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For months now the news has been full of “the credit 
crunch”. This phrase now seems to be a day-to-day reality 
and the warnings are of difficult times ahead. Troubles, 
we are told, never come in “single spies”. Also, rarely 
out of the news is the information that fraud, in its many 
guises, is dramatically on the increase. In September 
2006 fraud was estimated to cost the UK £40 billion 
annually. By the following year this had increased to £70 
billion with approximately 43% of companies worldwide 
indicating they had suffered one or more frauds in the 
previous two years.

So how are these problems connected and what can 
financiers do to minimise their exposure to loss?

The end of easy money – or is it?

Put very simply, the credit crunch means that it has 
become harder, and more expensive, to borrow money. 
Additionally sales are down and costs are rising. How 
does a company feeling the pinch close the gap? Enter 
the fictitious invoice.

A cash flow crisis presents the classic three prompts 
to commit a fraud: incentive, opportunity and a 
rationalisation for the action, “We need some additional 
cash to meet the bills this week, let’s just notify some 
more sales, we’ll be able to pay it back next week”. 
If that final assumption is wrong, and there is lack of 
vigilance by the financier, that ‘one-off’ quick fix can 
quickly snowball into a major habit that can only be 
maintained by increasingly audacious conduct. Other 
business pressures can lead to the same false friend.

Then there are the people who are just dishonest. 

It is no secret that the financial services sector has  
the highest prevalence of fraud. Now is not the time  
to ignore the dark warnings but to act to protect your 
own business.

The classic warning signs

Hindsight being the marvellous tool that it is, it is very 
easy to put together a list of warning signs for financiers 
that, if heeded, would alert them to the possibility that 
a client is conducting a fraud against them. What is 
instructive is the frequency with which the same elements 
appear in virtually every fraud we at Hammonds deal 
with. The most common indicators of a fraud we see are:

n An unusual, inexplicable or unseasonal increase in 
turnover.

n Pre-invoicing before contracts are performed.

n More foreign debts that are difficult to verify.

n An increase in debt turn.

n An increase in the value and percentage of credit 
notes or a significant number of credit notes issued 
for the full value of invoices.

n The fraudster is one of your biggest and best 
customers.

n Someone who has used this type of finance before.

n Decision-making and control of the business focused 
in one (often charismatic) person or members of the 
same family.

n Unlikely trading addresses of debtors eg, in residential 
areas, different debtors at the same address or only 
mobile phone numbers to verify debts.

n Individual debtor credit limits fully utilised.

n Accounts and other financial information are not 
forthcoming when requested.

Whilst good business relations are built on trust, it pays to 
apply a little healthy scepticism and critical analysis to the 
information supplied by the client. If a significant number 

Fraud Alert
Credit Crunch – and the fraud worm
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of these signs appear on your client’s ledger, hear the 
alarm bells ringing and investigate them. 

Bigger is not always better

In many aspects of business ‘being the biggest’ or ‘having 
the largest’ is a desirable selling point. As the victim of a 
fraud this is not the case. The losses can be substantial and 
have been known to be the end of the financier’s business. 
Recoveries are difficult and can be expensive, protracted 
and incomplete. Nor is it any better to suffer the constant 
attrition of numerous small frauds. The losses accumulate, 
damage a financier’s reputation increasing vulnerability to 
experienced fraudsters and dealing with each incident is a 
substantial drain on a financier’s resources.

Prevention is always better than cure. 

To effectively fight fraud, financiers must have effective 
and rigorously applied audit and verification processes 
and well-trained staff who understand how frauds are 
operated and can recognise and respond to the signs. 
Hammonds regularly run training courses for financiers on 
recognising and preventing fraud aimed at improving risk 
awareness and loss limitation. 

Hammonds also has huge experience in investigating 
suspected frauds, advising on remedial action and 
pursuing recoveries. For further information,  
please contact Laurence Winston, Asset Based Lending 
(Litigation and Fraud).

This year sees the implementation of some notable 
changes to the regulation of consumer credit agreements 
and consumer hire agreements. The Consumer Credit Act 
2006 (the Act), amends the Consumer Credit Act 1974, 
which is still the main legislation in this area, and is being 
implemented in two stages: 6 April and 1 October 2008.

The main objectives of the changes introduced by the 
Act are to increase consumer protection, in particular 
with regard to greater transparency after the inception 
of arrangements, new rights on default and remedies 
for unfair relationships, and to increase the enforcement 
powers of the OFT and Financial Services Ombudsman. 
There are no changes to the categories of regulated 
agreements; these are consumer credit or consumer hire 
agreements which may be either secured or unsecured for 
fixed sums or running accounts.

The Act applies to “any agreement between a creditor 
and an individual for credit of any amount”. 

This is a key provision and contains two important 
changes that came into force on 6 April 2008.

