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Introduction

From the perspective of a sole practitionerora group of partners membersof a solicitorsO
firm, there will be differing viewsasto the seriousnessof financial difficultiesfaced by
solicitorsOpractices. Some willregard it asthe naturalebb and flow of the businesscycle
and that a determination to continue asbefore will see the firm through the dip. Others
may appreciate that thingscannot continue asthey are, and that change isneeded.
Whatever view istaken, solicitorsOpracticestrade against a background of financial
benchmarksand restraints. Asa firm@&financial postion deteriorates, the need to be
aware of potential and actualinsolvency and itsimplicationsbecomesacute.

One of the waysin which to measure the financial performance of a firm isto look at the
question of whetherornotitisinsolvent, or likely to become insolvent. The existence of

such circumstanceswillbecome the point at which detailed consideration will need to
be given to the provisionsof the Insolvency Act 1986 and their effect on the firm.

Whatisinsolvency?

Corporate

In the case of a company Section 122(1)(f)of the Insolvency Act 1986 detailsone of the
groundsunderwhich a company may be wound up by the court.

qaf the company isunable to pay itsdebtsQ
The inability to pay debtsisdefined in Section 123(1) and includesthe following:-
(a) anunsatisfied statutory demand for £750 or more;
(b) anunsatisfied execution

(c) ifitisproved to the satisfaction of the court thatthe company is
unable to payitsdebtsasthey falldue

Section 123 (2)
A\ company isalso unable to pay itsdebtsif it isproved to the satisfaction
of the court that the value of the company@assetsislessthan the
amount of itsliabilities, taking into account contingent and prospective
liabilitie sQ

Personal
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In personal insolvency, the groundson which a creditorsOpetition may be presented
include at Section 267(2)(c)

Qhe debt, oreach of the debts,isa debt which the debtorappearseither
to be unable to pay orto have no reasonable prospect of being able to
payQ

Inability to pay isdefined in Section 268(1)

(a) asan unsatisfied statutory demand
(b) an unsatisfied execution

Section 271 providesthat the court shallnot make a bankruptcy order unlessit is satisfied
that the debt E
(a) hasneitherbeen paid norsecured norcompounded foror

(b) itisa debt which the debtorhasno reasonable prospect of being able to
pay when it fallsdue.

These testsare often referred to asthe GCashOand GassetOtestsof insolvency.

Understanding what isinsolvency willbe important when determining whether or not the
claw-back provisionswillapply.

Identifying insolvency in practice

Thisusually manifestsitself in

1. A deterioration in cash-flow

2. Correspondence from the bank/lendersconcerning overdraftsand loans
3. A demand for further security from lenders

4. Requestsforthe provison of guarantees

5. Revised valuation of property assetsheld by the firm

6. Demandsfrom HMRC

7. The negotiation of instalment paymentswith HMRC

8. Increase in the average numberof daysbefore payment of debtsdue to the firm
9. Increased professonalindemnity premiums

10. Sgnificant reduction in fee income

11. Reduction in numberof new mattersbeing opened

12. Looming retirement/cessation and run-off cover
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In considering insolvency, regard must be had to both contingent and prospective
liabilities. Thisincludestaking into account liability underleasesforboth property and
other assets.

Consideration should be given to professonal indemnity run off coverin the event that
the practice were to cease trading in the absence of a successor practice taking over.
Depending on the policy, the practitioner/partners memberswillremain personally liable
forboth the run off premium and any excessdue underthe policy. These are contingent
claimswhich must be taken into account when considering the question of insolvency.

Different structures of law firms

1. Sole practitioner.
2. Partnership.

3. LLP.

4, Limited Company.

Procedures applicable to each structure

Sole Practitioner

In the case of a sole practitioner, he or she willbe the principal and the person primarily
liable in respect of the obligationsof the firm. In realtermsthere isno distinction
between the personal private postion of the practitioner and that of the firm&finances.
The optionsavailable to a sole practitionerin financial difficultiescan be summarised as
follows:-

1. Informal arrangement.

Asfinancial problemsbegin to mount and the pressure from creditorsincreases, the
temptation isto deal with the creditorsthat shall shout the loudest. In such
circumstances, itisoften possble to obtain a substantial discount on the original debt in
return for early payment. From the creditorsOperspective, thismeansgetting some of
their money back ahead of other creditors. From the individual® point of view, it seems
like a good idea too.

Such a strategy can work in circumstanceswhere there are a relatively smallnumber of
creditorswho are prepared to dealon thisbasisand there are readily available
resourcesto discharge all liabilitiesin full. The reality isoften very different in that there is
a finite amount of resourcesavailable to settle creditorsOclaimsand whilst some creditors
are willing to do deals, there remain a stubborn few who insist on payment in full.

The majorrisk in trying to reach an informal settlement isthat the debtor runsout of
money with which to reach agreementswith creditors, and some creditorsdo not
cooperate/participate. It only takesone creditorwho remainsunpaid to present a
bankruptcy petition to defeat the objective of the informal arrangement. Thismay be
because, inadvertently, they were left out.
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In addition to the practicalrisk being unable to bind in all creditors, there isalso the risk
that paymentsmade asa result of such negotiationscould potentially be attacked as
preferencesunderthe provisonsof the Insolvency Act 1986.

Asa generalrule, preferenceswillonly usually be open to attack where they are made
to an associate within a relevant time period. Where a third party creditor places
genuine commercial pressure on a debtorto pay, then the necessary intention/desire to
place that creditorin a better position than they would otherwise be in bankruptcy is
usually not present. The difficultieswith an informalarrangement arise where the creditor
hasnot made any demand forpayment orapplied any commercial pressure. On the
contrary the pressure to reach an agreement emanatesfrom the debtor. Even if the
debtor@course of action in paying a third party creditorin such circumstancesdoesnot
congtitute a preference, it may wellbe groundsfor otheraction against the debtor, ie
the making of a bankruptcy restriction order.

