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PREFACE
This report was written at the request of the Policy Unit of the Insolvency Service, an Agency of the Department of Trade and Industry.  Its purpose was to undertake a comprehensive review of the process for Individual Voluntary Arrangements established under the 1986 Insolvency Act.  This review was to encompass the process itself and those wider issues that surround it. 

The study set out to answer a series of fundamental questions, namely :-

· What was the original purpose stated within the Cork Report and is it still valid?

· How was the original process envisaged to work and does this still hold true?

· What are the present characteristics, attitudes and practices of debtors, creditors and other organisations involved in the process?

· What are the important surrounding issues?  Firstly those of a philosophical nature and secondly those of an economic and organizational nature which relate to over-indebtedness at three specific levels :-

· that of the individual

· the market and in particular its supply side characteristics and solutions

· macro-economic policy

· How economically efficient is the present process and the operations of those responsible for its implementation and administration.  How suitable is it in the context of the important issues defined above?

· Where does the IVA process fit into the present overall régime of over indebtedness and bankruptcy?  Is this satisfactory?

· What are the overall implications for policy and practices and the routes for betterment?

· What are the decisions that need to be made?

and wherever possible support these answers with empirical data.  The conclusions are set out within Part I of this Report.

The report contains two pieces of original empirical research.  The first analyses historical data selected by the Insolvency Service for those successful IVAs completed between August and October 2000.  The second is an analysis of arrangements started or proposed in Autumn 2001 and is based on data supplied by a panel of those Insolvency Practitioners who, in the year 2000, originated almost half the arrangements transacted in the UK, and by those creditor’s representatives who dominate the approval process.

The latter study particularly, whilst a snapshot by its very nature, has nevertheless generated original and significant data from an extensive sample not previously available in the UK.  In combination, and for the first time, the empirical data from both Phases provides a comprehensive profile of the IVA process, its history and its characteristics.  The results of both the historical and current data analysis are set out at Chapter III.  Part II includes further data on the historical analysis.

The research began in Autumn 2001 and, in general, the data and analysis reflects the position as at December 2001.  Specifically, however, the economic data in Chapter IV reflects the position as at May 2002 in respect of individual lending and elsewhere as portrayed in the February 2002 Bank of England’s Inflation Report and other sources also at that date, with the exception of the MPC minutes (May 2002).  The data in Chapter III on IVA volumes is at 30th June 2002.  Care has been taken to ensure that the process volumes in Chapter IV, although as at December 2001, are still valid in the context of 2002 performance levels.  The commentary on the Regulatory issues in Chapter IX reflects the position as at the end of April 2002, but includes commentary on future proposals.  Comments on the Enterprise Act 2000 in Chapter X reflect the proposed contents and responses as at mid June 2002.

The research also demanded an extensive series of interviews covering a range of governmental departments and agencies, Insolvency Practitioners, lenders, debt management companies, debt advisors, academics, the Bank of England, trade and professional associations, professional advisors, Regulators, the Judiciary, and private individuals.  Without their cooperation and support the analysis that underpins this Report would not have been possible.  My thanks are due to all these participators.

Whilst the topic, at its heart, is one of Political and Social Economy, it nevertheless demands a depth of technical understanding in a complex area.  This support was provided by the Staff of the Insolvency Service over a wide range of matters - legal, procedural, statistical, regulatory - and was made more awkward by the introduction of the 2002 Enterprise Act.  Their willingness, the depth of their knowledge, and direction in certain areas made a massive contribution which was very much appreciated.  In particular my sincere appreciation and thanks go to Mike Norris, now Director of Policy, for his personal help in leading me through the labyrinth, for his encouragement, and his enthusiasm for the project.

I must, however, thank in particular those individual firms of insolvency practitioners, KPMG and PWC who contributed to the Phase II Study.  Not only did they spend considerable time and effort in doing this but the practitioners also subjected themselves to a lengthy interview, some on more than one occasion and responded with significant openness and generosity.  In so doing they were the conduit to ensuring that the detailed operational, practical, economic and market aspects of the IVA process and the implications and concerns for their firms, and the Profession, were grasped and properly understood.  Their efforts were considerable and indispensable; I trust this has been properly reflected in this report.    