1. New definition of ‘individual’ – An individual 
includes a natural person, a sole trader, a partnership 
of 2 or 3 people (this takes larger partnerships outside 
the scope of the Act, previously a partnership of any 
size was an individual) and an unincorporated body.

2. There is no financial limit – The Act abolished  
the former £25,000 limit on regulated agreements.  
All agreements with individuals are now regulated by 
the Act.

There are two exceptions to this rule:

n Loans for business purposes – An agreement is not 
regulated by the Act if the debtor is acting in the 
course of a business and the credit exceeds £25,000. 
For this exception to apply the debtor MUST complete 
a declaration “for exemption relating to business” in 
the prescribed form.

n High net worth individual – The agreement does not 
have to comply with the Act where the debtor is a 

natural person and BEFORE the agreement is entered 
into he makes a declaration, in the prescribed form, 
that he is willing to forego the protection of the Act. 
This declaration must be accompanied by a statement 
in the prescribed form in relation to the debtor’s high 
net worth (ie, a net income in the previous year of 
not less than £150,000 or net assets in that year of 
not less than £500,000) made not more than a year 
before the date of the agreement.

The effect of these changes is that certain agreements 
not previously regulated now fall within the scope of 
the Act, namely all agreements with individuals in excess 
of £25,000 (unless the exemptions apply AND the 
prescribed declarations are made where required, but 
note that any declaration not in the prescribed form will 
be ineffective). On the other hand, agreements for credit 
of any amount with partnerships of 4 or more people 
or with high net worth individuals are now outside the 
regulation of the Act.

There are two key practical points for financiers to  
note here:

1. Where a financier is entering into a credit agreement 
with an individual who is acting in the course of his 
business ALWAYS obtain a ‘declaration for exemption 
relating to business’ or the agreement will be a 
regulated agreement under the Act.

2. There are strict rules relating to adverts for credit in 
the Act. To avoid committing a criminal offence by 
any breach of these rules, financiers must make it 
clear on any of their websites that EITHER they do not 
lend to individuals OR that they only lend for business 
purposes.

Further changes will come into force on 1 October 2008 
relating to the conduct of the relationship during the 
agreement and the new information that must be supplied 
to the debtor. As the implementation of these rules has 
been deferred in order to allow creditors more time to 
put in place the necessary systems, it can be anticipated 
that little clemency will be shown to creditors who fail to 
comply with the rules when they come into force.

Legal Update
Credit Agreement Regulation: Consumer Credit Act 2006
Sally Jones, Director and Samantha Wragg, Associate – Hammonds LLP Commercial & Dispute Resolution
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The main areas of change are:

1. Supply of information to debtor – the Act 
provides for greater transparency of agreements, placing 
considerable importance on the supply of specific 
information to the debtor during the running of the 
agreement. The new information required includes:

n Periodic statements – creditors in regulated fixed-sum 
credit agreements must provide debtors with annual 
statements in the specified form. The first of these 
must be within one year of the day after the date 
on which the agreement was made. In respect of 
running account agreements, statements of specified 
information about the consequences of not making 
payments or only paying minimum amounts must be 
provided to debtors at not less than 12 month intervals.

n Notice of sums in arrears – creditors must give notice to 
the debtor when he fails to make at least two payments 
under the agreement or does not pay the amount 
due in full. In the case of a fixed-sum agreement, 
the notice must be given within 14 days of the non-
payment conditions under the Act being satisfied.

n Notice of default sums – creditors must give notice to 
the debtor after a prescribed period if a default sum 
becomes payable. Note here that the Act only permits 
the charging of simple interest and this will have to be 
shown separately from other charges.

n Notice of arrears on judgment debts – creditors 
must notify and provide information to the debtor 
in the specified form of any interest payable on any 
judgment debt, with further notices and information 
to be provided at not more than 6 month intervals.

The consequences for financiers of non-compliance with 
these documentary requirements are severe: 

1) The credit agreement will be unenforceable during the 
period of non-compliance without a court order.

2) The debtor will not be liable to pay any interest or 
default sums that would have been payable under the 
agreement during this period of non-compliance by 
the creditor.

3) There may be further adverse consequences for the 
maintenance or renewal of consumer credit licences, 
reputational damage and further FSA investigations 
into the entire business. 

2. Unfair relationships

New provisions replace the ‘extortionate credit bargain’ 
sections of the 1974 Act. Under this new regime, the 
court may be able to take into account all matters it 
considers relevant to the creditor and debtor in assessing 
whether the relationship between them arising out of the 
credit agreement, separately or in conjunction with any 
related agreement, is unfair to the debtor because of:

n The terms of the agreement or any related agreement,

n The way in which the agreement is operated or the 
creditor has exercised or enforced any rights under the 
agreement or any related agreement.

n Anything done or not done by or on behalf of the 
creditor before or after the agreement (or any related 
agreement) was made.

