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Abstract

Creditors of corporations in corporate groups are in a vulnerable position when the corporations become
insolvent. The application of separate entity and limited liability principles makes the liability of the parent
company for the debts of its subsidiary is limited to the amount of its shareholding in the subsidiary, even
though in the commercial reality corporate groups are design for the interests of the group as a whole.
The existing law in Indonesia has not provided adequate safeguards to creditors’interests.
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Intisari

Kreditor perseroan pada perusahaan grup berada pada posisi yang rentan apabila perseroan menjadi
pailit. Penerapan prinsip badan tersendiri dan tanggung jawab terbatas menjadikan tanggung jawab
induk perusahaan pada utang anak perusahaannya dibatasi sejumlah kepemilikan sahamnya pada anak
perusahaan, meskipun pada kenyataannya perusahaan grup didesain untuk kepentingan grup secara
keseluruhan. Hukum yang berlaku di Indonesia saat ini belum memberikan perlindungan yang memadai
bagi kepentingan para kreditor.

Kata Kunci: kreditur, perusahaan grup, kepailitan.
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A. Introduction

Separate legal entity and limited liability
are arguably the most important natures of
corporations. Based on these natures, a corporation
is an artificial legal entity separate from its
shareholders, whose liability for the corporation’s
debts is limited to the amount of their subscription
to the company’s capital.! This rule is extended
to corporate groups where the shareholders are
other corporations. The application of this rule
inevitably encourages excessive risk-taking by
the shareholders at the expense of creditors, in
particular unsecured creditors who do not have a
charge over the company’s assets or other means
of guarantee to secure their loan to the company.

Since many years ago legal scholars have
criticized the law for its inability to provide
adequate safeguards to creditors of corporations,
safeguards which should be a natural corollary of
limited liability.2 This criticism referred to the early
company law cases in England which were less
protective to creditor interests, such as the Salomon
case.’ In this case, the court strictly applied the
separate legal entity and limited liability principles
for the insolvency of a corporation named ‘A.
Salomon and Co. Ltd’. Thus, Mr. Salomon as
the majority shareholder was not liable for the
company’s debts and liabilities. Since he was
also a secured creditor, he was entitled to enforce
debentures held by him ahead of the company’s
unsecured creditors. The court stated that the
creditors were responsible for their position by
failing to examine the register of debentures,
and there was no legal obligation on companies
and their controllers “to warn those members of
the public who deal with them on credit that they
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run the risk of not being paid.”* This decision
was described by Kahn-Freund as calamitous.’
Nevertheless, the principle in this decision is still
upheld as a basic principle in modern corporate
law in the common law jurisdiction.

Surprisingly, the protection of creditors
remains anissue inthis millennium age, particularly
in corporate groups. The position of creditors in
corporate groups is more vulnerable relating to the
complex pattern of corporate groups. The recent
case of PT Asuransi Jiwa Bakrie (Bakrie Life)
provides an example of the vulnerable position
of creditors within corporate group insolvency.
In this case, Bakrie Life defaulted payments to
investors of its Diamond Investa product, a mutual
fund created in 2005.° It was mentioned in the
prospectus, that 90% of investors’ money would
be invested in bonds, and investors would receive
returns of up to 13% annually. The stock market
crash of late 2008 made Bakrie Life in 2009
suspended interest payments and failed to return
the initial investments to the investors. It was later
revealed that 80% of the money was invested in
equities, about half of which was in Bakrie Group
Stocks.”

Investors of Bakrie Life, which also can be
regarded as creditors, have been waiting for almost
two years. The company still owes Rp 290 billion
to them. The President Director of Bakrie Life
acknowledged that the company was insolvent
and needed capital injection from its majority
shareholder, Bakrie Capital Indonesia (BCI), which
has not been able to inject any money because
of their difficulties in raising funds.® As a result,
investors’ long wait for repayment of misused

investment funds would continue indefinitely.

' Helen Anderson, “Piercing the Veil on Corporate Groups in Australia: The Case for Reform”, Melbourne University Law Review, Vol. 13,

2009, p. 1.

2 Otto Kahn-Freund, “Some Reflections on Company Law Reform”, Modern Law Review, Vol. 7, 1944, p. 55; Jennifer Hill, “Corporate
Groups, Creditor Protection and Cross Guarantees — Some Australian Perspectives”, The Canadian Business Law Journal, Vol. 24, 1995,

p. 321.

Salomon v. A. Salomon and Co. Ltd., [1897] A.C. 22.
Ibid., p. 40.

Otto Kahn-Freund, Loc.cit.

Bisnis.com, “Bakrie Life: Nasabah Diamond Investa minta dukungan regulator”, retrieved from http://www.bisnis.com/articles/bakrie-

life-nasabah-diamond-investa-minta-dukungan-regulator on 13 February 2012.
7 TheJakartaGlobe.com, “Bakrie Life Offers Promises to Its Deceived Customers”, retrieved from http://www.thejakartaglobe.com/business/
bakrie-life-offers-promises-to-its-deceived-customers/394484 on 13 February 2012.

8 Ibid.
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To some extent, Act Number 40 of 2007 on
Limited Liability Company (Undang-undang
tentang Perseroan Terbatas;, UUPT) has provided
some safeguards for the protection of creditor’s
interests. Article 3 (2) of the Act allows piercing
the corporate veil to make shareholders liable
for the debts of the company, an exception of
the limited liability rule guaranteed by Article 3
(1). Moreover, Article 104 (2) imposes a special
obligation upon directors to take into account the
interests of creditors in case of insolvency. These
safeguards, however, in fact are not adequate
for the protection of creditors’ interests and do
not reflect the nature of corporate groups. The
UUPT, therefore, needs to be reformed in order
to enhance its protection to creditors of corporate
groups. This article will analyse the appropriate
safeguards should be adopted by the UUPT. It
will refer to a variety of safeguards implemented
in other countries to protect creditors’ interests
within corporate group insolvency. First of all, it
will explore some basic principles of corporate
groups.