Astempting asan informalarrangement might first appear, it isoften a case of the
debtortrying to perform the functionsof a Trustee in Bankruptcy without the requisite skills
orknowledge. Save in a few cases, informalarrangementsshould be treated with
caution.

2. Individual voluntary arrangement.

An individual voluntary arrangement isa contract between the debtorand hisor her
creditorsto eitherusually pay income and/orassetsto creditorsunderthe termsof the
arrangement fora defined period.

It can be entered into eitherbefore oraftera bankruptcy orderhasbeen made. It can
be linked with an interim orderapplication which providesa moratorium against creditor
action whilst the proposalispresented to creditorsfor their consideration.

The termsof the arrangement must contain certain key information but otherwise can
contain a wide variety of proposals, subject to ensuring that such proposalsare
proposalsin respect of which the nominee iswilling to act.

Consideration of the proposal willtake place at a meeting of creditorsat which 75%in
value voting eitherin person orby proxy must vote in favour of the arrangement for it to
be approved. The votesof secured creditors, ie banksetc willnot be counted for the
purposesof determining the requisite majority.

The effect of the arrangement, ifitisapproved, isthat it will bind all creditorsirrespective
of whetherornot they had received notice of the meeting, provided that they were
entitled to vote. Thisprovision in particular avoidsthe difficult scenario of having missed
a creditorwho laterthreatensbankruptcy proceedings.

If the arrangementisapproved, then the nominee, who willbe a licensed insolvency
practitioner, willbecome supervisor of the arrangement. The assetsbelonging to the
debtorwill not vestin the supervisorasin the case of bankruptcy. If a bankruptcy order
haspreviousy been made, then following the approval of the voluntary arrangement,
the bankruptcy order willbe annulled.

For solicitorsin practice, the regulatory considerations, in the case of an individual
voluntary arrangement, are lessonerousthan in bankruptcy but may lead to conditions
being imposed in relation to their practising certificate.

3. Bankruptcy
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The bankruptcy processisusually preceded by a seriesof warningswhich should have
been a trigger forthe debtorto seek help concering their financial affairs. In addition
to the usualcorrespondence threatening bankruptcy, in some instances, creditorswill

serve a statutory demand. Fnally, a bankruptcy petition willbe issued.

Once a bankruptcy petition hasbeen issued, the insolvency processhasin effect
already started. Where a subsequent bankruptcy orderismade, any dispositions of
property by the debtorfollowing the presentation of the petition are void except as
approved by the Court. Thiscan have seriousimplicationsfor the running of a solicitor®
practice.

Following presentation of a petition, entriesare made at the Land ChargesRegistry and
may be made over property owned by the debtorat HM Land Registry.

The effect of bankruptcy orderisto suspend a solicitor@ practicing certificate
automatically. It may be possible to have the suspension of the practicing certificate
avoided by applying in advance of the bankruptcy orderbeing made. In such
circumstances, the practising certificate may remain in force subject to conditionsbeing
attached.

Examplesof such conditionsare asfollows:-

- a restriction on employment, ie who the solicitor may work for during
bankruptcy.

- the provision of more frequent accountantsOreports, ie 6 monthly.

-conditionsrelating to the operation of client account.

-conditionsappropriate to the circumstancesof the individual case.
The making of a bankruptcy order may also lead to intervention.

The effect of a bankruptcy orderisthat all assetsbelonging to the individual will vest in
the Official Receiver/Trustee in Bankruptcy. Bank accountswillbe frozen, which will also
prevent accessto any fundsheld in bank orbuilding society accountsbeing used to
discharge the bankruptcy debts.

Bankruptcy also imposesrestrictionswhich affect matterssuch asobtaining credit and
trading.

A bankruptcy order will also prevent creditorsfrom taking separate action by meansof
charging ordersand/orexecution. Where a debtorisexperiencing financial difficulties
and a creditorhascommenced proceedingsfora charging order, advice should be
sought immmediately asto how such an application should be dealt with.

A sole practitioner facing financial difficultiesshould consider the possbility of
merger/amalgamation with another practice in orderto avoid intervention.
Interventionscostsare recoverable from the solicitor/the fiim @& assets.

By merging/amalgamating with another practice, it ispossible in certain circumstances
forthe solicitorto continue in practice by being employed in a new entity subject to
conditionsbeing imposed on hisor her practising certificate.

Bankruptcy will not automatically terminate contractsof employment, however, in the
event that the practice ceasesto trade, the employeeswillusually be made redundant.
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Partnership s

Despite the rise of the LLP, there are stil many firmswhich practice underthe traditional
form of a partnership structure. Partnersshould be aware of the financial position of the
partnership and itscontinued trading. Where a partnerreasonably ought to conclude
that there isno prospect of the partnership avoiding insolvency, then there isa risk to the
partnersof wrongful trading if trading continues. Whilst the partnersare in any event
liable forthe debtsof the partnership, they must take stepswith a view to minimising any
potential lossto creditorsonce faced with insolvency.

When partnershipsget into financial difficulties, the optionsavailable to them include:

1. Partnership voluntary arrangement (with or without interlinked IVA®).
2. Partnership administration order.

3. Liquidation asan unregistered company.

1. Partnership Voluntary Arrangement

Itisnow possble fora partnership to put in place a voluntary arrangement smilarto a
company voluntary arrangement. A partnership voluntary arrangement willdeal with
the debtsof the partnership including joint debtsforwhich the partnersare personally
liable. It willnot howevercoverindividual personal creditors of the partners. Forthis
reason, when considering putting forward a proposal fora partnership voluntary
arrangement, regard must be had to the individual financial circumstancesof each
partner separately. Depending on the circumstances, it may be necessary to also have
linked individual voluntary arrangementsin addition to a partnership voluntary
arrangement.

The procedure fora partnership voluntary arrangement issimilar to that of a company
voluntary arrangement.

The main creditorsthat willbe asked to consider whetherornot to approve a partnership
voluntary arrangement willbe the bank and HMRC in most cases. A partnership
voluntary arrangement can be used asa structure to effect a sale of the practice.