The court will have a wide range of remedies against the 
creditor wherever it determines there has been unfairness. 
These include ordering the creditor:

(i) to repay in whole or part the sums paid to the creditor 
or any associate by the debtor or any surety under the 
agreement or related agreement,

(ii) to reduce or discharge any sum paid by the debtor 
or any surety under the agreement or any related 
agreement,

(iii) to return to the surety any property provided as 
security,

(iv) to alter the terms of the agreement or any related 
agreement.

The important point for financiers to note here is that the 
new unfair relationship provisions apply to any agreement 
providing credit of any amount to an individual. The rules 
will apply to regulated and unregulated agreements, 
whenever entered into as this part of the Act has 
retrospective effect, as well as all related agreements and 
references to the creditor and debtor include any assignee 
or transferee. 

3. Licences and enforcement

The Act provides for a number of new categories of 
ancillary credit business that will need to be licensed.  
These include debt administration (performing the 
duties of creditor and enforcing rights, other than debt 
collection, under a credit agreement) and the provision 
of credit information services. Any person not licensed 
to carry on consumer credit cannot enforce any credit 
agreement. 

Additional powers are being given to the OFT in 
connection with the issue and regulation of licences. 
These will include imposing requirements on the 
conduct of the business, requesting information either in 
connection with a licence application or generally having 
permission to enter the creditor’s premises, on notice or 
under warrant, to observe the conduct of the business 
and to inspect documents. The civil penalty for failing 
to satisfy any requirements imposed or to supply any 
requested information is a fine of up to £50,000.

The key practical points for financiers to note with regard 
to the further changes coming into force are: 

1. Any agreement that is subject to the Act MUST 
comply with the additional information requirements. 
The consequences for a creditor who does not comply 
are severe.

2. All agreements will be subject to the ‘unfair 
relationships’ regime with its wide remedies against 
any creditor where the court finds unfairness.

3. Failure to hold the required licences for consumer 
credit business will be a criminal offence.
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The Licensing Act 2003 came into force in November 
2005. Its effects were considerably wider than the much-
publicised ‘24 hour drinking’ relaxation and, in particular, 
it makes specific provisions in relation to insolvency. 

The Act applies not only to premises used for the sale of 
alcohol but also to those used for entertainment and late 
night food/drink sales. In the last recession, the relevant 
legislation was under an entirely different regime (the 
1964 Licensing Act and Local Government legislation) 
where the alcohol licence was held by individuals and was 
not at risk when the company became insolvent. Equally, 
an entertainment licence could simply be transferred. 

However, since November 2005, the new Act has been fully 
in force. Under this Act, the licence LAPSES immediately 
on insolvency and can only be resurrected if action is taken 
within the first seven days! Any unlawful trade in the interim 
period could result in a criminal prosecution.

The operating company (or a named individual) should 
have the benefit of a Premises Licence issued by the 
Licensing Authority for each and every premises where 
licensable activities are provided. So, for example, a late 
night food operation such as McDonalds or Burger King 
would need a separate premises licence for each of their 
restaurants for sales after 11pm or before 5am. However, 
in addition, where dealing with the sale of alcohol, you 
also need to consider the personal licence requirements 
(which are licences granted to individuals) and the identity 
and status of the Designated Premises Supervisor.

If a premises licence holder becomes insolvent (as 
defined in the Act), there is no effective premises licence. 
Therefore, the first thing to do if dealing with premises 
where licensable activities are involved is to check in 
whose name the premises licence is held. It may be that 
the licence is held in the name of the landlord in which 
case the insolvency of the tenant will have no effect on 
the premises licence or vice versa.

However, once a premises licence has lapsed there is no 
authority to provide licensable activities unless and until 
the licence is resurrected. Any person who provides, 

attempts to provide, or knowingly allows the provision of 
licensable activities before the licence is resurrected will be 
guilty of an offence. 

The Act permits the resurrection of the licence by interim 
authority or transfer within 7 days from the point of 
insolvency. However, there is no mechanism to submit an 
application after the initial seven-day period and there is 
only one opportunity to submit either application during 
the relevant period. It is therefore essential to get the 
application right first time and to ensure that it is received 
before the deadline (the seven day period is absolute and 
doesn’t take into account weekends or bank holidays). 
There are various formalities which must be complied with 
to ensure that the application is accepted. 

Furthermore, any application for interim authority is itself 
only valid for 2 months from the date of receipt. The 
licence lapses again after this period unless a transfer 
application is submitted within that time (this can be 
made in the name of the interim holder). If no transfer 
application is submitted within that time, again there is no 
mechanism to resurrect the licence.

In short, if you are dealing with licensed premises, it is 
essential to consider the requirements under the Licensing 
Act at the outset. Failure to do so could mean prosecution, 
breach of professional obligations and/ or additional 
expenditure to apply for another premises licence in its place.

