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company finance and security issues focus on debedntures and charges

Overview

Funds may be raised as share capital or through borrowing from lenders.  A debenture is a means of company borrowing where the company agrees to repay the debt.  There may also be a charge over the company’s assets to secure the repayment of this debt.  Alternatively the company can raise finance from creditors such as banks or suppliers of goods and services.  These creditors may require a form of security to be taken over the company’s assets such as a fixed or floating charge.  A floating charge allows the company to deal with the charged assets in the usual course of its business but if the terms of the agreement are breached the floating charge may crystallise and attach to the secured assets.

A. Debentures

Debentures are documents that acknowledge or create a debt owed by the company that issues them.  The provisions relating to debentures were rewritten by the Corporate Law Economic Reform Program Act (CLERP) 1999 in order to update them to reflect commercial practice.  Now see the Corporations Act chapter 2L s 283AA ff.

Debenture is defined in s 9-

"a chose in action that includes an undertaking by the body to repay as a debt moneys deposited or lent to the body. The chose in action may (but need not) include a charge over property of the body to secure repayment of the money"

This definition focuses on the legal right to repayment of the debt.  A chose in action means a right that is enforceable by legal action.

This definition excludes for example:

A loan in the ordinary course of business, cheques, bills of exchange, common financial arrangements for payment of goods and services.

The features of mortgage debentures and debentures are set out  in s 283BH. Notice the table that contains the  descriptions of mortgage debenture, and debenture. If they do not have these features they can be described as an unsecured note or an unsecured deposit note.

The penalty for failing to comply with s 283BH(1) is a maximum of 200 penalty units or imprisonment for 5 years or both. (See Schedule 3)

In summary a "Mortgage Debenture" or "Debenture" has the following characteristics (See s 283BH(2))

· The repayment of all moneys is secured by a first mortgage given to the trustee over land vested in the borrower or in any of the guarantors and

· The mortgage has been registered or is a registrable mortgage and

· The total amount of that money and of all other liabilities (if any) secured by the mortgage of that land ranking equally with the liability to repay that money does not exceed 60% of the borrower's or of the guarantor's interest in that land as shown in the valuation included in the disclosure document for the debentures

"Debenture"

In summary a "debenture" has the following characteristics (see s 283BH(3)):

· The repayment of all moneys is secured by a charge in favour of the trustee over the whole or any part of the tangible property of the borrower or of any of the guarantors and

· The tangible property that constitutes the security for the charge is sufficient to meet the liability for the repayment of all such money and all other liabilities that have been incurred and rank in priority to or equally with that liability.

The Offer of Debentures

The offering body must enter into a trust deed and appoint a trustee prior to certain offers being made. S 283AA 

These offers are:

· offers of debentures that need disclosure to investors under Ch 6

· offers of debentures  that are made as consideration for the acquisition of securities under an off-market takeover bid or

· offers of debentures that are made under a compromise or arrangement under PT 5.1.

Penalty for failure to comply with s 283AA(1) is a max of 25 penalty units or imprisonment for 6 months or both.

What is a trust deed?

 A trust deed is a document that sets out the rules for the operation of the debentures. It gives debenture holders a secured position as against secured creditors.

S 283AB - the trust deed must provide that the following are held in trust by the trustee for the benefit of the debenture holders:

· the right to enforce the borrower's duty to repay;

· any charge or security for repayment;

· the right to enforce any other duties that the borrower and any guarantor have under the terms of the debentures, the provisions of the trust deed or Ch 2L.

Penalty for failure to comply is a maximum of 25 penalty units or imprisonment for 6 months or both.

The Trustee

The trustee provides protection to debenture holders against the risk of abuse by the borrower.

S 283AC defines who must be a trustee:

· The Public Trustee of any State or Territory

· An authorised trustee company that is permitted under State or Territory law to take a grant of probate of a will of a deceased person

· A body corporate registered under the Life Insurance Act 1995

· An Australian ADI (authorised deposit taking institution) such as a bank and

· A body corporate approved by the ASIC under s 283GB

In practice this means the trustees are professional trustees or life insurance companies or banks.