2. Partnership Administration Order

Partnershipsmay now seek the protection of an administration order. The procedure for
obtaining a partnership administration order closely followsthat which appliesto
companies.

3. Liquidation

The position of a partnership isthat, whilst it isnot a separate legal entity, it willbe wound
up asan unregistered company.

A creditor hasthe option of pursuing any of the following:-

(a) The winding up of the partnership asan unregistered company without
any insolvency proceedingsagainst the fim@members;
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(b) The winding up of the partnership asan unregistered company,

together with the bankruptcy orliquidation of one of more of the firm@&
members;

(c) The bankruptcy orliquidation of any one or more of the membersof the
partnership without formal proceedingsagainst the partnership itself.

A partnership will often be made up of severalindividual partners, whose financial
position willbe separate from that of the firm, but nevertheless, must be taken into

account when looking at the overall picture. Partnershipsare governed by the Insolvent
Partnerships Order 1994.

9 Julian Dobson Solicito®2010 ©



Limited Liability Partnerships BLLPOs

These originally came into existence in April 2001. They quickly became popular with
solicitorsasa vehicle through which to practice. They are principally governed by the
Limited Liability Partnerships Act 2000 (LLPA 2000).

They require two ormore personswho agree to be associated forthe purpose of
carrying on busnesswith a view to profit in orderto establish an LLP. It isessentially a
corporate vehicle, which comesinto existence following incorporation at Companies
House. Amongstitsmembersthere willbe designated memberswho willbe responsible
forcompliance with statutory duties. The minimum number of designated members
required istwo.

Mutualrightsand obligationsbetween the memberswillbe governed by an agreement
and, in the absence of agreement on any matter, by regulation under the LLPA 2000.
The LLP hasan unlimited capacity and every memberisthe agent of the partnership. An
LLPwillnot be bound by the act of a memberwhen dealing with a third party if the
memberdid not have authority and the third panty wasaware of that lack of such
authority or did not know or believe them to be a member of the partnership.

Whilst LLP@G have become popularforlarger firms, smaller partnershipshave not been
able to avoid the giving of personal guaranteesin orderto convertto an LLP and, in
many cases, the principaladvantage of LLP statushasbeen lost asa result.

One of the advantagesof an LLPisthat bankscan now take security in the form of a
debenture overbusnessassets. However, the effectivenessof such debenturesis, in
practical terms, often limited. One of the reasonsfor thisisthat only solicitorscan
practice assuch and unlessthe businessisdisposed of imnmediately following an
appointment, ie by meansof a pre-pack, the value of the businessand assetswill be lost
if the practice isunable to trade.

In the case of outstanding work in progressand book debts, clientswho are forced to
transferto another firm of solicitorswill counter-claim forthe additional coststhat they
have incurred effectively meaning that it will be extremely difficult to recoverthe value
of the outstanding work in progresssbook debtsin such circumstances. Where an
administration isputin place in orderto allow continued trading of the practice, the
administrator must also be qualified asa solicitor.

1. Voluntary arrangement

An LLP may propose a voluntary arrangement. The designated membersput forward a
proposal on behalf of the LLP, which willhave agreed to the proposalforthe VA in
accordance with itsdecision-making procedures.

Unlike a corporate voluntary arrangement, there isno requirement to hold a meeting of
members/shareholdersand, therefore, there isonly a meeting of creditorsneeded to be
held to considerthe proposalfora voluntary arrangement. Any modificationsthat are
put forward at the creditorsOmeeting must also be agreed by the LLPasa whole.

2. Administration
An LLP may apply foran administration orderto be made in respect of it. Presentation of

a petition foran administration order will prevent the making of a winding up order the
administration pending petition being heard.
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The administration processcan be used asa gateway in orderto provide time in which
either the practice may propose a voluntary arrangement and/ora disposal of the firm
asa going concern. An administrator may continue to trade the practice if qualified as
a solicitor. Alternatively, the administrator may propose a pre-pack arrangement
whereby a sale of the practice isagreed to be entered into smultaneouswith the LLP
being placed into administration.

The administration procedure will provide a moratorium which will protect the firm
against the actionsof creditorspending the proposal of a VA and/ora sale of the fim@&
business.

3. Liquidation

An LLPmay be placed into compulsory orvoluntary liquidation. In such casesthe past
and present membersare liable to contribute to the assetsof the LLP to such extent as
had previously been agreed. Inthe case of a past member, the liabilty isdependent
upon hisagreement to continue contributing afterceasing to be a member, which will
be determined by the termsof the LLP agreement.

4. Voluntary winding up

Thiscan be commenced by the determination of the LLP that it willbe wound up
voluntarily. A copy of the decison must have been forwarded to the Registrar of
Companieswithin 15 daysof being made. Any transfer of property to membersafterthe
company hasgone into voluntary liquidation isvoid.

Itispossible to have a membersvoluntary winding up, provided that a declaration of
solvency ismade by the designated members.

In any situation, otherthan a solvent membersvoluntary liquidation, membersof the LLP
will lose their capital.

5. Compulsory liguidation

LLP@may be wound up by the court, asin the case of a limited liability company. The
most usual ground willbe an inability to pay debts, forwhich the test isthe same asin
corporate insolvency. In compulsory liquidation the membersof the LLP take the place
of the general meeting of the company.

Provisionsrelating to misfeasance, misappropriation, fraudulent and wrongful trading
apply to the membersof an LLPwho may be required to contribute to the assetsof the
LLPon such termsasthe court may order.

Claw -back provisions

The Limited Liability Partnerships Regulations 2001 created an additional provision
enabling the court to ordermembersof an LLP to make contributionsto the assets
available for creditors, now contained in Section 214A (see appendix 1). It appliesto any
memberofan LLP who withdrew property from the LLP for hisown benefit during the two
yearspriorto the commencement of the winding up, whetherin the form of a share of
profits, salary, repayment of interest on a loan to an LLP or any other withdrawal of
property.
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In order for the provision to be effective the liquidator must establish, to the count®
satisfaction, that at the time of the withdrawal the member knew orhad reasonable
groundsfor believing that the LLPwasunable to pay itsdebtsasthey felldue orwas
insolvent on a balance sheet basis, orwould become insolvent asa result of the
member@withdrawal, either taken by himself ortogether with all other
contemporaneouswithdrawalsby othermembers, ortogether with withdrawalsin
contemplation when that withdrawalwasmade.