In producing this report, my thanks are due to my colleagues at the School, particularly for their help in the extensive statistical data analysis that lies at the heart of the work.  And finally, but by no means least, I must thank Mrs. Myfanwy Baines for her precision, perseverance and long-suffering grace and humour in coping not only with a substantial manuscript and its constant revisions, but also the general administration of the project and the organization of the basic data.

‘Diolch yn fawr i chi gyd.’

Michael Green

Bangor

August 2002
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SYNOPSIS

The full Report (over 100,000 words, excluding graphs and tables, and 300 pages) is obtainable at a delivered price of £750.  Please contact Mrs. Myfanwy Baines on Tel.: 01492 623332 / Fax: 01492 623252 / e-mail: m.baines@virgin.net for further details.



This Synopsis sets out the content of the ten Chapters that constitute the Report itself.  A further Short Form Report summarises its principal findings, conclusions and recommendations. 

Chapter I
The research defines the IVA in terms of its legal origin, purpose and content.  It sets out the terms of reference for the study, the basis of the methodology and the critical boundaries.  It defines the nature of personal economic distress and comments on the poor level of general understanding, the lack of any General Theory, the scarcity of empirical data and academic neglect.  It proposes a new and original framework for the analysis of individual over-indebtedness based principally on the determinants of economic deterioration and time.  In so doing, it introduces the concept of the Debt Curve Profile, defines the Curve’s constituent elements and sets out its practical applications at both the macro and micro level.  It explains and defines the nature of insolvency, the principal historical approaches and their validity, and distinguishes insolvency from the procedural matters of Enforcement and Bankruptcy.  It explains the critical nature of the elements of contract and the political process and their effect on the resultant structure of the formal insolvency régime and its subsequent deficiencies.  It sets out a schedule of definitions used within the research.

Chapter II
It presents and defines for the first time a schedule of those fundamental principles underlying the formal insolvency régime; it also sets out those central political objectives that presently appear to drive and maintain the legislative process.  It defines the overall context of the Study in terms of five principal elements - the State; the Nature of the Debt Profile and Demand for Credit; Causality and Damage; the Financial and Other Supply Markets; the Decision-Making Process - and the constituents of each of these major categories.  This structure forms a central foundation for the subsequent examination and analysis.  A series of philosophical and practical questions relevant to individual over-indebtedness are introduced.  To date all these are unanswered and most as yet are unasked, but all are central to the furtherance of beneficial progress.  They are answered by the research itself.  

Chapter III
The IVA is described in terms of its origins and purpose as defined within the 1982 Cork Report and the 1986 Insolvency Act and the Report’s associated principal recommendations in relation to personal over-indebtedness.  It also describes previous arrangements and those proposals which were not incorporated into the legislation.  In reviewing the central question of whether the principle of the IVA is still valid it does this firstly in the context of the development of Bankruptcy Law and its principles, as defined in Chapter II, from mediaeval times to 1970 and, secondly, in the context of the political influences surrounding the establishment of the Cork Committee and the subsequent legislation.  It also comments on the status of international insolvency law at this time and the then topics of academic debate.  The rôle of the legal and accounting professions in the process of generating the Report and the subsequent legislation is also examined.

Two original pieces of fieldwork that generate, for the first time, empirical data on IVAs are used to define the characteristics of IVAs.  The first uses a sample of cases started over the period 1991-2000 since inception (Phase I).  The second uses IVAs started in 2001 (Phase II).  An original series of indicators are developed for the analysis of this data and an extensive array of results presented.

It is concluded that the IVA concept is still valid, but that the original class of debt envisaged by the Cork Report - business generated debt - now represents only a very small proportion of the cases generated by the process, whose volumes since inception are also defined.  Excessive consumer debt is now the cause of the process’ primary demand.