With a client list spanning transportation and aviation, 
hotels and football clubs, property developments and 
in-house catering, the Hammonds’ dedicated licensing 
team knows exactly how to guide a business through the 
legal processes to ensure it remains lawfully operational at 
all times. We have a nationwide client base and can advise 
in relation to any applications you are required to submit 
under the Licensing Act 2003. Alternatively, or in addition, 
we can submit the applications. We can also provide 
training or information packages for an agreed fee to 
assist you in the submission of the required applications. 
If you would like any more information or assistance, 
please contact Stephanie Perraton or Nicola Smith of the 
licensing team.

Licensing Act 2003 – Implications for Insolvency Practitioners
Stephanie Perraton and Nicola Smith, Hammonds LLP’s Licensing team, Commercial & Dispute Resolution

The phased implementation of the Companies Act 2006 
(CA06) continues. The notable provisions that came into 
force on 6 April 2008 include:

Company secretary: it is optional for a private company to 
have a company secretary. It remains mandatory for a public 
company to appoint a company secretary. The powers and 
functions of a company secretary are unchanged where 
one is appointed but, in the case of a private company 
without a secretary, anything authorised to be given or sent 
to or served upon a company by being sent to its secretary 
may be given or sent or served upon the company and if 
addressed to the secretary shall be treated as addressed to 
the company. Anything else required or authorised to be 
done by the secretary may be done by a director.

Unless the company’s articles of association expressly 
provide for the appointment of a company secretary there 
is no need for companies to take any explicit action to 
take advantage of this de-regulation.

Accounts and Auditors: the detailed substantive provisions 
on the form and content of company accounts are 
contained in several statutory instruments which also came 
into force on 6 April 2008. There are separate regulations 
for small companies. Equivalent provisions for limited liability 
partnerships are to come into force on 1 October 2008. 

The headline changes are:

1  Presentation and filing: the requirement for all 
companies to maintain financial records and produce 

Companies Act 2006: April 2008 implementation
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annual accounts continues, but it is no longer 
necessary for private companies to lay their accounts 
in the general meeting. Private companies must 
still deliver their accounts to members, which they 
can do using the electronic communication rules.
All companies must file their accounts at Companies 
House a month earlier under CA06. Private companies 
must file their accounts within 9 months of the 
financial year-end while public companies now have 
6 months to file their accounts. Quoted companies 
must also publish their annual reports and accounts on 
their website. These accounts must remain freely and 
continuously available to the public until the following 
year’s accounts are published.

 Financiers may want to consider shortening the periods 
for delivery of financial information by their customers 
to reflect the tighter filing requirements of CA06.

2  Late filing penalties: the penalties for late filing of 
accounts have been increased and for repeat offenders 
they are doubled.

3  Limitation of auditors’ liability: whilst the prohibition 
against a company indemnifying its auditor for 
negligence or breach of duty continues, CA06 does 
allow a company to purchase liability insurance for 
its auditor. Alternatively the company and its auditor 
may enter into a liability limitation agreement in 
respect of negligence or breach of duty relating to 
the company’s accounts. The agreement may only be 
for one year and the limitation must be reasonable in 
the circumstances. The agreement must be approved, 
either before or after it is signed, by an ordinary 
resolution of the members.

Execution of documents: the removal of the requirement 
for private companies to have a company secretary 
meant that consideration had to be given to the way that 
companies execute documents. Whilst it remains the case 
that any company may execute a document using its seal (if 
it has one) or by the signature by two directors or a director 
and the company secretary, s 44 CA06 has introduced a 
third option. A document, including a deed, will also be 
validly executed on behalf the company if it is signed by a 
single director in the presence of a witness who also signs 
the document. Any person may act as a witness, not just 
an officer of the company. 

There is no need for companies to change their articles of 
association to provide for this additional form of execution 
but, on the other hand, companies concerned about the 
new ease by which a company may be committed to major 
obligations may want to consider an amendment to the 
articles that prohibits a single director executing documents 
and return to the pre-CA06 execution by two officers.  

Nor is there any need for financiers to amend the 
execution blocks in their standard form documentation.

Liquidators’ costs: s 1282 CA06 reverses the House of 
Lords’ decision in Re Leyland Daf (2004) inserting a new 
section 176ZA to the Insolvency Act 1986. This provides that, 
where the uncharged assets of a company in liquidation 
are insufficient to meet the expenses of the liquidation, 
the expenses (being all expenses properly incurred in the 
winding up of the company and including the remuneration 
of the liquidator) shall be paid from the proceeds of the 
floating charge assets in priority to the claims of the holders 
of the floating charge. S 176ZA Insolvency Act 1986 is 
supplemented by The Insolvency (Amendment) Rules 
2008 which amend rule 4.218 Insolvency Rules 1986 and 
provide that payment of the litigation expenses of the 
liquidator (being the costs and expenses properly incurred 
in relation to the preparation and conduct of legal 
proceedings the liquidator has power to bring) is subject 
to the approval of the floating charge creditor or the 
court. The new rules set out the procedure to be followed 
by the liquidator in submitting a request for payment. 