An orderwillnot be made if the court issatisfied that after the relevant withdrawal there
wasa reasonable prospect that the LLPwould avoid going into insolvent liquidation.

Because of the claw-back provisionsit isimportant to ensure that allocation of profitsby
meansof drawingsor othermethodsare clearly recorded and put into effect. The risk is
that in the case of holding accountscontaining fundssuch astaxreserves, those reserves
on liquidation may be deemed not to have been properly allocated and may be
vulnerable to being claimed aspart of the general assetsof the LLP in liquidation. The
claw-back provisionsare for LLPGthe equivalent of unlawful dividend claims.

Liquidatorsmay also attack transactionsat an undervalue, preferencesand credit
transactions, asin the case of a normalliquidation. The claw-back provisionscontained
in section 214A of the Insolvency Act 1986 (see Appendix 1) are in addition to the
wrongfuland fraudulent trading provisonscontained in sections213 and 214 of the
Insolvency Act 1986.

Limited Company

1. Liquidation
2. Company Voluntary Arrangement
3. Administration

Regulatory considerations

Under the SolicitorsOCode of Conduct 2007 (asamended), Rule 20.05 (2)(b), a solicitor
must notify the SolicitorsORegulatory Authority (OperationsUnit) of the date on which the
practice closes.

Solicitors Regulation Authority Guidance setsout the implicationsof the making of a
bankruptcy order asfollows.

Bankruptcy

¥ Inthe event of bankruptcy, a solicitor@practising certificate willbe automatically
suspended.

¥ The solicitor must inform the SRA of the making of the bankruptcy order.

¥ ltispossble to apply to the SRA for suspension following the making of a
bankruptcy orderto be lifted in advance of the bankruptcy orderbeing made.

¥ The SRA willusually impose conditionsrestricting practise to employmentin an
approved firm.

¥ The SRA canintervene in a practice following bankruptcy.
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¥ The costsof intervention willbe payable by the bankrupt.
¥ Where faced with bankruptcy, consideration should be given to alternative

arrangementssuch asclosing down ordisposing of the practice or
amalgamating with another firm.

Individual voluntary arrangements/ partnership voluntary arrangements

¥ Anindividual voluntary arrangement or partnership voluntary arrangement will
not suspend a solicitor@ practising certificate.

¥ Obligation to inform SRA of eitheran IVA or PVA.

¥ SRA mayimpose conditionson a solicitor@ practising certificate.

¥ Likely conditionsinclude limiting employment to specified partnership.

¥ Requirementto delivermore frequent accountsmay be imposed.

¥ An IVA or PVA islikely to involve the disclosure of confidential information to the
supervisor. The SRA guidance imposesan obligation to ensure that the supervisor

isthe practising solicitor.

¥ Htheran IVA or PVA can be groundsforintervention.

Administrator, administrative receiver or liquidator

The SRA guidance requiresthat, where a practice continuesany of the above
officeholdersshould also be qualified asa solicitor.

There isalso an obligation to inform insurersCrequirement to inform SRA immediately.
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APPENDIX 1

Solicitors Regulation Authority Practising Regulations 2009
(asamended 1st July 2009)

(Regulation 3 DApplication following certain events

3.1 Regulation 3 applied (Subjectto 3.3 below) to an initial application fora
practising certificate, an application forreplacement of a practising
certificate, an initial application for registration in the register of European
lawyersand an application forrenewal of registration in the register of
European lawyers, in any of the following circumstances.

(a) The applicanthasbeen:EEEEEEEEE

(k) The applicantisan undischarged bankrupt.

(i) hasbeen adjudged bankrupt and discharged;

(ii) hasentered into an individual voluntary arrangement or a
partnership voluntary arrangement under the Insolvency Act
1986;

(iii) hasbeen a managerofa recognised body which hasentered

into a voluntary arrangement under the Insolvency Act 1986;

(iv) hasbeen a directorof a company ora memberofan LLP
which hasbeen the subject of a winding up order, an
administration order oradministrative receivership; or has
entered into a voluntary arrangement under the Insolvency
Act 1986; orhasbeen voluntarily wound up in circumstancesof

3.2 If regulation 3 applies
(a) an application forreplacement of a practising certificate or for
renewal of registration in the register of European lawyersmust be
commenced at least sx weeksbefore the replacement or renewal
date; and
(b) the SRA:
(i) hasno discretion underregulation 3 to grant the
application if the applicant doesnot meet the
conditionsin regulation 2.2 (a) to (c) or 2.3 (a)(i) to (vi);

(ii) hasdiscretion to impose a condition or conditionsin
accordance with regulation 6; and

(iii) hasdiscretion to refuse the application.
3.3 The provisonsof 3.1 and 3.2 above are subject to the following exceptions.

(a) Regulation 3doesnot apply by virtue of 3.1(a), (b), (c), (d)(i), (e), (j),
(K), (m)(i), (n), (0), (p), (a), (r) or(s) if the applicant haspreviously
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applied forand obtained a practising certificate orregistration,
provided that:

(i) the applicant@practising certificate orregistration isnot
subjectto a condition relating to any of those provisions;

(ii) the SRA(or previously the Law Society) wasaware, when
granting the application, of all the relevant facts, and

(iii) no new circumstanceshave arisen which would bring the

(Regulation 14 BInformation requirements

141 In addition to any requirementsunder section 84 of the SolicitorsAct 1974 or any
otherrulesapplication by virtue of that Act, a solicitor, registered European
lawyerorregistered foreign lawyer must inform the SRA within 14 daysif he or she:

(a) iscommitted to prison in civil or criminal proceedings;

(b) ischarged with orconvicted of an indictable offence;

(c) ismade the subject of bankruptcy proceedings;