Chapter IV
The research sets out to place IVAs in the context of those possible alternative processes for individuals in serious financial distress, to define the balance between the uptake of formal and informal options, to draw any relevant conclusions and assess the outcomes in terms of specific inherent variables of both the condition of over-indebtedness and the process itself.  The nature of causality of over-indebtedness is defined and a classification proposed.  The empirical analysis of the IVA position is made using the Debt Curve Profile.  For the first time the volumes of transactions for each relevant process is determined, as are such issues as sequence, position, risk, degree of distress and status throughout a progression from financial stability to bankruptcy.  It also compares the profiles of individuals that participate in certain similar processes (IVAs and Debt Management Arrangements), analyses the product differentials and specifies the distribution routes for both.

It concludes that whilst the profile of debtors using DMAs and IVAs are very similar and the IVA (the Government’s preferred product in such circumstances and administered by the Insolvency Profession by way of a monopoly franchise) is a better product from the debtor’s standpoint, IVAs are being ‘outsold’ by a significant multiple and their market share and absolute numbers are both declining annually.  This paradox is analysed by looking firstly at the demand for credit, both structurally and behaviourally; and secondly be reviewing the activities and characteristics of those organizations involved in those processes on the Debt Curve (the supply side), both regulated and unregulated.

It is concluded that the demand characteristics are identical and the shortfall in performance is solely attributable to the supply side and specifically the inadequate performance of the Insolvency Profession for reasons which are defined similarly.  The Profession and its leadership has failed to fulfil its public policy obligations under its monopoly franchise; its members have by-passed a very significant market and profit opportunity; there has been a significant regulatory failure.

Chapter V
The essential economics of individual consumer debt IVAs are analysed in terms of the financial fundamentals; the constituent elements are defined; they are segregated between fixed and variable determinants within that equation which looks to maximise the returns to the creditors.  Those criteria necessary to determine the success or otherwise of the IVA process itself and its efficiency are also set out in terms of the individual elements, their inter-relationships are specified in detail, and data and indicators from Phase II incorporated into the analysis and structures.  

It is concluded that it is theoretically, practically and economically possible to assess the efficiency of the IVA process; whether creditors’ returns are being maximised either individually and in aggregate and also to generate extensive analysis and understanding of the performance levels of surrounding lending and administrative institutions, and of such items as causality, debtor and creditor profiles et al.  This information exists within the Profession but is not used; hence policy making in this area has no evidential basis.  Suitable measures and procedures are recommended to deal with this shortfall in performance and in the measurement of outcomes.

Chapter VI
The administrative process surrounding IVAs is analysed in terms of the original intentions, practices and beliefs as set out in the Cork Report and the 1986 legislation and the major changes since that time are analysed and specified.  This is done in the context of the legislation, volumes of transactions, the institutional structure of those organisations dealing with the process and current operating practices.  It also sets out the present position of the debtor, the attitudes, demands and behaviour of creditors; and the rôle of the Courts and the Judiciary, all in the context of the process.  It also deals with the issues of duration, pricing, costs, values, risks, access and durability.

It concludes that, generally, the process has moved significantly away from the original principles, with no tangible benefit to any but the Insolvency Profession.  It is over-complicated and is disproportionately over-priced in relation to its primary cause of demand; its practices have developed in such a way that whilst the creditor is unduly favoured but still receives a sub-optimal level of return; the debtor is effectively powerless; the legislative purpose as an alternative to bankruptcy has been significantly corrupted; control over the process is now effectively in the hands of less than a dozen accounting firms effectively acting as ‘nominees’ for both debtors and creditors.

It also concludes that there is no evidence that show either the Insolvency Profession or the Judiciary have reviewed this position and thereby previously defined these very serious shortfalls; similarly that there is no mechanism for evaluating the collective quality of outcomes of IVAs nor the firms that undertake the work.  There is also a growing and significant divide between those firms who specialise in IVAs and those who do not, and this will have serious future implications, particularly for regulation. Using a value-engineering approach a comprehensive and substantial schedule of recommendations is put forward as a basis for reform in the area of process suitability and efficiency.