Whilst this change in the law governing the payment of 
liquidators’ costs is undoubtedly welcomed by insolvency 
practitioners it does mean there is a reduction in the value 
of realisations for the holders of floating charges from 
companies in liquidation. 

The next implementation date is 1 October 2008. The key 
provisions coming into force on that date include:

n The directors’ ‘conflict of interests’ duties: a duty 
to avoid conflicts, a duty not to accept benefits 
from third parties and a duty to notify interests in 
anticipated and existing transactions. Companies will 
need to consider any amendments they want to make 
to their articles of association to identify what conduct 
will amount to a prohibited conflict of interest and 
whether the remaining directors will have the power 
to authorise any breach of duty.

n The relaxation of the prohibition against the giving of 
financial assistance by private companies. Directors will 
still need to have regard to their duty to promote the 
success of their company, the impact of the transaction 
on the future solvency of the company and identify 
the commercial benefit in providing financial assistance 
in future. Board minutes will need to be carefully 
drafted to fully reflect these considerations.

n The extension of the CA 06 report and accounting 
provisions to LLPs.

n New trading disclosure requirements, specifying the 
information about the company to be displayed on 
which documents and at which locations.

Administration expenses: non-domestic rates
On 1 April 2008 The Non-Domestic Rating (Unoccupied 
Property) (England) Regulations 2008 (Regulations) 
came into force. The Regulations extend the exclusion 
from the obligation to pay rates in respect of unoccupied 

non-domestic rates to those premises where the owner (or 
lessee, being a person entitled to possession) is a company 
in administration pursuant to Schedule B1 Insolvency Act 
1986 or is subject to an administration order under the 
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New moral hazard powers

In April 2008 proposals for a number of changes to 
the ‘moral hazard’ provisions of the Pensions Act 2004 
were announced. The changes had immediate effect 
notwithstanding that the substantive regulations had not 
(and still have not) been published.

The Pensions Act 2004 gave powers to the Pensions 
Regulator to impose financial sanctions on companies (and 
connected or associated parties) where events or activities 
have had a materially detrimental impact on the company’s 
ability to meet its obligations under a final salary pension 
scheme or where a scheme is lacking adequate financial 
support. These powers include the power of the Pensions 
Regulator to issue contribution notices and financial 
support directions (the so-called ‘moral hazard’ powers). 

The key change announced in April is to remove the 
requirement for the Pensions Regulator to show an 
intention to avoid recovery of an employer debt or that 
the party acted to prevent a debt becoming due or to 
settle, compromise or reduce the debt “otherwise than 
in good faith” before being able to issue a contribution 
notice. The Pensions Regulator has also confirmed 
that it is possible for a contribution notice to be issued 
in respect of a series of acts rather than a single act 
aimed at avoiding an employer debt. This change has 
full retrospective effect, meaning that the Pensions 
Regulator can look back at a series of events as far as 
27 April 2004. In relation to financial support directions, 
the Pensions Regulator is now also able to consider the 
resources of the whole group of companies rather than 
just a single company within the employer group when 
deciding whether a scheme is ‘insufficiently resourced’. 

It is anticipated that these changes will lead to greater 
use of both the contribution notice and financial support 
sanctions. Transactions that may have occurred for good 
commercial reasons may now become vulnerable due to 
the ‘no fault’ element which has been introduced into the 
contribution notice regime. 

Revised clearance guidance

Companies concerned about transactions impacting 
adversely on their final salary pension schemes may apply 
to the Pensions Regulator for a clearance statement to the 
effect that the Pensions Regulator will not its use moral 
hazard powers in relation to the transaction. Although 
a voluntary process, guidance was published by the 
Pensions Regulator in 2005 outlining the events where it 
may be advisable to obtain clearance. 

This guidance was updated in March 2008 to reflect 
the experience of the Pensions Regulator since its first 
publication. In addition to changes to reflect the new 

employer debt provisions, the most notable change to 
the guidance is that there is no longer reference to Type 
B and C events; the Pensions Regulator only expects 
companies to consider seeking clearance in respect 
of Type A events (which was always the case, but the 
existence of Type B and C events in the original guidance 
led to a certain amount of confusion). 