B. Discussion

Basic Principles of Corporate Groups
a. The Concept of Corporate Groups

It is necessary at the outset to outline what
‘corporate groups’ mean. In general term, ‘a
corporate group’ refers to a group of companies
which are associated by common or interlocking
shareholdings and conduct business under common
administrative or financial control. However, the
legal and economic definitions of ‘corporate group’
vary across different jurisdictions and applicable
legislation. In Indonesia, the UUPT unfortunately
does not define ‘corporate groups’ as it does not
specifically govern ‘corporate groups’. Thus, it is
worthwhile to learn from other countries that have
specific provisions on corporate group, such as
Germany and Australia.
1) Germany

Stock corporations (Aktiengesellschafi/AG)

in Germany are governed by the Stock Cor-

porations Act (Aktiengesetz/AktG). The AktG

provides for a comprehensive set of provi-

sions governing affiliated corporations (ver-
bundene Unternehmen) and corporate groups

(Konzern), which can be found in Articles

15-19 and 291-337. According to Article 15,

verbundene Unternehmen are:

1. a legally independent company, which
holds majority shares or majority voting
rights of another company;

2. dependent and dominant companies
(abhiingige und herrschende Unternehmen):
a dominant company is one which can
directly or indirectly exercise a controlling
influence over another company which is
termed the dependent company; a company
is presumed to be dependent on another if
the latter has a majority interest in it (Article
17);

3. groups of companies: a parent and one
or more subsidiaries which come under
a uniform, centralized management
(einheitliche Leitung) form a corporate
group (Konzern); or legally independent
companies become a group if they are
effectively operating under a uniform
management;

4. companies with cross-ownerships, in which
each company holds more than 25% of the
total shares of the other company;

5. contractual shares of company’s contracts
(Unternehmensvertrdge): company’s con-
tracts are (1) the control contract (Beherrsc-
hungsvertrag), in which a stock corpora-
tion hands its management over another
company; or (2) the profit-transfer contract
(Gewinnabfiihrungsvertrag), in which a
stock corporation is committed to transfer
its total profit to another company.

The AktG devises two specific categories of

corporate groups: (1) the contractual group

(Vertragskonzern); and (2) the factual or de

facto group (faktische Konzern). A corporate
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group can opt to become a Vertragskonzern or
a faktische Konzern.

The contractual group is based on the control
agreement (Beherrschungsvertrag), which is
a voluntary, contractual arrangement between
the controlling parent company and the con-
trolled subsidiary company. Pursuant to the
Beherrschungsvertrag, the parent company is
entitled to exercise management powers over
the subsidiary.

Most corporate groups in Germany fall under
the faktische Konzern.” This group is charac-
terized by the absence of the Beherrschungs-
vertrag or any other contractual arrangement
between parent and subsidiary addressing
the group issue.!” There are 2 factual require-
ments to establish a faktische Konzern: First,
the parent company holds majority shares
or majority voting rights of the subsidiary,"
which reflects the lack of independence of the
subsidiary. Second, both parent and subsidiary
companies are managed as a single, central-
ized enterprise (Konzern) under einheitliche
Leitung."

Australia

Corporations in Australia are governed by the
Corporations Act 2001. Unlike the German
AktG, the Corporations Act 2001 (CA)
does not define the expressions ‘group’ and
‘corporate group’, but the legislation applies
two corporate group concepts: 1) holding,
subsidiary and related body corporate; 2)
parent companies and controlled entities.
Holding, subsidiary and related body
corporate. Holding companies and all their
subsidiaries are related body corporate,
thereby forming a corporate group. Under
Section 50 of the CA, a body corporate is
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related each other to another body corporate
when: it is a holding company of another
body corporate; it is a subsidiary of another
body corporate; it is a subsidiary of a holding
company of another body corporate.
The expression ‘holding company’ is defined
in relation to the expression ‘subsidiary’
in Section 46 of the CA. A company is a
subsidiary of another body corporate (the
holding company) if, and only if:
a) the holding company:
- controls the board composition of
another body corporate;
- controls at least 50% of the voting
power of another body corporate;
- holds at least 50% of the share capital
of another body corporate; or
b) the company is a subsidiary of a subsidiary
of the holding company.
Parent companies and controlled entities.
Australian accounting standards and the
Corporations Act currently apply control tests
to corporate groups for particular purposes.
These tests are broader than the holding/
subsidiary and related company tests.
‘Control’ is defined in Section 50AA in
terms which extend to practical influence and
which take account of practices and patterns
of behavior, rather than just embodying a
strict de jure test for control, which applies
in relation to the subsidiary/holding company
test. Section 50AA(1) states that for the
purposes of the Corporations Act, an entity
controls a second entity if the first entity has
the capacity to determine the outcome of
decisions about the second entity’s financial
and operating policies.
Others. Besides those two concepts of cor-
porate groups formulated by the Corporations

Cally Jordan, “Legal Approaches To Corporate Groups”, retrieved from http.//www.law.ufl.edu/faculty/pdf/jordan_cally.pdf on 15 March

2012.

René Reich-Graefe, “Changing Paradigms: The Liability of Corporate Groups in Germany”, Connecticut Law Review, Vol. 37, 2005, p.