Chapter VII
The structural and performance aspects of the supply side of the market for conflict-resolution following the breakdown, or likely breakdown, of the credit-bargain with an individual creditor, or several, is examined in the context of Process Efficiency and Suitability and is related to such matters as Information, Access, Market Performance, Product, Quality, Variety and Relevance.  It distinguishes between ‘advice’ and ‘transactional’ elements and questions the present nature of the sector and its operation.

It concludes that the debtor is generally poorly treated and that there is a clear demand for a beneficial change in the market in terms of product and market structure and consequently in the regulatory structure.  A series of recommendations are put forward for improvements in all three areas within a coherent framework.

Chapter VIII
The general nature of the credit bargain is considered in the context of moral hazard, responsibility and macro-economic risk in both practical and ethical terms.  In particular it specifically reviews such matters as Data Availability and Risk Management; Macro Economic Considerations and Risk; the present economic position viz-a-viz consumer debt and consumer spending (using the data from Chapter IV); Lenders Rights; the Debt Curve and the Insolvency Régime; Ethical Balance and Prevention.

It concludes that there is little within the present array of legislation, practices or attitudes that serves to indicate the overall level of risk to the economy from over-indebtedness, nor acts in a preventative fashion to reduce or minimise excessive individual over-indebtedness.  It also finds that the absence of any principle of a duty of care and the total reliance on the law of contract exacerbates this position and raises important ethical and practical questions.  A number of initiatives and principles are put forward for consideration which would act as preventative agents in three specific categories - the integrity of the financial instrument; lending efficiency and process. 

Chapter IX
The origins of the present regulatory régime surrounding Personal Insolvency and the Insolvency Profession are described, as is the present structure and the extent of the areas of interest and action; this is placed in the context of the emerging political process and the need for evidence-based policy.  The activities of the Insolvency Profession are measured in this broad context and also in relation to their performance in, and their attitudes towards, the over-indebtedness market and the fulfilment of public policy objectives.

It concludes that against these criteria (as opposed to issues of Practitioner probity and formal procedural correctness) the Profession’s performance has been unsatisfactory; that their position is largely peripheral in the context of the real level of personal insolvency, as defined, and the overwhelming evidence that the informal system is both the dominant market activity and unregulated.  These deficiencies, and the subsequent regulatory failure, are analysed and a series of beneficial actions recommended.

Chapter X
The IVA is considered in the overall context of the Personal Insolvency Régime and the amendments proposed by the Enterprise Act 2002.  The latter is explained and evaluated in detail as is the underlying rationale; the reactions to the proposals to date are set out and evaluated.  It discusses and analyses the Notion of Bankruptcy, it evaluates its position and efficacy in the context of the régime and raises some consequential and important matters of principle and practice, particularly in relation to consumer generated debt.  An holistic approach is taken to the present Personal Insolvency Régime and a classification system is proposed for its constituent elements and the results evaluated.  The County Court Administration Order and the Attachment of Earnings Order are commented upon.  The critical matters of Sanctions, Economics, Rehabilitation and Causality and the resultant Practical Considerations are also examined particularly in relation to the matters of prevention, exclusion, effectiveness, efficiency and specifically against those fundamental principles set out in Chapters II and III.  It identifies the conflicts inherent in the present régime and the presently unfulfilled demands upon it.

It concludes that there is a need to add to the primary list of principles defined in Chapter II and to shift the emphasis of the régime towards prevention, resolution and rehabilitation (in its processes and its attitudes and emphasis) and away from bankruptcy and enforcement.  It suggests that this movement should be centred on the IVA process.  It sets out how this may be achieved and incorporated into the structure of the régime and puts forward mechanisms that will overcome other deficiencies.  Four related issues are also discussed in this overall context :- the Matrimonial Home; Credit Restrictions and Creditors’ Behaviour; Supply-side Issues; The Insolvency Service, the Courts and the Insolvency Profession.