Type A events are described as events that are ‘materially 
detrimental’ to the ability of the scheme to meet its pension 
liabilities. These may be either employer-related events or 
scheme-related events, but whereas scheme-related events 
will always be Type A events requiring clearance, employer-
related events will only be Type A events where there is 
a relevant deficit in the scheme. A materially detrimental 
event is one that weakens the employer covenant or 
one that has the effect of preventing the recovery of any 
employer debt owed to the scheme, compromising or 
reducing the debt. Any of these events (or a series of events 
which together may have such an effect) may lead to a 
contribution notice being issued. The guidance contains a 
non-exhaustive list of employer-related events, including a 
change in priority of creditors, a change in the employer 
group structure or change of control and business sales 
relating to the employer or employer group, particularly 
if the transaction is not at arm’s length or for a fair value. 
The other change to be aware of is that the relevant deficit 
is now the higher of the FRS 17 level, the PPF level of 
benefits, the scheme’s technical provisions if the scheme 
is subject to the new scheme specific funding regime or, if 
not, the scheme deficit calculated on an on-going basis. In 
certain circumstances, for example, if there are concerns 
about the employer or the scheme is in winding up, the 
deficit will be calculated on a buy-out basis.

The revised guidance makes it clear that, when employers 
and trustees have identified a possible Type A event, they 
need to consider possible mitigation, the level and type of 
which will depend on the nature and impact of the event 
and an assessment of the funding level of the scheme. 
Some indication of possible courses of action is set out in 
the guidance, including additional contributions of assets 
or cash, an improvement in the priority or security for the 
trustees, guarantees or insurance.

Whilst the application for clearance remains voluntary 
and, in the first instance, the responsibility of the 
employer, parties should consider the moral hazard risks 
they are exposed to in a Type A event where no clearance 
is obtained. It should also be remembered that past 
conduct may be a factor where the Pensions Regulator 
is considering using his powers in connection with a 
subsequent deterioration of the scheme, particularly 
now that a series of events can be taken into account in 
relation to contribution notices. 

The Pensions Regulator: new moral hazard powers and revised  
clearance guidance
Elizabeth Graham, Solicitor/ Professional Support Lawyer, Hammonds LLP Pensions team, Human Capital

former administration provisions. Premises will be treated 
as unoccupied if they are only being used for the storage 
of plant, machinery or equipment used when the premises 
were last in use.

The other change to note is that the exemption from 
the obligation to pay rates in respect of certain empty 
industrial properties has been reduced to periods of six 
months or less.
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The issue of whether personal guarantors had to pay 
under their guarantees arose recently before the Court 
of Appeal. IIG Capital Llc (IIG) were seeking to recover 
an unpaid loan from the director-shareholders of the 
borrower who had provided personal guarantees in 
respect of all moneys and liabilities owed to IIG by the 
company. IIG had demanded repayment of its loan and 
placed the company in administration. Shortly after 
demanding payment from the company, with the debt 
still outstanding, IIG made a demand for payment under 
the personal guarantees. The guarantees contained a 
number of familiar and widely used clauses that were 
considered crucial in determining the obligation of the 
guarantors to pay: 

n Liability of guarantors: The liability of the guarantors 
was expressed to be “as primary obligors and not 
merely as surety” to “unconditionally and irrevocably” 
guarantee “due and punctual payment of the 
Guaranteed Moneys” [being ‘all moneys and liabilities 
…due, owing, payable or expressed to be due, owing 
or payable…to’ IIG].

n Conclusive evidence: The guarantees contained the 
provision that a “certificate in writing signed by a 
duly authorised officer… of” IIG “stating the amount 
… due and payable by the Guarantor …shall, in the 
absence of manifest error, be conclusive and binding 
on the Guarantor…”

IIG claimed that demand for payment under the personal 
guarantees having been made, the guarantors had a 
primary liability to pay the moneys certified as due by the 
duly authorised officer. The guarantors were appealing 
against liability on the grounds that the instrument was 
of a secondary nature, a guarantee, rather than a primary 
obligation such as a demand bond. 

In determining the nature of the obligations under the 
guarantees, the judges held that it is necessary to consider 
the circumstances in which a guarantee is given, the 
identity of the parties and to conduct an “anxious scrutiny 
of the language of the clause … in order to ascertain 
whether the guarantee is secondary or primary”, rather 
than merely rely on any label given to it. In the opinion of 
the Court of Appeal there is a strong presumption against 
an instrument being a demand bond outside a banking 
context; a personal guarantee would require clear language 
in the operative clauses to rebut this presumption.

In construing the personal guarantees given in this case 
the Court of Appeal considered what the guarantors 
had agreed to do. Starting with the presumption that 
the instrument was not a demand bond, but looking 
at the documents as a whole and taking into account 
certain provisions suggestive of the instrument creating 
a secondary liability (the guarantees contained common 
terms relating to the preservation of the guarantee in the 
event of variation of the underlying facility, waivers in 
favour of the company and other events which at common 
law would release a guarantor), the Court of Appeal turned 

to the operative clause. This clause, they said, would need 
to be expressed in clear language to rebut the presumption 
that each guarantee was not a demand bond. 