790.
Article 16 (1) of the AktG.
Article 18 (1) of the AktG.
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Act, in reality there are still other groups of
companies based on some forms of effec-
tive common control.!® First, it is possible to
secure working control of a company well
below the critical 50% threshold. Second, a
group control might be based on a series of
interlocking shareholdings just below the
50% threshold. The ability to achieve effec-
tive control over a group of companies based
on a network of minority cross-shareholdings
between the leading group members was ex-
emplified by the Adelaide Steamship/David
Jones/Tooth Group.'*

Whatever the concepts establish a corporate
group, it is acknowledged by businessmen,
accountants, investors, as well as lawyers and
legislature that a corporate group is not merely
‘simple or complex combinations of individual
companies’ but it is also a ‘significant entity
for managerial, accounting and investment
purposes’,'s which are designed for the group

as a whole.

b. The Separate Entity Doctrine

The vulnerability of creditors can be traced to
the separate entity doctrine of the corporation: the
company is an entity separate and distinct from the
owners of that organization. On the ground that
one person is generally not responsible for the acts
of another,'® the personification of the corporation
as an entity'’ gives result that shareholders are
not responsible for the debts of another entity.
Extending this rule to corporate groups would
result that each company within a group is a
separate entity and each of them cannot be held
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liable for the debts and liabilities of others, unless
there are some special circumstances to justify
piercing the corporate veil.

The application of the separate entity doctrine
within the corporate group context, particularly
within corporate group insolvency has been
criticized cause the separate entity doctrine fails
to capture the reality of corporate groups where it
is the group as a whole which is “the significant
entity for the managerial, accounting and
investment purposes” rather than its individual
member companies.'® Besides that, a significant
potential for abuse lies in the corporate form being
seen as a separate legal entity, whereby this abuse
is exacerbated when the separate entity doctrine
is combined with limited liability,"” which makes
corporate groups as limited liability within limited
liability.?

Indeed, the separate entity doctrine itself
has never been inviolable. If there are fraud and
agency exceptions for piercing the corporate
veil, limited liability would be abandoned only in
extreme circumstances.?’ In Indonesia, however,
the courts are still reluctant to pierce the corporate
veil in corporate group cases. For example, in a
labor case between workers of PT Inti Fasindo
International against PT Great River International,
the parent company, the Labor Court rejected the
claim made by the workers to hold the parent
company liable for the non-fulfillment of the
subsidiary’s liability. The court strictly applied
the separate legal entity principle and held that the
parent still enjoyed limited liability although the
evidences showed that the subsidiary performed
the parent’s instructions.?

Anthea Nolan, “The Position of Unsecured Creditors of Corporate Groups: Towards a Group Responsibility Solution Which Gives Fairness

and Equity a Role”, Company and Securities Law Journal, Vol. 11, December 1993, p. 467.
4 Tom Hadden, “The Regulation of Corporate Groups in Australia”, UNSW Law Journal, Vol. 15, 1992, p. 67.

5 Tom Hadden, Op.cit., pp. 61-62.
1990, p. 731.
p. 1441

'8 Tom Hadden, Loc.cit.

2 Ibid., p. 8.

Khusus, 2011, p. 43.

Hugh Collins, “Ascription of Legal Responsibility to Groups in Complex Patterns of Economic Integration”, Modern Law Review, Vol. 53,
Gregory A. Mark, “The Personification of the Business Corporation in American Law”, University of Chicago Law Review, Vol. 54, 1987,
Andrew Rogers, “Reforming the Law Relating to Limited Liability”, Australian Journal of Corporate Law, Vol. 3, 1993, p. 138.

Philip I. Blumberg, 1983, The Law of Corporate Groups: Procedural Law, Little, Brown & Co., Boston.

Sulistiowati, “Extension of Parent Company’s Liability Against Third Parties of Subsidiary Company”, Jurnal Mimbar Hukum, Edisi
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Inthe U.K., the courts are more likely to pierce
the corporate veil in corporate group cases than in
other cases,” but it is unlikely that the courts will
hold a parent company responsible for the liability
of its subsidiary.** In the U.S., the approach
‘piercing the veil” is far more broad-ranging and
litigated than in Commonwealth countries. By
adopting piercing the veil in corporate group
context, plaintiffs could argue that subsidiaries
were ‘mere instrumentalities’ or ‘alter egos’ of
their parent companies, in order to reveal the
separate entity status of the parent companies.”
Although the courts do not concretely define the
rules on when piercing the veil should be applied
to impose liability upon the parent companies, the
success rate of the veil-piercing cases in the U.S.
are relatively high.*

In Australia, the courts are more prepared to
pierce the corporate veil in cases of improper use
of the corporate form?’ and describe it as being
devoid of any “common, unifying principle”.”® In
corporate group cases, the courts regard complete
control of the board of a subsidiary by its parent
as insufficient to justify piercing the corporate
veil. The court pointed out that were this not so,
the corporate veil could be lifted in the case of
almost every holding company and wholly-owned
subsidiary. Nevertheless, a high level of control by
a parent company over a subsidiary could, in some
cases, trigger piercing the corporate veil .’

Piercing the corporate veil as the exception of
the separate entity doctrine, however, does not draw
into the general concept of group responsibility.
It has not been “a workable general solution” to
deal with more specific forms of manipulation or

abuse in corporate groups.’® Even less, there is no
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broad principle as to when the veil will be lifted,
so that it remains uncertain when the group’s
interests could be justified to be prevailed over the
individual company’s interests, while commercial
reality of the group designs the group business for
the benefit of the group as a whole.

2. The Protection of Creditors’ Interests

The application of the separate entity doctrine
and the limited liability principle has put creditors
in a vulnerable position. A critical question in this
area is whether creditors need protection or whether
they should be expected to protect themselves.
The answer of this question is still debatable. The
debate divides those who consider that the market
has provided all necessary protection to creditors
from those who view that the existing forms of
protection are only partially effective.’!