(d) makesa proposalforan individual voluntary arrangement orisa

manager of a firm which makesa proposalfora company voluntary
arrangement ora partnership voluntary arrangement under the
Insolvency Act 1986;

(e) isadmitted as:

(i) a memberofa legal profession of a jurisdiction other than
England and Wales;

(ii) a lawyer of England and Walesotherthan a solicitor;
f ismade subjectto disciplinary proceedingsas:
(i) a memberofa legal profession of a jurisdiction other than

England or Wales; or
(ii) a lawyer of England and Walesotherthan a solicitor;

(9) becomesa managerof oracquiresan ownership interest in a firm which
isa recognised body oran authorised non-SRA firm;

(h) setsup a sole practice as:

(i) a memberofa legal profession of a jurisdiction other than
England and Wales; or

(ii) a lawyer of England and Walesotherthan a solicitor.
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14.2 A solicitor, registered European lawyer orregistered foreign lawyerwho ceasesto
practice must inform the SRA within 14 daysand supply the SRA with a contact
address.O
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Solicitors Regulation Authority Guidance

Ohere are particular considerationsto bearin mind if you personally, or your firm, are
insolvent.

Bankruptcy orders

¥ Ifyou are declared bankrupt, your practising certificate willautomatically be
suspended by virtue of Section 15(1) of the Solicitors Act 1974.

¥  You must inform the SRA of the bankruptcy orderin accordance with Rule
20.03(2)(b) of the Code. You can apply to the SRA forthe suspension to be lifted
in advance of the bankruptcy orderbeing made. However, the SRA will usually
impose a condition restricting you to practice in employment approved by the
SRA.

¥ The SRA can intervene into your practice asa result of your bankruptcy. If this
happens, the costsof intervention willbe payable by you. To avoid this, if
bankruptcy isa possbility, you should consider what arrangementscan be made
to avoid an intervention, such as

I closing down ordisposing of your practice before the bankruptcy
order(s) ismade; or

I amalgamating with another firm.

Forinformation on interventionsand conditionson your practising certificate generally,
see www.sra.org.uk/solicitors/enforcement.page.

Individual voluntary arrangements and partnership voluntary arrangements

An individual voluntary arrangement (QVAQ or a partnership voluntary arrangement
(CPVAQ doesnot suspend your practising certificate. The position isotherwise similar to
bankruptcy, in that:

¥ You mustinform the SRA of the IVA or PVA in accordance with rule 20.03(2)(b) of
the Code.

¥ The SRA may impose conditionson your practising certificate. These commonly
limit you to practising in approved employment or partnership, or require you to
deliver more frequent accountantsOreports. If the IVA or PVA islikely to involve
the disclosure of confidential information to the supervisor, you should ensure that
the supervisorisa practising solicitor.

¥ Entering into an IVA ora PVA isa ground forintervention. However, thisisunlikely
if there isno evidence of any risk to clientsOmoney or the interestsof the public or
the profession.

Appointment of administrator, administrative receiver or liquidator

To ensure that your dutiesto your clientscontinue to be met, (forexample, in respect of
confidentiality and independence), itisimportant to ensure that any appointment of an
insolvency practitioner, whetherasadministrative receiver, administrator or liguidator, isa
solicitor. Thismay not be necessary in the case of a pre-pack administration sale, which
isunlikely to involve the disclosure of confidential information. You willneed to continue
to hold a practising certificate.

17 Julian Dobson Solicito®2010 ©



You must inform the SRA following such an appointment, and should also inform your
insurersQ

Csuspension of your practising certificate or registration

Your practising certificate orregistration (asan ERL) willbe suspended automatically if

¥ youare adjudged bankrupt;

¥ the SolicitorsDisciplinary Tribunal (SDT) suspendsyou; or

¥ we have intervened in your practice, due to Qeasonsto suspect dishonestyQ
breachesofthe account rules, the Code of Conduct, investment businessrules,
oryourcommittal to prison.

How it affectsyou

if you practising certificate orregistration issuspended, you are prohibited from practising
asa solicitor or REL.

if thisisbecause you are bankrupt, orwe have intervened in your practice, you can
apply to usto have the suspension lifted.

Unlessthey have written permission from us, no otherrecognised sole practitioneror
recognised body can employ orremunerate you if you have been

¥ suspended by the SDT, or

¥ yourpractising certificate orregistration hasbeen suspended because you are
an undischarged bankrupt.

Employment or remuneration

A recognised sole practitionerorrecognised body isprohibited from employing or
remunerating you if you are

¥ a struck off orsuspended solicitor, or

¥ anun-discharged bankrupt with a suspended cettificate.

However, they may employ you if they have our written permission. A prospective
employercan apply to usfor permission to employ you.O

(Bankruptcy
What you need to know

If you are entering into bankruptcy, your practising certificate willbe suspended (unless
you have successfully applied in advance to lift the suspension). You cannot then
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practise or hold yourself out asa solicitor orregistered European lawyer (REL) or
registered foreign lawyer (RFL).

If you are a solicitor or RFL, you can apply forthe suspension of your practising certificate
orregistration to be lifted priorto being made bankrupt. If you are already bankrupt,
you can apply forthe suspension to be lifted provided the replacement date foryour
practising certificate orregistration hasnot passed.

There are stepsyou must take to protect your clientsbefore your bankruptcy.

If you are unable to make properarangementsto protect your clientsOinterests, we may
need to intervene in your practice Bthisisa last resort.

During bankruptcy, you cannot handle client account. You can ask another solicitor or
registered European lawyer (REL) to assist you by authorising withdrawalsand transfers.
Client account doesnot form part of your estate in bankruptcy, and doesnot passto the
trustee.

Stepsyou must take
In allcases, you must
¥ stop practising until the suspension islifted, and
¥ inform usof yourbankruptcy immediately.
If you are a manager, you must also
¥ tellyourpartners, directorsormembers, and
¥ make arrangementsto step down asa manager.
If you are a recognised sole practitioner, you could
¥ arrange forclientsto go to another firm,
¥ merge with another firm and apply for permission to work there, or
¥ dispose of yourfirm and go to work elseswhere.
If you are an assistant you must tell youremployers.
How to apply for suspension to be lifted

To apply forthe suspension of your practising certificate orregistration to be lifted, write
to usoremail us.

