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EDITORIAL

Corporate Governance Consultation

Lindsay Hingston, Senior Associate, and Katharina Crinson, Senior Knowledge Lawyer, Freshfields Bruckhaus 
Deringer LLP, London, UK

Synopsis

This article looks at the UK Government consulta-
tion paper on insolvency and corporate governance. 
It provides an overview of  the four key areas covered 
by the consultation namely (1) sales of  businesses in 
distress, (2) reversal of  value extraction schemes, (3) 
investigation into the actions of  directors of  dissolved 
companies and (4) strengthening corporate govern-
ance in pre-insolvency situations. The article analyses 
the potentially significant legal and policy implications 
for the UK corporate and insolvency framework, con-
cluding that whether and in what form the proposals 
are implemented will likely depend on how the political 
climate evolves in light of  Brexit and any further high 
profile corporate failures.

Introduction

On 20 March 2018 the UK Government published a 
consultation paper (the ‘Consultation’) with the aim of  
collecting the views of  stakeholders in relation to four 
key areas of  insolvency and corporate governance:

– Sales of  businesses in distress

– Reversal of  value extraction schemes

– Investigation into the actions of  directors of  dis-
solved companies

– Strengthening corporate governance in pre-insol-
vency situations

This article provides some background to the Consul-
tation together with an overview of  each area under 
consideration. It concludes with some necessarily pre-
liminary thoughts on the legal and policy implications 
for the UK corporate and insolvency framework and 
any next steps. 

Overview of the consultation

Sale of businesses in distress

This aspect of  the Consultation considers the responsi-
bilities of  directors of  a holding company when selling a 

distressed or insolvent subsidiary company. It is settled 
law that, when a company’s financial position deterio-
rates such that its solvency is in question, the directors 
of  that company must shift their focus away from the 
interests of  shareholders towards the interests of  the 
creditors as a whole. However, there is no such ‘shift’ in 
respect of  the duties owed by the directors of  any parent 
company of  an insolvent subsidiary. This means that the 
directors of  the parent company can approve a sale of  
an insolvent subsidiary without regard to any potential 
damage to the insolvent subsidiary’s creditors, includ-
ing its employees and suppliers and/or customers that 
depend on its operations.

The Consultation seeks to address this perceived 
‘gap’ in the law by suggesting that directors of  holding 
companies should be held to account if  they conduct a 
sale which harms the interests of  the subsidiary’s stake-
holders (including creditors and employees) where that 
harm could be reasonably foreseen at the time of  the 
sale. The penalties may include disqualification and 
personal liability. The question is also asked whether 
this form of  accountability should be extended further 
to cover all corporate action which could materially 
prejudice the creditors of  an insolvent subsidiary.

Value extraction schemes

Under the Insolvency Act 1986 (the ‘IA’), an insolvency 
officeholder can apply to the court to reverse or unwind 
certain transactions that are entered into unfairly and 
deprive the company of  assets which would otherwise 
be available to the creditors (such as a preference or a 
transaction at an undervalue). The IA applies different 
‘look-back’ periods depending on the type of  trans-
action and the type of  person it has been conducted 
with. In the case of  creditors who are connected with 
the company, there is a 2 year look back period. The 
existing clawback provisions impose an additional re-
quirement that the company must have been insolvent 
at the time of  entering into the transaction or become 
so as a result. 

The Government is proposing a new form of  claw-
back which would apply to what it has described as 
‘value extraction schemes’. It is targeting a scenario 
where an ailing (but not yet insolvent) company has 
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been ‘rescued’ by new or existing investors who then 
extract value so as to return part of  their investment 
quickly and to lessen their potential loss should the 
company subsequently fail. This value extraction could 
take the form of, for example, high interest rates and 
security on any loan made to the company and the pay-
ment of  management fees to the investor.

The Consultation outlines a proposal to grant office-
holders with additional powers to reverse transactions 
where the company:

– had received new investment; 

– had value extracted in a transaction, or series of  
transactions, designed to be of  benefit for the inves-
tor or those connected to it, without adding value 
to the company; and

– subsequently enters into liquidation or administra-
tion

Given that in most instances value extraction schemes 
will be undertaken by a connected party, the Govern-
ment proposes that the lookback period should be 2 
years.

The Government further proposes to substitute the 
current insolvency requirement with a test that exam-
ines whether the scheme unfairly puts the beneficiary 
in a better position than other creditors in a subsequent 
formal insolvency.

Dissolved companies

The Government has raised a concern that directors 
may use the dissolution process to avoid paying debts 
rather than placing the company into a formal insol-
vency process. This means that there is no officeholder 
who has the power to investigate the directors’ conduct. 

Under the current regime, the Secretary of  State has 
the power to investigate the directors of  either (i) live 
companies, or (ii) companies in an insolvency process. 
A director can therefore attempt to escape investiga-
tion by dissolving the company rather than putting it 
into a formal insolvency process. The only recourse for 
the Secretary of  State is to apply to court to restore the 
company, which could be impractical and inefficient.