Penalty is a maximum of 25 penalty units or imprisonment for 6 months or both.

If the borrower becomes aware that the trustee cannot be a trustee then the trustee must be replaced s 283 BD. 

Conflict of Interest or duty

A person may only be appointed to act as a trustee if the appointment will not result in a conflict of interest or duty s283AC(2).

This test is intended to reflect the trustee's common law fiduciary duty to avoid conflicts of interest.

The penalty for failing to comply with s 283AC is a maximum of 25 penalty units or imprisonment for 6 months or both. 

Some of the trustee's duties are 
The statutory duties of a trustee of a trust deed are as follows:

In relation to due diligence-

To exercise reasonable diligence to ascertain 

whether the property of the borrower and of each of the guarantors will be sufficient to repay the amount s 283DA(a)  and whether there has been any breach of the terms of the debentures or the provisions of the trust deed or Chapter 2L  see s 283DA(b).

In relation to breaches of the law

To do everything in its power to ensure that the borrower or guarantor remedies any breach known to the trustee unless satisfied that the breach will not materially prejudice the debenture holders interests s 283DA(c) and see also s 283DA(d))

Notification to ASIC and borrower

To notify ASIC if the borrower has not complied with its duties to inform the trustee about the existence of charges (ch 2K), to give quarterly reports  283BF or its financial reporting obligations (s 318)

Obligations to debenture holders

To give a statement to the debenture holders explaining the effect of any proposal that the borrower submits to the debenture holders before any meeting that the Court calls (s 411(1)) or (1A) which relates to compromises and arrangements) or the trustee calls under s 283EB(1),  see s 283DA(g).

To comply with any direction given to it at a debenture holder's meeting unless the trustee is of the opinion that the direction is inconsistent with the terms of the debentures, the terms of the trust deed or the law or is otherwise objectionable, and has obtained a direction of the Court s 283HA setting aside or varying the direction s 283DA(h)

Obligation to borrower

To apply to the Court for an order under s 283HB if the borrower requests it to do so s 283DA(i)

The borrowers duties 

The term borrower in relation to a debenture means the body that is or will be liable to repay money under the debenture (definition s 9).

The borrower's duties are contained in part 2L.2. They consist of the following obligations:

· To carry on its business in a proper and efficient manner s 283BB(a) 

· To provide a copy of the trust deed to a debenture holder or the trustee upon request s 283BB(b)

· To make all of its financial records available for inspection by the trustee s 283BB(c)

· To call a meeting of debenture holders where the holders of 10% or more of the nominal value of the issued debentures direct the borrower to do so s 283EA 

The guarantor's duties 

A guarantor in relation to a debenture means a body that has guaranteed the repayment of any money deposited or lent to the borrower under the debenture (definition s 9)

The guarantor in respect of debentures has obligations imposed upon it that are similar to those general duties imposed on a borrower s 283CA-s 283 CD 

A borrower and guarantor commit a criminal offence if they intentionally or recklessly contravene their statutory duties (ss 283BI and  283CE)

B. Charges

A charge can be differentiated from a mortgage.  In the case of a mortgage the borrower’s (mortgagor’s) title in the secured property is transferred to the lender (mortgagee).  This transaction is subject to a retransfer of the title back to the mortgagor after the borrowed sum and interest have been repaid.

A charge does not involve the transfer of ownership of the secured property.  The borrower (chargor) retains the ownership of the property subject to restrictions on powers to deal with the property. The restrictions are imposed to protect the security of the lender (chargee).

In company law “charge” has a broad meaning and includes any security for repayment of a debt as well as other securities such as liens and pledges.

Fixed charge - is a charge attached to a specific item of property. The chargor cannot dispose of the item of property without the chargee's consent.

Floating charge - is an equitable charge on the assets for the time being of a going concern. It does not prevent the company dealing with any or all of its assets in the ordinary course of its business. A floating charge only becomes fixed when it crystallises.