The Court of Appeal held that the use of “primary 
obligor and not merely surety” in the guarantees and the 
undertaking to pay “on demand and unconditionally” 
all moneys and liabilities due, owing and payable or 
expressed as due and owing by IIG made it clear that the 
guarantors’ obligations were more than secondary.

The Court of Appeal also considered the effect of the 
‘conclusive evidence’ clause. Such a clause is intended 
to provide that, if notice of default is given stating the 
amount due, that notice is conclusive evidence that the 
guarantor’s liability to pay the amount stated has accrued. 
If validly given, these notices have been held to be 
binding on the guarantor in cases involving performance 
bonds. In the opinion of the Court of Appeal, the 
inclusion of the conclusive evidence clause in the personal 
guarantees was a clear indication that the guarantors 
had bound themselves as primary obligors to pay the 
amount stated in the certificate. The only challenges to 
the lender’s certificate would be a ‘manifest error’, which 
the Court of Appeal interpreted as meaning something 
obvious and clearly demonstrable and not applicable in 
this case, or a challenge to the authority of the person 
signing the certificate.

The Court of Appeal heard this application by the guarantors 
because the guarantees in issue contained “common terms” 
and consequently the decision would have “ramifications”. 
Financiers will be heartened by the judgment dismissing the 
guarantors’ appeal against their liability to pay the sums 
demanded. However, some key points should always be 
remembered in drafting personal guarantees:

1. The context of the guarantee is important. In this case 
the company run by two director-shareholders (the 
guarantors) was borrowing money for a business over 
which the director-shareholders had complete control.

2. There is a strong presumption against guarantees 
being demand bonds ie, primary obligations 
independent of the underlying contract. There must 
be clear and sufficient indications in the wording of 
the guarantee to displace the presumption. The court 
will construe the guarantee on its terms and not rely 
on any label the parties attach to it.

3. A conclusive evidence clause may not automatically 
turn a guarantee into a demand bond, but its inclusion 
in the instrument may support a rebuttal of the 
presumption against the instrument being a demand 
bond. In those circumstances, validly given and free 
from manifest error, the certificate is binding on the 
guarantor as to liability to pay and the amount due.

This is obviously good news for financiers and confirms 
the need for well-drafted security documents containing 
additional powers which make the enforcement 
considerably simpler and more cost effective.

Cases
Performance guarantees: conclusive evidence clauses

IIG Capital Llc v Van Der Merwe CA May 2008 



July 2008 / Corporate Strategy and Finance Insight

The issue of whether a contract of suretyship is a 
guarantee or an indemnity regularly appears before the 
courts. The distinction can impact on the enforceability of 
the contract and the nature of the liability of the obligor. 
The essential feature of a guarantee is that the liability of 
the guarantor is always ancillary to that of the principal 
debtor, who remains primarily liable to the creditor, and is 
co-extensive with the primary liability ie, there will be no 
liability under the guarantee if the underlying contract is 
void or unenforceable. An indemnity is a primary liability 
to the creditor which exists independently of the contract 
between the principal debtor and creditor. The formalities 
required for a guarantee are well known, having been laid 
down in section 4 Statute of Frauds 1677 (section 4): the 
contract must be in writing and signed by the guarantor. 
A contract of guarantee that does not comply with 
this ancient statutory provision is unenforceable by the 
creditor. This requirement does not apply to an indemnity. 
One common feature of both types of surety is that, as 
contracts, they each require consideration.

In the recent case of Pitt v Jones, a majority shareholder 
who had negotiated for the sale of his shares, gave an 
undertaking to the minority shareholders to pay for their 
shares in the event the purchaser failed to do so at a 
later date. In return for this undertaking, the minority 
shareholders agreed to the holding of a shareholders’ 
meeting at short notice to approve the transactions 
relating to the sale of the majority shares and entered into 
option agreements with the purchaser for the subsequent 
sale of their minority shareholding. The purchase of the 
minority shares did not take place and the claimants were 
seeking to enforce the undertaking for the payment of 
their shares.

The court had to consider:

1  Had the minority shareholders given any consideration 
for the undertaking to them?

2  Was the undertaking a guarantee or an indemnity?

3  Was the undertaking, which had not been given in 
writing, enforceable?

n Consideration

The claimants were successful in establishing that their 
agreement to hold the shareholders’ meeting at short 
notice and to enter into option agreements with the 
purchaser in order that the sale of the majority shares 
could be concluded was adequate consideration for 
the undertaking made by the majority shareholder, 
even though they were not consciously aware of what 
consideration they were giving for the promise they were 
accepting. The undertaking was a contractual agreement.

n Guarantee and indemnity

The determination of whether the undertaking 
was a guarantee or indemnity would be crucial to 
establishing the liability of the defendant pursuant to the 
undertaking. In the Court of Appeal’s analysis, the test 
for distinguishing between the two types of surety was to 
consider whether the promise to pay arose as an incident 
to the central object of the contract or transaction, in 
which event it would be an indemnity, or whether it was a 
central obligation of the contract or transaction, in which 
case it would be a guarantee.