Please telluswhat your plansare for afteryou are bankrupt, so we can take these into
account.

What we willdo when you apply
We willdeal with yourapplication asquickly aspossble.
Itisprobable that we will lift the suspension but impose conditionson how you practise.

Conditionsare likely to require you to work
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¥ asan assstant ora consult,
¥ foranapproved employer, and
¥ without handling client money.

Asa bankrupt, you are unlikely to be allowed to become a recognised sole practitioner,
ownerormanagerofa recognised body.

You can appeala decision to refuse to terminate the suspension orany conditions
imposed.

Appealing a decision
If you disagree with the decision you can either
¥ lodge an appealwith uswithin 28 daysof the decison@date, or
¥ appealto the High Court.
Yourappeal must fully state the reasonsforyourdisagreement with ourdecision.
if you appealto us,you canlodge yourappeal by emailing usorwriting to us.
What can happen on appeal
We can vary the first instance decision.
The decision on appeal might improve orworsen the outcome from your point of view.
Involuntary individual arrangement (IVA) Bbwhat you need to do
If you enterinto an IVA, your practising certificate orregistration willnot be suspended.

If you are considering entering into an IVA, orhave done so, you should notify us,
explaining when you are likely to enter into the IVA/PVA.

What we will do

We willconsider whether to impose conditionson how you may practise once you enter
into an IVA/PVA.

Conditionsmay involve you being able to work
¥ asan assistant,
¥ asa consultant,
¥ asa managerofsomewhere we have approved,
¥ while having to deliveraccountant@reportstwice a year,
¥ with restrictionson handling clientsOmoney.

How to notify usyou are entering an IVA
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You must notify usby writing to us.

If you are currently working asa solicitor, RELor RALtelluswhat your plansare, aswe can
take them into account.

Send usa copy of your VA/PVA when you have it.

Once you have notified us, we willconsider whetherto impose conditionsin respect of
your practising certificate or registration.O
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The Solicitors Code of Conduct 2007 (asamended) containsthe following:-

(0.05 Duty to co-operate with the Solicitors Regulation Authority and the Legal
Complaints Service.

(D) You must deal with the Solicitors Regulation Authority and the Legal Complaints
Service un an open, prompt and co-operative way.

(2) You must:

(a)

(b)

provide the Solicitors Regulation Authority with information necessary in
orderto issue you with a practising certificate, ordeal with renewal of
registration orrenewal of recognition, asappropriate; and

during the period your practising certificate, registration orrecognition isin
force, notify the Authority of any changesto relevant information about
you, oryour firm orin-house practice.

20.06 Reporting serious misconduct and serious financial difficulty.

You must (subject, where necessary, to your client@ consent) report to the Solicitors
Regulation Authority if:

(a)

(b)

(c)

you become aware of seriousmisconduct by a solicitor,an REL, an RF, a
recognised body, a manager ofa recognised body, oran employee of a
recognised body orrecognised sole practitioner;

you have reason to doubt the integrity of a solicitor, an RELoran RA, a
managerofa recognised body oran employee of a recognised body or
recognised sole practitioner; or

you have reason to believe that a solicitor, an REL, an RFL, a recognised

body, a managerofa recognised body, ora firm isin serious difficulty
which could put the public at riskQ
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Section 214A Insolvency Act 1986

14A Adjustment of withdrawals

(1) Thissection haseffectin relation to a person who isorhasbeen a member of
a limited liability partnership where, in the course of the winding up of that
limited liability partnership, it appearsthat subsection (2) of thissection applies
in relation to that person.

(2) Thissubsection appliesin relation to a person if b

(a) within the period of two yearsending with the commencement of the
winding up, he wasa member of the limited liability partnership who
withdrew property of the limited liability partnership, whetherin the form of
a share of profits, salary, repayment of or payment of interest on a loan to
the limited liability partnership orany otherwithdrawal of property, and

(b) it isproved by the liquidatorto the satisfaction of the court that at the
time of the withdrawal he knew or had reasonable ground for believing
that the limited liability partnership B

(i wasat the time of the withdrawal unable to pay itsdebtswithin
the meaning of section 123 or

(ii) would become so unable to pay itsdebtsafterthe assetsof the
limited liability partnership had been depleted by that withdrawal
taken together with all other withdrawals (if any) made by any
memberscontemporaneously with that withdrawal orin
contemplation when that withdrawalwasmade.

(3) Where thissection haseffect in relation to any person the court, on the
application of the liquidator, may declare that that personisto be liable to
make such contribution (if any) to the limited liability partnership@assetsas
the court thinksproper.

(4) The court shallnot make a declaration in relation to any person the amount of
which exceedsthe aggregate of the amountsorvaluesof all the withdrawals
referred to in subsection (2) made by that person within the period to two years
referred to in that subsection.

(5) The court shallnot make a declaration under thissection with respect to any
person unlessthat person knew orought to have concluded that aftereach
withdrawal referred to in subsection (2) there wasno reasonable prospect
that the limited liability partnership would avoid going into insolvent
liguidation.

(6) Forthe purposesofsubsection (5) the factswhich a memberought to know or

ascertain and the conclusonswhich he ought to reach are those which would
be known, ascertained, orreached by a reasonably diligent person having both:

(a) the general knowledge, skiland experience that may reasonably be
expected of a person carrying out the same functionsasare carried out
by that memberin relation to the limited liability partnership, and

(b) the general knowledge, skiland experience that that member has.
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(7) Forthe purposesof thissection a limited liability partnership goesinto insolvent
liguidation if it goesinto liquidation at a time when itsassetsare insufficient for
the payment of itsdebtsand otherliabilitiesand the expensesof the winding

up.
(8) In thissection QnemberOincludesa shadow member.
(9) Thissection iswithout prejudice to section 214.0

Section 214A inserted by S2001/1090 Schedule 3
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APPENDIX 2

Recent case law concerning solicitorsQpractices

Re DKLL Solicitorsv HM Revenue & Customs [2007] BCC 908

Court approves Opre -packO of Solicitors practice
Facts

Thiswasan application by two partnersin an insolvent firm of Solicitorstrading asa
limited liability partnership foran Administration Order. The proposal wasthat an
Administration Order be granted and that the practice of the firm of Solicitorsbe subject
to a Qpre-packOarrangement disposing of the businessto a newly incorporated limited
liability partnership known asDrummondsKirkwood LLP.