- o 0 o  -

DEFINITIONS

123. The Individual Voluntary Arrangement, the singular topic of this research, was first proposed and recommended as an addition to the array of formal processes available under the law by the 1982 Report of the Review Committee on Insolvency Law and Practice (Cmnd 8558).  This is more generally referred to as ‘The Cork Report’.  This proposal subsequently became an important element of that part of the 1985 Insolvency Act which dealt with matters of serious personal economic distress.  

124. The 1985 Act received Royal Assent in October of that year.  It was subsequently combined with the relevant provisions of the Companies Act relating to the insolvency and winding up of companies.  Concurrently certain sections were removed from the 1985 Insolvency Act to form the basis of the new Company Directors Disqualification Act.  The latter and the revised Insolvency Act, which is the basis for the present law and its practice, became operative simultaneously on December 29 1986.

125. The purpose of the Individual Voluntary Arrangement was to provide an alternative and beneficial process to that of bankruptcy for those individuals who found themselves in a position of the most serious financial difficulties.  That is to say, when the legitimate expectations of some or all of those who are owed money cannot be met by the debtor within the terms of the original or subsequent arrangements.  As far as the individual is concerned this liability may have arisen as a singular responsibility or may have arisen jointly, as in the case of man and wife, or as a result of a combination, as in a business partnership or other trading relationship.

126. The IVA process allows an individual in such circumstances to make binding agreements that cover his or her worldwide assets and liabilities with all his or her known creditors provided that a significant majority of these creditors by value (75%) are willing, voluntarily, to accept this arrangement
.  The Arrangement may or may not result in the payment of all the outstanding debt.  The length is finite and during the period of the Arrangement the debtor is protected from his creditors and access to credit effectively stops.  The common practice is now for a five-year term.  At its end the matter is finished and all debts are treated as being extinguished.  The debtor is now said to be ‘rehabilitated’ and can start afresh. 

127. It is a formal process in the sense that the Individual Voluntary Arrangement has its procedures and mechanisms prescribed by the legislation and the associated Insolvency Rules.  Each Arrangement is subject to involvement by the Court, approval by the creditors, its existence is reported to the Secretary of State and is a matter of public record.  It is, therefore, because of its origins, intentions and practices an instrument of public policy in the management of a credit based economy in its effect, both at the level of the State (macro) and the individual (micro).

128. Throughout the Report :-

· For the purposes of the research ‘bankruptcy’ refers specifically to that legal process which takes place and is defined by Sections 252 - 387 of the 1986 Insolvency Act and the associated Rules of which Sections 252 - 263 cover IVAs specifically.  It is a ruling of the Court, at a precise time and place.  This Court process is initiated as a consequence of the law of contract.  It is a contractual enforcement mechanism available as a result of a specific aspect of non-performance, namely, non payment of monies due.

·  the term ‘economic deterioration’ is used to describe the process from Point D B on the Debt Curve Profile in Fig. 4.1 in Section IV

· the term ‘insolvent’ is used only to describe that state where the legal conditions for a bankruptcy petition could be raised, confirmed and executed (i.e. as above)

· ‘economic distress’ is used to describe various points on the route D  B.  It is qualified wherever possible in terms of severity by those limits described on the Debt Curve Profile in Fig. 4.3 in Section IV

· ‘over-indebtedness’ is used as a synonym for economic distress which occurs from between and below points P1 and P2 to point B in Fig. 4.3

· ‘Serious over-indebtedness’ refers to that status which exists between points EE1/EE2 and B in Fig. 4.3.  In many cases this status will equate to insolvency

· The Profession is used to include the Recognised Professional Bodies (RPBs) who are the Regulatory Licensors; R3 - the trade association; the Joint Insolvency Council; the Insolvency Practices Council; individual licensed Insolvency Practitioners; the Practitioners’ Firms

· the ‘insolvency régime’ is used to refer to and describe those formal procedures, including their regulation, which relate to serious over-indebtedness but which are prescribed by legislation

· the ‘over-indebtedness régime’ includes both the procedures of the formal insolvency régime and also those informal activities that take place in attempting to resolve the failure of the credit-bargain 