Hence, on the one hand, Posner argued that
creditors have adequate protection through the
interest rate charged on the loan which reflects not
only the rental of the capital but also the risk that
the borrower will fail to return it.>* He also stated
that creditors will be unconcerned with the actual
outcome of the venture since they will match the
increase in risk with an increase in the interest
rate. Moreover, in order to protect themselves, it
is suggested that creditors can mention in their
trust deeds some restrictions on activities of the
company, such as restriction on the amount that the
company can pay out as dividends and restriction
on the company incurring debt of a similar or
higher priority.

On the other hand, Landers argued that the
rate of interest necessarily reflects only the risk

perceived at the time loan was made, and any

3 Edwina Dunn, “James Hardie: No Soul to be Damned and No Body to be Kicked”, Sydney Law Review, Vol. 27 No. 2, 2005, p. 339.

24

Cally Jordan, Op.cit., p. 2.
25 Helen Anderson, Loc.cit.
% Cally Jordan, Op.cit., p. 4.

27 For example: Hobart Bridge Co. Ltd. v. Federal Commissioner of Taxation (1951) 82 CLR 372 p. 385; Pioneer Concrete Services Ltd. v.

Yelnah Pty. Ltd. (1987) 5 ACLC 467.

2 Briggs v. James Hardie and Co. Pty. Ltd. (1989) 7 ACLC 841 at 855 (per Rogers A.J.A.).
2 Barrows and Heys v. C.S.R. (unreported, Supreme Court of WA, August 4, 1988, Library No.7231); Robyn Carroll, “Corporate Parents
and Tort Liability”, in Michael Gillooly (ed.), 1993, The Law Relating to Corporate Groups, The Federation Press, Annandale, p. 91.

3 Tom Hadden, Op.cit., p. 68.

Richard Squire, “Strategic Liability in the Corporate Group”, University of Chicago Law Review, Vol.78, 2011, pp. 612-613.

32 Richard Posner, “The Rights of Creditors of Affiliated Corporations”, University of Chicago Law Review, Vol. 43, 1976, p. 501.
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unforeseen change in that risk effectively lowers
the rate of the interest, which in turn passes the cost
of that debt to the lender.*® Also, the theory that
creditors charge different interest rates for different
levels of risk does not work where the costs of the
creditors acquiring adequate information about
the level of risk are disproportionate to the amount
of the transaction. Furthermore, he asserted that
even sophisticated creditors cannot foresee all
contingencies and contract for protection against
them such as when leveraged buyouts occur which
transfer the wealth of sophisticated creditors to
shareholders.

While the debate on creditor protection
remains unresolved, there is no doubt that the
onset of insolvency imposes a special obligation
upon directors to take into account the creditors’
interests. Particularly in corporate groups, where
the position of creditors is more vulnerable
regarding the complex pattern of corporate groups
and the separate entity doctrine, some protections
for creditors upon the onset of insolvency with
which they have contracted are warranted.

a. Holding Company’s Liability

Corporations Acts in some jurisdictions
have advocated stepping aside the separate entity
doctrine in corporate group insolvency by making
parent companies to be liable for the debts incurred
by their subsidiaries. However, they take different
approaches in achieving the same goal.

1) German Kornzernrecht

The German law on corporate groups

(Kornzernrecht) developed a number of

theories in the early 1920s for lifting the

corporate veil on the basis of “control” by

a parent company over a subsidiary. The

Kornzernrecht is intended to protect creditors

and investors by requiring a parent company to

compensate its subsidiaries for any losses that
it may suffer due to its subordinate position.**
The subsidiary is entitled to a minimum
of equitable funds. If these are taken away
by the parent company the subsidiary may
claim compensation, even in an insolvency
proceeding. The arrangement of such
compensations will depend on the type of the
corporate group, either a contractual group or
a factual group.

The contractual group. In the contractual
group, the parent company is entitled to direct
its subsidiary even if this disadvantages the
subsidiary,®> as long as the directions meet
two requirements.*® First, they have to be
conducted for the interests of the corporate
group as a whole.’” Second, they may not
harm the separate legal existence of the
subsidiary.®® As a quid pro quo, the parent
company must compensate the subsidiary
for annual net losses incurred by those
directions during the contract period.* This
compensation is obligatory regardless of any
factual relationship, even if the casual link
between the losses incurred by the subsidiary
and the actual control exercised by the parent
company is minimal.*’

The parent company also has to provide
sufficient reserve amounts in order to cover
the fiscal loss suffered by the subsidiary. The
compensation for the fiscal loss would be paid
to the subsidiary at the end of the fiscal year.
Where the parent company fails to compensate,
the creditors of the subsidiary are entitled
to enforce the subsidiary’s compensation
claim against the parent company under the

Bankruptcy Law.*!

3 Jonathan Landers, “Another Word on Parents, Subsidiaries and Affiliates in Bankruptcy”, University of Chicago Law Review, Vol. 43,

1976, p. 529.

Cally Jordan, Op.cit., p. 7.

Article 18(1) of the AktG.

René Reich-Graefe, Op.cit., p. 789.
Article 308(1) of the AktG.

René Reich-Graefe,. Loc.cit.
Article 302(1) of the AktG.