The partnership washopelessly insolvent, with liabilitiesin excessof £2.4 milion. HM
Revenue & Customswere owed £1.7 million and were the largest creditors.

The deficiency asregardsunsecured creditorswasin excessof £2 million.

Underthe termsof the (pre-packQ the businesswasto be sold to the newly formed LLP
fora total consideration of £400,000.

The Inland Revenue opposed the application and had previously presented a Winding
Up Petition against the partnership, which wasdue to be heard the following day. In
considering the application, the Court had regard to the following statutory provisions.

Paragraph 11 of Schedule Bl to the Insolvency Act 1986, asmodified by Insolvent
PartnershipsOrder 1994:-

OThe Court may make an administration order in relation to a partnership only if
satisfied B
(a) thatthe partnership isunable to pay itsdebts, and
(b) thatthe administration orderisreasonably likely to achieve the
purpose of administration.O

The Court noted that if the conditionsset out in paragraph 1lare satisfied, then the Court
hasa discretion asto whetherornot to make the Order.

The Court also had regard to paragraph 3(1) of Schedule B1, which provides:-

OThe administrator of a company must perform hisfunctionswith the objective of
b

(a) rescuing the company asa going concern, or

(b) achieving a betterresult forthe company&creditorsasa whole
than would be likely if the company were wound up without first
being in administration, or

(c) realising property in orderto make a distribution to one ormore
secure or preferential creditors.O0

And then at paragraph 3(2):-
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OSubject to sub-paragraph 4, the administrator of a company must perform his
functionsin the interestsof the company&creditorsasa whole.O

It wasapparent that it wasnot possible to rescue the partnership asa going
concern and, therefore, the purpose would be to achieve the objective in
paragraph (b), namely achieving a better result forthe company@creditorsas
whole than would be likely if the company were wound up without first being in
administration. The applicantsarguing that the pre-pack sale of the business
would achieve that objective.

In considering whether or not that objective would be achieved, the Court had
regard to the statement of affairsprepared by the proposed administratorsin
conjunction with the partners. It showed that in the event of liquidation there
would only be the sum of £105,000 available to creditorscompared with £400,000
undera pre-pack. It wasalso noted that liquidation would create a further
£44,000 worth of preferential claimsby employees.

In considering the application, the Court stated that it would place great reliance
on the expertise and experience of impartial insolvency practitioners.

Whilst the Inland Revenue objected, there wasno evidence produced to
indicate that the assets, the subject of the sale underthe pre-pack, could realise
a greaterpurchase price.

However, the principal ground of opposition advanced by the Revenue wasthat
asthe majority creditor, they could defeat the proposalsin the event that they
were put before a creditor@ meeting. However, since it wasintended to pre-
pack the sale of the busness, there would be no creditorsOmeeting to consider
the proposed sale and that assuch the Revenue would be disenfranchised.

Following decisionsin re T&D Industries Plc [2000] BCC 9056 and re Transbus
International Ltd (In Liq) [2004] BCC 401, the administratorswould have a power
to complete the proposed sale without the sanction of a creditorsOmeeting ora
direction of the Court. Forthe Revenue it wasargued that whilst thiswas
accepted, the Court ought not to make an Orderwhere the majority creditor
opposesthe sale.

In examining that argument the Court considered the decision in re Sructures &
Computers Ltd [1998] BBC 348. Although based on pre Enterprise Act 2002
provisions, it concerned an application foran Administration Order, which was
opposed by the majority creditor. The Court noted that even if the majority of
creditorsopposed the proposals, it would stilbe open to the administrator to
apply to Court forthe proposalsto be implemented, even if the majority of
creditorswere against it.

In the current case the Court considered that that decision demonstrated the
important point that even a majority creditordoesnot have a veto on the
implementation of the administrator@ proposals. On thispoint the Court
examined paragraph 55(2) of Schedule B1, which provides:-

O55(1) Thisparagraph applieswhere an administrator reportsto the
Court that b

(a) aninitial creditorsOmeeting hasfailed to approve the
administrator@ proposals presented to it, or
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(b) a creditor@meeting hasfailed to approve a revision of
the administrator@ proposals presented to it.

55(2) The court may b

(a) provide thatthe appointment of an administrator shall
cease to have effect from a specified time;

(b) adjourn the hearing conditionally or unconditionally;

(c) make an interim order;

(d) make anorderon a petition forwinding up suspended by
virtue of paragraph 40(1)(b);

(e) make any otherorder (including an order making
consequential provision) that the court thinks
appropriate.O

Even where the creditorsOmeeting hasfailed to approve the administrator@proposals,
the Court may implement the proposalsunderparagraph 55(2).

Decision

Andrew SmmonsQC considered the authoritiesand, in particular, the Revenue®
opposition asthe majority creditor. The Court wasnot willing to accept that the
Revenue@oppostion meant that it GvasnotOreasonably likely, asreferred to in
paragraph 11, Schedule B1, that the statutory objective would be achieved.

The Court noted that Qeasonably likelyOmeansthat the Court considersthere isa real
prospect that the objective willbe achieved.

In considering a Qeal prospectQ the Court held that thisdid not equate to more than a
50% probability (see re AA Mutual International Insurance Co [2004] EWHC 2430).

Accordingly, it washeld that the second condition contained in paragraph 11(b) at
Schedule Bl was satisfied.