The Government is therefore proposing to extend 
the current investigation and enforcement regime to 
include former directors of  dissolved companies where 
there is sufficient evidence of  wrongdoing and it is in 
the public interest to investigate.

Strengthening corporate governance

The Government has highlighted several areas of  
the corporate governance framework that could be 
strengthened.

Group structures

The Government is concerned that the complexity of  
some group structures can be an obstacle to good gov-
ernance, and it is consulting on stronger measures to 
enhance oversight and control in these cases.

Shareholder responsibilities

The Consultation suggests that the role of  shareholders 
should extend beyond voting on company affairs, and 
should, where appropriate, include pro-active steward-
ship activities to ensure that investee companies have 
strong corporate governance arrangements in place 
that support long-term success.

The Government has committed to introducing 
new statutory requirements for all large companies to 
publish how their directors are fulfilling their duty to 
promote the success of  the company. The new meas-
ures would include having regard to employee interests 
and good relations with suppliers and customers. A 
further proposal is made that would see the creation of  
an expert ‘stewardship oversight group’ which would 
review corporate failings and make recommendations. 

Payment of dividends

A company can pay dividends if  it has calculated, in 
accordance with accounting practices and the Com-
panies Act 2006, that it has ‘distributable profits’. The 
Government is concerned that the use of  this definition 
can lead large companies to sacrifice cash reserves, 
necessary to meet other liabilities as they arise. The Gov-
ernment therefore asks whether the requirement for 
‘distributable profits’ be re-examined and re-phrased.

Professional advisors

In order to promote the success of  the company in 
accordance with their statutory duties, directors will 
often use professional advisors so that they have access 
to the expertise needed to help them make decisions.

The Government queries whether directors currently 
commission the use of  professional advisors without a 
proper appreciation of  their own obligations, particu-
larly the requirement to apply an independent mind to 
any decision making. 

Protection of companies in the supply chain

The Government is keen to implement protections 
for smaller companies which supply services to large 
groups, but receive delayed payment, increasing their 
risk of  insolvency. Possible approaches include:
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– Increasing the use of  ring-fenced bank accounts to 
pay suppliers. These have trust status and so funds 
would be protected in insolvency.

– Preventing the misuse of  certain payment pro-
visions which have the effect of  withholding 
payment well past the due date for payment.

Comment

Recent high profile corporate failures have increased 
political and public scrutiny of  corporate governance 
and accountability. There is a concern that the current 
insolvency tools are inadequate and will need to be 
strengthened to avoid similar situations in the future: 
‘The lessons from BHS, Carillion and the two Philip 
Greens is that our whole system of  corporate account-
ability is in a mess. The greedy and complacent can 
take a one way bet with the livelihoods of  their workers, 
their smaller suppliers and the taxpayer’ (Rt Hon Frank 
Field MP). 

The Consultation is the Government’s response, 
driven by a desire to reduce the risk of  things going 
wrong, and to ensure that there are appropriate con-
sequences if  they do. It asks broad ranging questions in 
relation to a wide range of  topics, giving rise to a num-
ber of  legal and policy implications that require careful 
consideration. The comments below focus mainly on 
the proposals in relation to distressed sales and value 
extraction schemes which are of  particular relevance 
to the restructuring market.

Legal implications

It is a fundamental principle of  English law that a 
company has separate legal personality and, in the 
case of  limited companies, the liability of  shareholders 
is limited to the amount due for their shares. The cir-
cumstances in which a court will look beyond the legal 
entity of  the company and impose liability directly on 
the shareholders – ‘piercing the corporate veil’ – are 
narrowly drawn. As such, in the ordinary course, a 
shareholder would not be liable for the debts of  its sub-
sidiary’s creditors. While the Consultation does not cut 
directly across this, it comes close by suggesting that 
the directors of  a holding company could be person-
ally liable for prejudicing the interests of  a subsidiary’s 
creditors. This would mark quite a departure from the 
existing UK corporate framework.

The proposal on value extraction schemes also has 
significant implications in that it could be construed 
as a step towards equitable subordination, which is 
alien to English law. In other jurisdictions (for example, 
Germany), shareholder debt is essentially treated as 
preferred equity and ranks behind all other secured 
and unsecured debts of  the company. Under English 
law, shareholder debt is treated the same as any other 

debt and the shareholder is entitled to benefit from the 
full contractual rights attaching to it. The Consultation 
suggests that, in certain circumstances where those 
rights are deemed to be ‘unfair’, a form of  clawback 
could operate which may undermine this position. 
However, there is little detail about the intended effect 
of  the clawback and whether the Government wishes 
to modify the principle that, under English law, a loan is 
a loan – even if  it is made by the shareholder.

Policy implications

Since the seminal Cork Report in 1982, English cor-
porate insolvency law has been focused on the rescue 
culture, which seeks to preserve viable business. This 
culture has been developed through legislation (in par-
ticular the IA and the subsequent Enterprise Act 2002), 
case law and by a shift in practice towards turnarounds 
rather than terminal insolvency proceedings. 