Crystallisation - describes the consequences of any default in the agreed payments by the chargor or upon insolvency.  The deed creating the charge may allow for the appointment of a receiver who may enter to receive the income and sell up the assets on behalf of the chargee. The events of crystallisation are important where third parties have received assets without being aware that crystallisation has been triggered.

Registration of charges

The Corporations Act provides for a system of registration of charges with ASIC.  ASIC has a register  called the Australian Register of Company Charges. The purpose of these sections is to enable a creditor who intends to lend money to the company to determine whether the company has already given a charge over the assets.

Date of Lodgment

The charge is deemed to be registered from the date and time it is lodged s 265(3) however provisional registration may occur where- 

· Documents accompanying the notice are not duly stamped - if the document is stamped within 90 days the charge is deemed to have been registered on the date of the original lodgment. If the document is not stamped the ASIC will delete entry. S 265(4)

· A defective notice is filed. A defective notice is where the notice of charge does not contain all the particulars required to be included. The register will record the charge as being provisional until there is compliance which is required by a specified date.  If the particulars are provided within that time the charge is deemed to have been registered on the date of the original lodgment.  If the particulars are not stamped within time ASIC will delete entry. If the details are received after that date ASIC will enter them and the charge is deemed to be registered from the time of compliance. During the time that the charge is recorded as being provisional it is not regarded as being registered s 265(6)-(9) 

Registration of Charges s 262

The following charges must be registered:

· A floating charge

· A charge on uncalled share capital or unpaid share calls

· A charge on a personal chattel (any article or thing that is capable of complete transfer by delivery) including a personal chattel that is unascertained or is to be acquired in the future

· A charge on goodwill, patents, trademarks or service mark, copyright or registered designs, or licences to use these things

· A charge on a book debt

· A charge on a marketable security (some exclusions)

· A lien or charge on a crop, a lien or charge on wool or stock mortgage

· A charge on a negotiable instrument, not being a marketable security.

Charges which do not require registration s 262(2)-(11)

· Charges or liens arising by operation of law

· Pledges of personal chattels or marketable securities

· Certain charges created in relation to a negotiable instrument or a document of title to goods

· Transfers of goods in the ordinary course of business

· Ordinary commercial dealings in goods outside Australia

· Charges on ships registered in an official register kept under an Australian law relating to title to ships

· Charges on land and on fixtures pursuant to a charge on land and 

· Charges created by a company acting on behalf of a deceased person or as a trustee of the estate of a deceased person

Lodgment of charges

A company must lodge a notice of a charge in the prescribed form with  ASIC within 45 days after the creation of the charge together with a copy of the instrument creating or evidencing the charge s 263.

ASIC is obliged to maintain the Australian Register of Company Charges pursuant to the information lodged under sections 263 and 264.

The register contains information on the date of creation of the charge, a short description of the liability and of the property subject to the charge and the name of the chargee or of the trustee for debenture holders.

Upon request the ASIC will issue a certificate stating that the particulars of the charge are entered in the register. The certificate is conclusive evidence of compliance with registration requirements s272.

A failure to register a registrable charge or to provide the required notice does not invalidate the charge. It is still enforceable while the company is solvent. However the failure means that the charge is void as a security against the liquidator of the company, a company administrator, or the administrator of a deed of company arrangement. (s 266)

Order of Priority of Charges

Part 2K.3 deals with the order of priority of registrable charges.  The priorities between registrable charges and unregistrable interests are determined in accordance with general law.  The order of priorities can be overridden by the consent of the chargee to any waiver or variation of the priority to which the chargee would otherwise be entitled. (s 279(2))

Rules for registered charges 

A registered charge has priority over a subsequent registered charge s 280(1)(a)

A registered charge has priority over a prior unregistered charge s 280(1)(b)

A registered charge has priority over an unregistered charge created after the creation of the registered charge s 280(1)(c)

Exceptions

A registered charge loses its priority to a subsequent registered charge if that subsequent charge was created before the prior registered charge and the chargee of the subsequent charge can prove that the prior registered chargee had notice of the subsequent registered charge at the time that the prior registered charge was created s 280(1)(a) and s 280(2).