In exercising itsdiscretion, the Revenue@opposition should be taken into account, as
should the interestsof other stakeholders, not merely those of partnership creditors.

In particular, the Court wasinfluenced by the fact that the jobsof 50 odd employeesin
the partnership would be saved.

Comment

¥

Thisisone of the first opportunitiesthe Courtshave had to consider the legality or
otherwise of pre-packs.

It isnotable that in challenging the application foran Administration Order and
the proposed pre-pack, the Revenue were unable to produce any evidence that
the consideration payable underthe pre-pack could be bettered.

The fact that a majority creditorisopposed to the making of an Administration
Orderand the proposed pre-pack doesnot in itself allow them a veto.

It willbe relevant also to consider the motive of the majority creditorin their
opposition to the administrator@ proposals.

The decision also indicatesthat the Court will take into account the interests of
other stakeholdersand not just creditors. In thisparticularcase it wasthe interests
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of the employeesand the saving of theirjobs.

¥ Whilst thiscase representsclearjudicial support for pre-packs, careful
consideration should be given in each case asto whetherornotitisappropriate.

¥ Acompelling factorin thiscase wasthat in the event that a pre-pack wasnot
achieved, the Law Society would have intervened in the practice in any event,
effectively closing it down permanently.

Clydesdale Fnancial Servicesv Smailes [2009] EWHC 1745 (Ch)

The Court removes Administrator on application by creditors

Facts

Thiscase involved an insolvent firm of Solicitors, who had originally been formed asa
limited liability partnership. The practice dealt with personal injury claimsarising out of
road traffic accidentsand employer liability actions. The busnesswasfunded and
backed by variouscreditors. Early in 2009 it became apparent that the LLP wasin serious
financial difficulty and wasin breach of itsobligationsto lenders.

The firm consulted S a licensed insolvency practitioner, in March 2009. The initial advice
wasthat there waslittle prospect of saving the LLP and that the best course of action
wasto negotiate a sale of the frm@work in progressto another practice. Sattended
meetingswith hisown Solicitorand began negotiationsforthe sale of the practice to
anotherfirm. Sobtained a valuation of the firm, which ranged between £810,000 to £1
milion. Swasintimately involved in the negotiationsforthe sale of the practice, which
wasconcluded on 2 April 2009 to another firm of Solicitorsfor £1.9 million (approx).

Whilst the total consideration wasconsiderably more than the valuation obtained by S
the consideration waspayable in instalmentsof £150,000 payable immediately, with 30
equal monthly instalmentsof £58,330 thereafter. The sale wasconducted aspart of the
pre-pack, with completion immediately following the appointment of Sas Administrator.
The termsof the contract were such that the sale would be nulland void if no
appointment wasmade.

The appointment wasmade on 2 April 2009. Two of the fiim®&fundersand its ATE insurers,
applied at 7.45am on Monday 6 April 2009 for interim relief in respect of the sale. The
creditorsconcerned objected to the termsof the sale, alleging that the termsof the
contract and valuation had not been properly arrived at. It wasalso asserted that the
termsof the contract and the circumstancesin which it wasmade required an
independent review that necessitated the removal of the administrator. The application
included such a claim under paragraph 88 of Schedule B1.

Paragraph 88, Schedule B1, Insolvency Act 1986

Ohe Court may by orderremove an Administrator from officeQ

The claimantsalso alleged that Shad colluded in the sale at a grossunder-value without
consulting with creditors. Furtherthat there had been a breach of SP 16 and that the

Administratorshad failed subsequently to conduct the administration with transparency
orwith independence.
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In addition, the creditorsapplied against Sforequitable compensation and/ordamages
arising out of S@role asadministrator.

Decision

The mattercame before David RichardsJin which he referred to the considerations
when assessing whetherornotto remove an administrator, asset out in the Judgment of
Warren Jin Ssu Capital Fund Limited v Tucker [2006] BCC 463. In that decison Warren J
reviewed the issuesto be considered by the Court in deciding whetherornot to remove
an office-holder. In particular, the Court noted that regard should be had to the wishes
of the majority of creditors, although thiswill not of itself be sufficient groundsto remove
an office-holder. In considering such applications, the Court ismindful of the risk of
opening the flood-gatesto creditorapplicationsforthe removal of office-holders, in the
event that they are too readily granted.

David RichardsJheld that on the evidence Shad been very closely involved in the
negotiationspriorto hisappointment and the sale and that, taken asa whole, it would
be difficult for Sto conduct an independent review of matters. In view of the fact that
the majority of the firm@&creditorssupported the creditorsapplication to remove the
Administrators, the Court granted the application.

In giving hisJudgment, he commented that alleged breachesof SP 16 are not of
themselvessufficient groundsforthe removal of an Administrator.

Smilarly, the delay by the administratorsin providing to creditorsa copy of the sale
agreement and valuation did not provide groundsforremoval.

Asto the claimsforequitable compensation against the administrators, these claims
were struck out on the groundsthat the alleged breach of dutiesof skilland care were
dutiesowed to the firm and could not be pursued by the claimantsin theircapacity as
creditors.

Comment

¥ Thiscase demonstratesthe importance of consulting with the majority of creditors
with regard to a pre-pack administration sale.

¥ The groundson which the Administratorswere removed emanate in part from the
Insolvency Ethical Code, which came into force on 1 January 2009.

¥ The valuation in thisparticular case, although it wasalleged that the businesswas
sold at an under-value, the consideration paid wassignificantly more than the
valuation that had been provided. However, it wasnoted that the quality of the
valuation wasquestionable, asit wasbased on a Qlesk top reviewObased
entirely on information by the vendor without any examination of the files.
Reliance on such valuationsthe Court noted wasa risky strategy, particularly
where there wasno ready market for such assets.

¥ Although concern had been expressed in earliercasesconcerning the removal
of office-holdersand the need to avoid a rush of applicationsfrom creditors, this
particularcase willprobably serve asencouragement to creditorsto challenge
the administratorson the groundsof theirinability to conduct an independent
review following theirappointment asadministrators.
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