40 René Reich-Graefe, Loc.cit.

4 Ibid., p.790.
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The factual group. In the factual group, the
parent company is not allowed to direct its
subsidiary to enter into transactions which
are disadvantageous to the subsidiary, unless
the parent company provides compensation
for such disadvantages in the same financial
year.*> Should the parent company refuse
to pay, the subsidiary is entitled to claim
consequential damages.* Every single
interference by the parent company in the
subsidiary’s management which detrimental
to the subsidiary’s business interests will
render the parent company to compensate the
subsidiary for any and all damages suffered as
a result of such singular interference.*

Thus, the parent liability in the factual group
is based on a case-by-case analysis. Besides
that, the parent liability requires a causation
nexus between the detrimental measure taken
by the parent company and the damages or
losses sustained by the subsidiary. Obviously,
this mechanism differs from that in the
contractual group, where the parent liability is
provided for all subsidiary’s debts irrespective
of any actual detriment caused by the parent’s
control.*

Australian Insolvent Trading Law

Part 5.7B, Division 5 of the Corporations
Act, which encompasses Sections 588V-
X, 1is ‘Liability of
Holding Company for Insolvent Trading

currently headed

by Subsidiary’. Under these provisions, an
action for compensation may be brought
against a holding company where it allows
a subsidiary company to trade while
insolvent. The subsidiary’s liquidator may
sue for compensation for the loss suffered by
unsecured creditors as a result of insolvent
trading by the subsidiary. A holding company

contravenes the Act, in which contravention

is one of foundations for compensation

proceedings, if these requirements are met:

1) The company must be the holding company
of'a company at the time when the subsidiary
incurs a debt.

2) The subsidiary company must be insolvent
at that time or become insolvent by
incurring that debt or by incurring at that
time debts including that debt.

3) At the time when the subsidiary company
incurs the debt, there must be reasonable
grounds for suspecting that the company
is insolvent or would become insolvent by
incurring that debt or by incurring at that
time debts including that debt, as the case
may be.

4) Either of two alternatives may be
satisfied:

- the holding company, or one or
more of its directors, is aware when
the debt is incurred that there are
reasonable grounds for suspecting
such insolvency; or

- having regard to the nature and extent
of the holding company’s control
over the subsidiary’s affairs and to
any other relevant circumstances, it
is reasonable to expect either that a
holding company in the company’s
circumstances would be so aware or
that one or more directors of such
a holding company would be so
aware.

The liquidator of the subsidiary may recover

compensation from the holding company for

any losses resulting from insolvent trading
by the subsidiary where four conditions are
satisfied:* (1) the holding company must have
contravenes Part 5.7B, Division 5 in relation

to the incurring of a debt by the subsidiary;

2 Article 311(1) (2) of the 4ktG, Eike Thomas Bicker, “Creditor Protection in the Corporate Group”, retrieved from SSRN http.//ssrn.com/
abstract=920472 accessed on 15 March 2012.

S Ibid.
4 René Reich-Graefe, Op.cit., p. 791.
- Ibid.

4 Section 588W (1).
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(2) the person to whom the debt is owed must
have suffered loss or damage in relation to the
debt because of the company’s insolvency; (3)
the debt must be wholly or partly unsecured
when the loss or damage was suffered; and

(4) the subsidiary is being wound up. Where

each of these requirements is satisfied, the

liquidator of the subsidiary may recover from
the holding company an amount equal to the
amount of the loss or damage it has suffered.

Several defenses for the purpose of proceeding

for compensation under section 588W are

provided by section 588X. Thus, itis a defense
if the holding company can prove that:

1) At the time when the debt was incurred,
it and each director who was aware that
there were grounds for suspecting that the
subsidiary was insolvent had reasonable
grounds to expect, and did expect, that
the subsidiary was solvent at the time and
would remain solvent even if it incurred that
debt and any other debts that it incurred at
that time.

2) At the time when the debt was incurred, it
and each director:

- had reasonable grounds to believe,
and did believe, that competent and
reliable person was responsible for
providing to the holding company
adequate information about whether
the subsidiary was solvent and that
the other person was fulfilling that
responsibility; and

- expected, on the basis of the
information provided to the holding
company by the person that the
subsidiary was solvent at that time
and would remain solvent even if it

incurred that debt.
3)  The director did not take part in the
management of the holding company at

47

48
49
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the time when the subsidiary incurred the
debt because of illness or for some other
good reason.

4) It took all reasonable steps to prevent
the subsidiary from incurring the debt in
question.

Sections 588V-X imposes incentives on the

holding company to exercise appropriate care

in dealing with its subsidiary.*” The sections,
however, are criticized on several grounds.

For a start, as mentioned in Chapter II of this

article, there are some groups of companies

which are not included under the definition of
corporate groups recognized by the general
law and the Corporations Act. Such group
structure as Adsteam structure would not be
classified as a holding company-subsidiary
relationship and therefore would be outside
of the scope of sections 588V-X.* Sections
588V-X are also far from the notion of group
liability.* It operates only in one direction,
namely to expose the holding company to
liability for debts of the subsidiary, not vice

versa.>®

b. Australian Cross Guarantee Scheme
subsection 341(1) of the
Corporations Act 2001, the Australian Securities

Pursuant to

and Investments Commission (ASIC)makesaClass
Order [CO 98/1418] relieving certain companies
from the requirements of the Corporations Act
2001 to prepare and lodge a financial report,
directors’ report and auditor’s report. Subject to
certain conditions, relief is available to wholly-
owned entities whose holding entity is a company
or a registered foreign company.

The effect of the ASIC Class Orders is to
require the subsidiary to enter into a prescribed
deed of cross guarantee with its holding company
and to prepare consolidated accounts. It was
considered that, in view of the community of

Damien Murphy, “Holding Company Liability for Debts of Subsidiaries: Corporate Governance Implications”, Bond Law Review, Vol. 10,

No. 2, 1998, p. 241.

1bid., p. 544.

Tom Hadden, Op.cit., p. 79.
Ibid.
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interests between parent and wholly-owned
subsidiary, consolidated accounts would more
accurately reflect commercial realities.’!