However, it has always been necessary to balance 
this emphasis on the rescue culture against the need 
to ensure that there are appropriate consequences for 
corporate failure. As the Cork Report puts it, ‘A good 
modern system of  insolvency should provide a means 
for preserving viable commercial enterprises …’ but 
it is also a basic objective of  the law ‘to support the 
maintenance of  commercial morality and encourage 
the fulfilment of  financial obligations.’ The proposals 
set out in the Consultation have the latter objective in 
mind and, if  implemented in full, could represent a shift 
in this balance away from the rescue culture.

This is most true of  the proposal on value extraction 
schemes, which could make it more difficult for ‘ailing’ 
companies to obtain investment. The Consultation uses 
charged terminology (‘value extraction’) to describe 
what is, in essence, rescue financing. The Government 
appears to be trying to draw a distinction between 
‘fair’ and ‘unfair’ rescue financing. ‘Fair’ rescue finan-
cing should not be discouraged as it saves companies 
that might otherwise fail, which is ultimately for the 
benefit of  all stakeholders. This was the rationale un-
derpinning the Government’s proposal to give rescue 
financing super-priority as set out in the consultation 
entitled ‘A review of  the corporate insolvency frame-
work – options for reform’ published in May 2016. 
‘Unfair’ rescue financing, on the other hand, which 
offers investors an unfair return on their investment or 
which unfairly insulates them from risk, is to be subject 
to clawback.

The fundamental difficulty with this approach is 
in identifying what is and isn’t ‘fair’. The Consulta-
tion does not offer much guidance in this regard. The 
example cited is of  a new investor buying a distressed 
company and injecting £20m as a loan, subject to secu-
rity, high interest and management fees. This is not an 
unusual situation for distressed companies, and if  this 
arrangement is the best offer on the table it is not clear 
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why it should be considered ‘unfair’. The high pricing 
and downside protection attached to the investment is 
a reflection of  the risk profile involved for the investor.

Further, the Government’s concern about potential 
detriment to creditors is already addressed by existing 
law. The onus is placed on the directors of  the distressed 
company to ensure that entering into the arrangement 
is in the best interests of  its creditors. This would in-
clude consideration of  whether the level of  investment 
is sufficient to restore the company’s financial position 
in the long term (or otherwise to bridge to a longer 
term solution), and whether the terms of  the loan 
represent the best that are available to the company in 
the circumstances. If  the directors have complied with 
their duties and are so satisfied, it is difficult to see why 
the transaction should be vulnerable to subsequent 
clawback.

There is a related policy concern in relation to the 
proposal for sales of  distressed businesses, which has 
the potential to drive more pre-pack administrations. 
Directors of  holding companies may seek to mitigate 
the risk of  potential liability by handing over responsi-
bility to insolvency officeholders to effect the sale. This 
would be a somewhat self-defeating outcome given the 
ongoing disquiet at Government level about the use of  
pre-packs1. In many ways, this debate reflects the same 
tension between promoting the rescue culture and pro-
tecting creditors as that discussed above in the context 
of  rescue financing. 

1  And in particular the announcement by the Insolvency Service in December 2017 that it will be contacting a variety of  interested parties to 
assess the impact of  the voluntary industry measures (the prepack pool which was put in place following the Graham review), and consider 
whether to take action under para.60(2) of  Schedule B1 to the IA. This includes the potential to limit the powers afforded to administrators by 
Schedule 1 IA, providing that the power to sell, hire out or otherwise dispose of  property is subject to any regulations that may be made under 
paragraph 60A of  Schedule B1. Paragraph 60A includes a sunset clause, allowing the Government to make provision in respect of  a disposal 
by an administrator to a connected party. This power is time limited, expiring on 25 May 2020 prompting the Government to start discussions 
on whether to use the power now.

Concluding remarks

At a bigger picture level, the overall package contem-
plated by the Consultation – including more personal 
liabilities for directors, greater stewardship responsibil-
ities for shareholders, a re-examining of  dividends and, 
in all these matters, a shift in focus towards protecting 
creditors – does not appear to fit with a pro-business 
agenda for the post-Brexit era. It will be interesting 
to see how the political climate evolves in the coming 
months, which may depend on whether there are fur-
ther corporate failures to fuel the appetite for a stronger 
corporate governance regime. 

Next steps

The response period to the consultation ends in June. 
It is noteworthy that the Government is particularly 
seeking the views of  ‘members of  the public’ in the 
Consultation as well as industry experts, which could 
result in a broad range of  responses. Even if  those 
responses come to the view that new measures are de-
sirable, there is a question mark as to whether and how 
quickly any legislation would be introduced. The 2016 
consultation on the corporate insolvency framework 
has not been taken forward to date, which appears to 
be partly a function of  the limited Parliamentary time 
available due to Brexit. However, it may be that there 
is greater political appetite for action in this area given 
the spotlight on corporate governance. 

Notes
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