The holder of a floating charge will be deemed to have conceded priority to a subsequently registered fixed charge created before the crystallisation of the floating charge unless ASIC has been notified of any term of the floating charge that prohibits or restricts the company from creating subsequent fixed charges s 279(3)

A registered charge loses its priority over a prior unregistered charge if the prior unregistered chargee can prove that the registered chargee had notice of the earlier unregistered charge at the time when the registered charge was created s 280(1)(b) s 280(2)

Notice 

S 278(2) provides that notice includes constructive notice.  A person has constructive notice of a prior interest if the existence of that interest would have come to that person's attention upon making enquiries and investigations that a reasonable person acting prudently in their own interests would have made.

Priority in relation to unregistered charges

· An unregistered charge has priority over a subsequently created registered charge where the holder of the registered charge had notice of the earlier unregistered charge when the holder took the registered charges s 281(a) and

· An unregistered charge has priority over subsequent unregistered charges s 281(b)

The Corporations Act has special priority rules for what would otherwise be governed by the equitable doctrine of tacking.  It deals with the extent to which priority is to be accorded to a charge securing a prospective liability rather than a present liability secured by the same charge.

A prospective liability can be defined as any liability that may arise in the future and that is not fixed or otherwise capable of being ascertained.  For example a secured overdraft provides for the possibility of the lender making further advances of an unspecified amount. However a present liability is a liability that has arisen for a fixed or ascertainable amount whether or not the liability is immediately due to be met.

Under the common law a chargee making further advances on the security of that persons charge would only obtain priority for that advance if it was made without notice of the existence of the subsequent charge.

The Corporations Act provides that any statutory priority under part 2K.3 does not extend to any liability that, at the time the charge was lodged, was not a present liability s 282(1). The exceptions to the general rule are:

· Where a charge secures a present liability and/or a prospective liability of an unspecified amount, then the priority given by Pt 2K.3 to that charge over another charge, of which the first-mentioned chargee has no actual knowledge, extends also to the prospective liability.  This includes a present liability that arises at the time that knowledge is obtained. S 282(2), s 282(4)(c)

· Where a charge secures a present liability and/or a prospective liability to a specified amount, the registration of such charge secures priority for that chargee even for the prospective liability, regardless of whether the chargee has actual knowledge of the other charge(s) s 282(3). If this amount is not set out in the notice, then priority only extends to advances that are made to the time when the chargee has actual knowledge of a subsequent charge s 282(4)(c)

· If a lender is obliged to make further advances all such advances are accorded the same priority as the initial liability regardless of whether the chargee has actual knowledge of any other charge. 

Void Charges

Certain charges will be rendered void by the operation of the Corporations Act. A registrable charge will be void as a security against the liquidator, an administrator of a company or an administrator of a deed of company arrangement unless a notice of prescribed particulars required by s 263 or 264 is lodged within the prescribed period (usually 45 days after creation) See s 266(1)

If  the notice is not lodged within that period the charge  will not be void if the document is lodged at least 6 months before the company's winding up or administration began. (s 266)An unlodged but registrable charge will rank alongside the ordinary unsecured creditors. 

If a chargee has not lodged notice within the relevant  time period and if it is lodged within the 6 months time period  before the winding up commences (usually the date of the winding up order) then the charge will be void against the administrator/liquidator. (see s 266(1))

When a company is under administration, charges on its property cannot be enforced except with the consent of the administrator.

In the case of certain floating charges where the company commences to be wound up in insolvency and the creation of the charge is an unfair preference or uncommercial transaction and is a voidable transaction within s 588FE  then the charge is liable to be invalid and ineffective to confer security.

Where a company gives one of its officers a charge over its assets, that charge will be deemed to be void if the officer purports to enforce the charge within 6 months of its creation without leave of the Court s 267

Rectification of the Register

Application may be made for an order that an omission or misstatement in the Register be rectified 

Details of charges including those that do not need to be registered are required to be entered into a register of charges kept by the company s 271(2).
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