The structure of the deed is in the form of a
guarantee, in which each company within the group
guarantees payment in full to each creditor of any
debt in accordance with the deed. It is assumed
that creditors would be adequately protected by the
operation of an indemnity, which was designed, in
the event of the insolvency of a company party to
the deed, to give creditors access to the assets of
other companies within the group.

In fact, however, the court still applied the
separate entity principles in order to determine the
inter-corporateliabilitiesunderthecrossguarantees.
As a consequence, an odd result will be reached:
the position of creditors of the insolvent company
within the group will be improved, whereas, the
access of creditors of a solvent company to the
pooled fund will considerably diminished through
the adoption of cross guarantees and set-offs.” In
other words, under the cross guarantee scheme,
“the position of some creditors will be advanced to
the detriment of others throughout the group.”

c¢. Related Company Liability

The notion of related company liability in
insolvency has long been recognized in the U.S.
(substantive consolidation) and New Zealand
(contribution and pooling orders).>* The attraction
of this concept is its flexibility. If a collection of
companies has acted and presented themselves as
a group, then prima facie there would be strong
grounds for supporting the group responsibility. In
contrast, if positive steps to separate the affairs of
group members have been taken by these group
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members, the group responsibility would not be

applied.”

1) American Substantive Consolidation
Substantive consolidation is a legal process
by which creditors may seek the pooling
of the assets and liabilities of two or more
companies in a group and the disregarding
of intercompany claims between them by
requesting the courts to disregard the separate
legal entity of two companies (or in essence
consolidate the two companies into one).*® This
is referred to as “substantive consolidation”
when carried out under the Bankruptcy
Code and may be ordered in respect of two
related entities each of which is subject to
bankruptcy proceedings, or alternatively, it
may be ordered where one related company is
the subject of bankruptcy proceedings and the
other is not.*’

American case law stresses the importance
of affecting a result according to common
notions of fairness while bearing in mind the
cardinal rule of insolvency administration that
there should be equality amongst creditors of
the same standing. In Re Gulfco Investment
Corp, the court stated that, notwithstanding
their significant discretionary authority, courts
must adhere to bankruptcy’s two fundamental
policies of fair treatment of creditors and strict
observance of the priorities that exist between
various creditor classes.™®

Since the power to make an order for
substantive consolidation is derived from
an equitable background, the American

Bankruptcy Courts in determining whether to

order consolidation are guided by what is just

31 ASC Media Release 91/64: “Public Hearing Accounting Relief for Wholly-owned Subsidiaries:, Issues Paper, 29 May 1991, par. 3.

52

Securities Law Journal, Vol. 11, 1993, p. 204.
Jennifer Hill, Loc.cit.

3 Anthea Nolan, Op.cit., p. 487.

3 [bid.

53

Graeme Dean, et al, “Notional Calculations in Liquidations Revisited: the Case of ASC Class Order Cross Guarantees”, Company and

% Stephen M. Packman, “Substantive Consolidation: When Two Become One”, New Jersey Law Journal, Vol. 183, No. 10, March 2006, p.

1

37 Dechert, “To Pierce Or Not To Pierce The Corporate Veil”, July 2000, available at http://www.dechert.com/library/the%20corporate%2
Oveil2.pdf, last access on Monday, accessed on 13 February 2012, p. 1.

¥ 593 F.2d 921 at 927.
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and equitable in the circumstances.>® There are

several factors mentioned in American cases

as being relevant to determining whether it is
just and equitable to order consolidation. The
leading case in this matter is Re Augie/Restivo

Baking Co.*° The court in this case reviewed

the various factors which had been mentioned

in previous cases and considered that these
factors were variants on two critical factors:

1) Whether the creditors dealt with the entities
as a single economic unit and did not rely
on their separate identity in extending
credit. The court stated that creditors who
made loans on the basis of the financial
status of a separate entity expect to be
able to look to the assets of the particular
borrower for satisfaction of that loan. Such
creditors structure their loans according to
their expectations regarding that borrower,
in which such expectations are central to
the calculation of interest rates and other
terms of loans and thus, fulfilling these
expectations is important to the efficacy of
credit markets.

2) Whether the affairs of the debtors are so
entangled that consolidation will benefit all
creditors. The court stated that substantive
consolidation should only be used where
there has been a co-mingling of two
firm’s assets and business functions and
consolidation is for the benefit of all creditors
since untangling is either impossible or so
costly as to consume the assets.

Moreover, the court recognized that these two

factors merely aid the final determination of

whether consolidation is warranted. The result
is a balancing test as to whether the benefits
of consolidation outweigh the harm that
consolidation would cause to creditors. When

the factors conflict or are absent, the courts

59

60
61
62
63
64

Legal Education Program, 13 March 1992.
860 F 2d. 515 (2" circ. 1988).

Richard Posner, Loc.cit.

Stephen M. Packman, Loc.cit.
Section 271 (1) (a).
Section 271 (1) (b).

2)
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determine whether the benefits outweigh the
detriment to objecting parties.

It is obvious from this case that arguments
based on the reliance by creditors will be vital
in any consideration by a court of an order
for consolidation since voluntary creditors
assess the risks of lending to a particular
debtor and adjust it into the terms of the credit
agreement.®' Reliance arguments will also be
vital when the flow of funds inside the group
has harmed one company at the benefit of
another. In such circumstances, consolidation
may be granted to ensure that creditors of
that harmed company receive what they have
bargained for contractually, whereas, creditors
of the strengthen company will not be able to
assert reliance arguments as they are left with
their initial bargain and have no rights to the
additional windfall.®> American Bankruptcy
Courts, therefore, respect and promote the
policy of fair treatment of creditors and will
not order consolidation if it would deny such
creditors the benefit of their bargain.

