior to the winding 
up of the Company but would have only received 
$5,000 in the winding up of the Company, it can 
be said that the unsecured creditor has received 
an unfair benefit of $95,000.

In order to undertake this calculation, you need to 
take into account the whole transaction with the 
creditor. For example, if the insolvent company 
was a retail tenant and that, in exchange for 
paying the landlord $100,000 in rent, it was able 
to continue to occupy the leased shop and earn 
revenue, such revenue needs to be taken into 
account in the above calculation. This is called the 
doctrine of ultimate effect. 

The precise legal formulation of the doctrine of 
ultimate effect is not settled by the Courts and 
the application of the doctrine remains complex 
and uncertain. Holding Redlich has both relied 
on the doctrine in acting for creditors and 
responded to defences by creditors relying on the 
doctrine when acting for liquidators.

NOTE 5

Did the transaction take place during the 
relation – back period?

To be classified an unfair preference the 
transaction must have been entered into within 
six months of the relation-back day.

The relation-back day is one of the following:

• for a court-ordered winding up, where there 
was no prior insolvency administration, it is the 
day on which the winding up application was 
filed with the court8

• for a voluntary winding up where there was 
no prior insolvency administration, the day the 
members resolved by special resolution that 
the Company be wound up voluntarily9

• where the Company was placed into 
liquidation by resolution of creditors at the 
conclusion of a voluntary administration, the 
date of the creditors’ resolution.10
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NOTE 6

Was the transaction between the Company and 
related entity?

If the transaction was entered into between the 
Company and a related entity it may be rendered 
an unfair preference payment if entered into 
within four years of the relation back day.11

Section 9 of the Corporations Act 2001 (Cth) 
defines a related entity in relation to a body 
corporate as any of the following: 

• a promoter of the body

• a relative of such a promoter

• a relative of a spouse of such a promoter

• a director or member of the body or of a 
related body corporate

• a relative of such a director or member

• a relative of a spouse of such a director or 
member

• a body corporate that is related to the first-
mentioned body

• a beneficiary under a trust of which the first-
mentioned body is or has at any time been a 
trustee

• a relative of such a beneficiary

• a relative of a spouse of such a beneficiary

• a body corporate one of whose directors is also 
a director of the first-mentioned body

• a trustee of a trust under which a person is 
a beneficiary, where the person is a related 
entity of the first-mentioned body because of 
any other application or applications of this 
definition.

NOTE 7

Was the transaction entered into when the 
Company was insolvent or did the transaction 
cause the Company to become insolvent?

The Corporations Act 2001 (Cth) defines solvency 
as follows:

• a person is solvent if, and only if, the person is 
able to pay all the person’s debts, as and when 
they become due and payable

• a person who is not solvent is insolvent.

Common indicia of insolvency include:

• ongoing losses

• poor cash flow

• liquidity ratios below 1 (calculated by dividing 
the value of current assets by the value of 
current liabilities)

• increasing debts (liabilities greater than assets, 
that is, balance sheet insolvency)

• creditors remaining unpaid outside of usual 
trading terms

• suppliers placing the Company on COD (cash 
on delivery) terms

• overdue taxes and superannuation liabilities.

There are also statutory presumptions that may 
be relied upon to prove insolvency including: 

• where the Company has failed to keep 
adequate accounting records the Company is 
presumed to have been insolvent throughout 
the period to which the failure relates12

• if the Company has been proven insolvent in 
other recovery proceedings.13

NOTE 8

Was the relation back day more than three years 
ago or was the liquidator appointed more than 
12 months ago (whichever is the later)?

The Corporations Act 2001 (Cth) imposes a time 
limit by which proceedings seeking orders to set 
aside voidable transactions must be initiated.14 A 
claim must be brought before the later of:

• 3 years after the relation-back day; or

• 12 months after the first appointment of a 
liquidator.

A liquidator may apply to the Court to extend this 
period but such an application must be made 
within the period during which the proceedings 
seeking to set aside the voidable preferences is to 
be initiated ie. 3 years following the relation back 
day or within 12 months of appointment of the 
liquidator (whichever is the later).
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NOTE 9

Was the transaction part of a continuing 
business relationship?

Where a transaction is part of a continuing 
business relationship, with the amount owing 
fluctuating over time, then the amount of the 
unfair preference claim is limited to the amount 
that the debt reduced over time. This is called the 
“running account” defence.

Take, for example, an insolvent company that 
orders stock from its supplier and has a running 
account with that supplier. If, during the Relation 
Back Period, the account was in debit $100,000 
but by the time of the appointment of the 
liquidator, the account is down to a debit of 
$25,000, the amount of the preference claim 
is $75,000. In undertaking this calculation, the 
liquidator is entitled to pick any date during the 
Relation Back Period. In order to increase the size 
of the claim, the liquidator will always pick the 
date of “peak indebtedness” (i.e. when the debt is 
the highest).

Whether or not there is a “continuing business 
relationship” is not always straightforward. For 
example, if a supplier puts a hold on the insolvent 
company’s account because of non-payment, 
and then recommences supply once payment 
is made, that stop on the account may amount 
to a break in the chain. This involves a thorough 
review and consideration of all the interactions 
between the parties to determine whether there 
is a continuing business relationship.
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Available defences

The following are available as partial or complete defences to a preference claim.

GOOD FAITH

A creditor can resist a preference claim if at the 
time the payment or payments were received 
they were received in good faith without a 
reasonable belief or suspicion that the Company 
was insolvent or would likely become so. 

Courts have said that a creditor acts in good faith 
if they act with propriety and honesty.15 The value 
of the consideration paid is one factor in whether 
the transaction was entered into in good faith. 
Another factor is whether or not the recipient 
made any inquiries before entering into the 
transaction.16

A reasonable suspicion of insolvency is 
determined by reference to the commercial 
circumstances occurring at the time of the 
transaction.17 A ‘suspicion’ means ‘more than 
idle wondering’. It is a positive feeling of actual 
apprehension or mistrust without sufficient 
evidence of insolvency, and it must be in relation 
to ‘actual or existing insolvency, as distinct from 
impending or potential insolvency’.18

The following factors may give rise to reasonable 
suspicion of insolvency:

• the creditor serves a statutory demand on the 
Company19

• the Company’s account with the creditor 
exceeds usual trading terms

• the Company admits to the creditor that they 
are in financial difficulties20

• public announcements about the Company’s 
finances confirm the company is in distress 

• acknowledgment by the creditor that the 
Company is experiencing financial difficulties 
and requires creditor support.21

SET OFF

A creditor can rely on set-off to reduce, in whole 
or in part, a preference claim.22 To do so there 
is a requirement of ‘Mutuality’. This means that 
there must be mutual credits, mutual debts or 
other mutual dealings between the Company 
and creditor for set-off to apply. In a successful 
set-off argument the two amounts, the amount 
demanded by the liquidator as against the 
amount to the creditor, will net off so that 
the creditor need not pay any amount to the 
Company. If a successful set-off claim is greater 
than the claim made by the liquidator then the 
creditor may be admitted to prove for the net 
balance it is owed by the Company.23 A set-off 
is not available if at the time of giving credit to 
the Company the creditor had ‘notice of the 
fact that the Company was insolvent.24 This is a 
higher threshold than the reasonable belief as to 
solvency that is part of the good faith defence.
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