It was held that the main object of the transaction 
was the sale of the majority shares. Whilst the majority 
shareholder had negotiated the option agreements for 
the minority shares, he had no interest and derived no 
benefit from them as they were only incidental to the 
performance of his own contract and not part of the 
main transaction, nor were the two sales part of the same 
larger transaction. On this basis, the undertaking to the 
minority shareholders was incidental to the main contract 
and properly classified as a guarantee.

n Enforceability of guarantee

As a guarantee, the undertaking would have to comply 
with the requirement under section 4 that it be in writing 
and signed by or on the authority of the obligor for it 
to be enforceable. The undertaking to pay the minority 
shareholders for their shares had only been made orally 
and was therefore unenforceable by them.

The minority shareholders were unfortunate in this case. 
Their request for the undertaking to be given in writing 
had been rejected. Section 4 may be an old piece of 
legislation, but it is still a very important provision.

The Pitts v Jones test of the connection between the main 
transaction and the promise of surety has been very recently 
followed in Associated British Ports v Ferryways NV ([2008] 
EWHC 1265 (Comm)) where it was held that a promisor’s 
financial interest in the subject matter of the underlying 
agreement was not a real interest in the subject matter of 
the underlying agreement and therefore was not enough to 
make the promise an indemnity rather than a guarantee. 

There are many protections in the law for guarantors 
which obligors may seek to benefit from when a claim 
under a guarantee is made against them. These cases 
show that, whilst an indemnity can be created without 
some of the formalities required of guarantees and may 
survive independently of the underlying agreement, there 
are still significant issues to address in establishing that an 
indemnity has been given. Any party wishing to rely on a 
guarantee or indemnity must take care to ensure that the 
appropriate requirements for each have been met.

Guarantee or indemnity? 
Pitt v Jones [2007] EWCA Civ 1301

Prescribed part and security holders
One of the significant changes to distributions in 
insolvency made by the Enterprise Act 2002 was the 
abolition of the preferential status of debts owed to the 
Crown and the introduction of a provision for the creation 

of a ‘ring-fenced fund’ (also known as the “prescribed 
part”, an amount currently capped at £600,000) from the 
proceeds of floating charges created after 15 September 
2003 to be applied in distribution to unsecured creditors. 



Section 176A Insolvency Act 1986, which provides for 
the prescribed part, does not define who are unsecured 
creditors for the purpose of claims against the fund. 
For secured creditors the question has been whether 
they could have recourse to the prescribed part to meet 
any shortfall in the realisations from their security. This 
question recently came before the courts in two separate 
cases, one concerning a creditor secured under a fixed 
charge and the other a creditor secured under a floating 
charge.

In the matter of Permacell Finesse  
(in liquidation) unreported November 2007 

In this case the liquidators were seeking directions whether 
the holder of a floating charge could participate in the 
prescribed part in respect of the shortfall under its security.

In the matter of Airbase Services (UK) Limited 
and In the matter of Airbase International 
Services Limited [2008] EWHC 124 (Ch)

In this application by administrators as to whether a 
secured creditor could participate in the prescribed part by 
claiming as an unsecured creditor, the court was also asked 
to consider whether the shortfalls being under a fixed 
charge would entitle the security holder to participate.

The argument put forward by the secured creditors in 
each case was that a shortfall in security has always been 

treated as an unsecured debt and, therefore, they were 
unsecured creditors to the extent of their outstanding 
debts and entitled to share in the prescribed part. 

n Unsecured creditor: In both cases however the 
judges found that the correct interpretation of 
unsecured creditor is that given in section 248 
Insolvency Act 1986 being a creditor who does not 
hold security over the property of the company in 
respect of his debt. The emphasis is on the identity of 
the creditor not the nature of the debt. The reference 
to unsecured creditors in section 176A Insolvency Act 
1986 is, therefore, to those creditors with no security 
for any part of their debts.

n Purpose of the prescribed part: The other reason 
the judges gave for excluding the secured creditors’ 
shortfall from the prescribed part was that to do so 
would be contrary to the purpose of section 176A 
Insolvency Act 1986. It was also held that both fixed 
charge and floating charge holders were equally 
excluded from participating in the prescribed part, 
unless or until all unsecured creditors had first been 
paid in full. 

The reasoning on both cases, which did not have 
reference to each other, is consistent and the conclusions 
are the same. As it is not thought that these decisions 
will be appealed, it now appears conclusive that secured 
creditors cannot participate in the prescribed part.
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