New Zealand’s Contribution and Pooling
Orders

Under the Companies Act 1993 (as amended),
New Zealand courts have a wide discretionary
power to deal with related companies if one
of the companies is insolvent and placed into
liquidation. The court can order that a related
company has to contribute to the assets
available for winding up of the insolvent
company if it is satisfied that it is just and
equitable to make the order.® If there are more
than one related companies in liquidation, the
court can wind them up as if they were one
company if the court is satisfied that it is just
and equitable to do so0.%

Philip Blumberg, The American Law of Corporate Groups, presented as part of the University of Sydney’s Faculty of Law Continuing
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The basic legal position is that each company
in a group is a separate legal entity.® In
practice, however, a group is often run as
one business by a single management, in
which transactions within the group are not
necessarily on a commercial basis and one
subsidiary may be sacrificed for the benefit of
the group as a whole. In such circumstances,
unsecured creditors of that subsidiary may
be left without recourse to adequate assets to
meet their claims. Accordingly, requiring a
company to contribute to its related company’s
assets and winding up related companies
together, although it challenges the separate
entity principle, can be justified.®
The provisions of contribution and pooling
orders adopt the concept of related companies.
Section 2(3) defines the term of related
companies, in which a company is related to
another if:
1) the other company is its holding company
or subsidiary; or
2) more than half of the nominal value of
its equity share capital is held by the
company and companies related to that
other company; or
3) more than half of the nominal value of the
equity share capital of each of them is held
by members of the other; or
4) the business of the companies have been
so carried on that the separate business of
each company, or a substantial part thereof,
is not readily identifiable; or
5) there is another company to which both
companies are related.
In considering making a contribution or
pooling order, the court must determine
whether it is just and equitable to make the
order. In a judgment concerning the words
‘just and equitable’ in the Companies Special
Investigations Act 1958, the court stated that

65
66
67
68

Section 15.
Anthea Nolan, Loc.cit.

Re Home Loans Fund (NZ) Ltd. (in lig.) (1983) 1 NZCLC 95,583.

(1988) 4 NZCLC 64,508.
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pooling provisions in Section [271 (1)(a) and

(b)] demonstrated the legislative acceptance of

the importance of equality in the distribution

of an insolvent company’s assets.®’

Section 272 (1) provides several factors to be

determined by the court to make a contribution

order under Section 271 (1)(a):

1) the extent to which the related company
took part in the management of the company
being wound up;

2) the conduct of the related company towards
the creditors of the company being wound
up;

3) the extent to which the circumstances that
have given rise to the winding up of the
company are attributable to the actions of
the related company;

4) such other matters as the court thinks fit.

According to Section 272 (2), to make a

pooling order under Section 271 (1)(b), the court
is required to consider:

1) the extent to which any of the companies
took part in the management of the other
companies;

2) the conduct of any of the companies towards
the creditors of the other companies;

3) the extent to which the circumstances that
gave rise to the winding up of any of the
companies are attributable to the actions of
the other companies;

4) the extent to which the business of the
companies have been intermingled;

5) such other matters as the court thinks fit.

In the case involving a contribution order,

Lewis v. Poultry Processors,” there was evidence
that a contribution might threaten the solvency
of the related company. The court submitted that
Section [271 (1)(a)] is not intended to threaten
the solvency of the related company. It was also
stated that if the contribution sought from a related
company threatens that company’s solvency, then
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the court must consider the equities involved
affecting the creditors of that company, whereby
these creditors will rely on arguments that they
had relied on the separate assets of the company
when trading with it and should not be denied a
full payout because of that company’s relationship
with another company.

It is possible that the motive of each creditor
of the related company differs each other, or the
motives of creditors are not clear at the time they
deal with the company. In such circumstances, the
courts have held that the aim of the contribution
order is to produce result which is beneficial to
the creditors as a whole.®” However, if the claims
of competing creditors appear to be equally
meritorious, it is suggested to accompany analysis

of the flow of funds between group members.”

C. Conclusion

A variety of safeguards for creditors of
corporate groups have been implemented in
some jurisdictions. Not all of them, however, are
effective in protecting creditors’ interests within
corporate group insolvency. Under Australian
laws, the position of creditors is still vulnerable
as the laws fail to provide adequate safeguards for
them. The cross guarantee scheme, in fact, presents
a detriment to the creditors of solvent companies,
although the position of creditors of an insolvent
company throughout the group will be advanced.
Besides that, the scheme cannot deal with multiple
insolvency cases. The narrow definition of
corporate groups given by the Corporations Act
provides a potential avoidance of having liability
under sections 588V-X. Moreover, the law does not
reflect the general notion of group responsibility.

The German Stock Corporations Act provides

a systematic legal regulation on corporate groups
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and already adopts enterprise law or group
responsibility. It is significantly more protective
of creditors and investors than the separate entity
approach adopted in common law jurisdictions.
Hence, it is suggested that Indonesia adopts the
German concept on corporate groups which
stresses on group responsibility instead of separate
entity and limited liability.

The UUPT does not necessarily regulate
corporate groups in Indonesia exactly the same
as the German Konzernrecht, but at least it adopts
the basic concept of group responsibility. For the
protection of creditors’ interests, therefore, the
UUPT should have specific provisions on corporate
groups and treat corporate groups differently
from single companies. Under such provisions,
the controlling company must compensate the
controlled company for any losses incurred by the
direction of the controlling company. Should the
controlling company refuse to compensate, the
controlled company and its creditors can claim for
consequential damages.

Where the controlled company is insolvent
and under the bankruptcy proceeding, the UUPT
could adopt New Zealand’s Companies Act which
gives courts a wide discretionary power to order
the controlling company to contribute to the
assets available for the liquidation of the insolvent
company, if the court is satisfied that it is just and
equitable to do so. In case of multiple insolvencies,
the laws on substantive consolidation in the U.S.
and pooling orders in New Zealand could also be
adopted. Thus, assets and liabilities of solvent and
insolvent companies within a group are pooled in
order to meet claims from creditors of insolvent
companies. The application of this rule, however,
should not threaten the existence of solvent

companies.

% Re Home Loans Fund (NZ) Ltd. (in lig.) supra n.81; Re Pacific Syndicates (NZ) Ltd. (in liq.) supra n.78; Re Gazing & Export Meat Co.

Ltd. (1984) 2 NZCLC 99,226.
0 Anthea Nolan, Op.cit., p. 497.



136

MIMBAR HUKUM Volume 25, Nomor 1, Februari 2013, Halaman 123 - 137

BIBLIOGRAPHY

A. Book

Blumberg, Philip 1., 1983, The Law of Corporate
Groups: Procedural Law, Little, Brown &
Co., Boston.

B. Journal

Anderson, Helen, “Piercing the Veil on Corporate
Groups in Australia: The Case for Reform”,
Melbourne University Law Review, Vol. 13,
2009.

Collins, Hugh, “Ascription of Legal Responsibility
to Groups in Complex Patterns of Economic
Integration”, Modern Law Review, Vol. 53,
1990.

Dean, Graeme; Luckett, Peter; dan Houghton, Erne
et al, “Notional Calculations in Liquidations
Revisited: the Case of ASC Class Order Cross
Guarantees”, Company and Securities Law
Journal, Vol. 11, 1993.

Dunn, Edwina, “James Hardie: No Soul to be
Damned and No Body to be Kicked”, Sydney
Law Review, Vol. 27, No. 2, 2005.

Hadden, Tom, “The Regulation of Corporate
Groups in Australia”, UNSW Law Journal,
Vol. 15, 1992.

Hill, Jennifer, “Corporate Groups, Creditor
Protection and Cross Guarantees — Some
Australian Perspectives”, The Canadian

Business Law Journal, Vol. 24, 1995.
Kahn-Freund, Otto,
Company Law Reform”, Modern Law Review,
Vol. 7, 1944, p. 55;
Landers, Jonathan, “Another Word on Parents,

“Some Reflections on

Subsidiaries and Affiliates in Bankruptcy”,
University of Chicago Law Review, Vol. 43,
1976.

Mark, Gregory A., “The Personification of the
Business Corporation in American Law”,
University of Chicago Law Review, Vol. 54,
1987.

Murphy, Damien, “Holding Company Liability for
Debts of Subsidiaries: Corporate Governance
Implications”, Bond Law Review, Vol. 10, No.
2, 1998.

Nolan, Anthea, “The Position of Unsecured
Creditors of Corporate Groups: Towards a
Group Responsibility Solution Which Gives
Fairness and Equity a Role”, Company and
Securities Law Journal, Vol. 11, December
1993.

Packman, Stephen M., “Substantive Consolidation:
When Two Become One”, New Jersey Law
Journal, Vol. 183, No. 10, March 2006.

Posner, Richard, “The Rights of Creditors of
Affiliated Corporations”, University of
Chicago Law Review, Vol. 43, 1976.

Reich-Graefe, René, “Changing Paradigms: The
Liability of Corporate Groups in Germany”,
Connecticut Law Review, Vol. 37, 2005.

Rogers, Andrew, “Reforming the Law Relating
to Limited Liability”, Australian Journal of
Corporate Law, Vol. 3, 1993.

Squire, Richard, “Strategic Liability in the
Corporate Group”, University of Chicago
Law Review, Vol. 78, 2011.

Sulistiowati, “Extension of Parent Company’s
Liability Against Third Parties of Subsidiary
Company”, Jurnal Mimbar Hukum, Edisi
Khusus, 2011.

C. Paper

ASC Media Release 91/64: “Public Hearing
Accounting  Relief for Wholly-owned
Subsidiaries”, Issues Paper, 29 May 1991.

Blumberg, Philip 1., The American Law of
Corporate Groups, presented as part of
the University of Sydney’s Faculty of Law
Continuing Legal Education Program, 13
March 1992.



D.

Lestari, Creditor Protection Within Corporate Group Insolvency 137

Antology

Carroll, Robyn, “Corporate Parents and Tort

E.

Liability,” in Gillooly, Michael (ed.), 1993,
The Law Relating to Corporate Groups, The
Federation Press, Annandale.

Internet

Bicker, Eike Thomas, “Creditor Protection in the

Corporate Group”, July 2006, retrieved from
SSRN  http://ssrn.com/abstract=920472 on
15 March 2012.

Bisnis.com, “Bakrie Life: Nasabah Diamond

Investa minta dukungan regulator”, retrieved
from http://www.bisnis.com/articles/bakrie-
life-nasabah-diamond-investa-minta-

dukungan-regulator on 13 February 2012.

TheJakartaGlobe.com,

Dechert, “To Pierce Or Not To Pierce The Corporate

Veil”, July 2000, available at http.//www.
dechert.com/library/the%20corporate%
20veil2.pdf, last access on Monday, 13
February 2012.

Jordan, Cally, “Legal Approaches To Corporate

Groups”, retrieved from http://www.law.ufl.
edu/faculty/pdfijordan_cally.pdf on 15 March
2012.

“Bakrie Life Offers
Promises to Its Deceived Customers”,
retrieved from Attp://www.thejakartaglobe.
com/business/bakrie-life-offers-promises-
to-its-deceived-customers/394484 on 13
February 2012.