III

A SUMMARY OF THE PRINCIPAL FINDINGS

AND CONCLUSIONS
III

A SUMMARY OF THE PRINCIPAL FINDINGS 

AND CONCLUSIONS
This section summarises the principal findings and conclusions of the research and is dealt with under the following headings :-

(a.)
Origins and Purpose

(b.)
Characteristics

(c.)
The Process and Participants

(d.)
Empirical Data, Policy and the Measurement of Performance

(e.)
IVAs in the Context of UK Over-indebtedness

(f.)
Political Issues

(g.)
Market Issues

(h.)
Regulatory Issues

(i.)
IVAs, Over-indebtedness and the Insolvency Régime

Origins and Purpose
1. Whilst the IVA was originally envisaged by the 1982 Cork Report as a process to deal with ‘business generated’ personal insolvency it is, nevertheless, an entirely appropriate mechanism, in principle, to deal also with the matter of ‘consumer generated debt’.  The emerging importance of the latter was fully recognised by the Cork Report, but its separate recommendations and mechanisms proposed in this respect were not adopted.  As a result, the subsequent legislation (the 1986 Insolvency Act) left the IVA and the County Court Administration Order (now for debts up to £5,000, and where a County Court Judgement is a pre-requisite) as the only mechanisms available to deal with serious personal economic distress and over-indebtedness as a practical alternative to bankruptcy within the formal and regulated régime.

2. An important intention behind the 1986 legislation was to significantly improve the previously unsatisfactory conduct of many of those individuals and firms who would administer the formal processes of personal over-indebtedness under the Act (i.e. IVAs and Bankruptcy) in terms of both probity, ethical behaviour and procedural correctness.  A parallel political purpose was to reduce the cost of personal insolvency to the State and simultaneously create a more economically efficient process than heretofore.  For the debtor it was intended to allow him/her to use a more ‘humane’ process to achieve an orderly and binding settlement with his/her creditors.  This would be supervised by the Court, and the process would produce a better outcome for the debtor, creditor and the State than bankruptcy.

3. To implement this purpose the Act set up a new regulatory structure.  At its heart was the requirement that individuals who dealt with formal insolvency procedures, personal and corporate, should be licenced.  This licence would be granted by a Recognised Professional Body (RPB), under a Memorandum of Understanding between the RPBs and the Secretary of State, who could also licence individuals.  This created a monopoly franchise and was recognised at the time as such.  Its initial incumbents were drawn from the legal and accounting professions.

4. It was not originally intended that insolvency should become a ‘stand alone’ specialist profession but that interested and licenced lawyers and accountants should undertake this work as part of their general activities.  This has changed.  There are now seven RPBs, excluding the Secretary of State, responsible for administering and regulating the activities, performance, financial probity and ethical behaviour of the1849 licenced  members as at January 2002.  It is estimated that about 1000 are practitioners who take appointments (see also Table 4.9). 

5. Preceding the Cork Recommendations was a long history of the development of those principles that surrounded the law and practice that represented the status quo at that time in respect of serious personal over-indebtedness.  There were taken as the basis for progression.  A schedule of these principles, post the 1986 Act is set out at Table 3.2.  Similarly the legislation did not take place in a political vacuum despite the long-run indifference of the Conservative Government.  Set out at Table 3.1 is a picture of what these political objectives and philosophies may now represent post the 2002 Enterprise Bill.

6. All the extensive array of parties interviewed in the course of the research, without exception, supported and reaffirmed the principle of the IVA process as originally envisaged for either class of debtor.  At that time (1982) the proposal was seen as a major, innovative and radical solution to an area of serious deficiency within the then insolvency legislation and practice.

7. During the late 1980s and the period of the 1989-93 recession the IVA fulfilled its purpose of dealing with those seriously over-indebted individuals such as Directors with personal guarantees, partnership members, traders and dealers doing business under their own names, as originally envisaged.  Since that time, however, the profile of those individuals availing themselves of this important mechanism has changed significantly.

8. The data derived from Phases I and II of the Field Work of the Research shows conclusively that the overwhelming majority of IVAs are now in response to situations of excessive unsecured consumer debt in the form of loans, credit cards, storecards, and credit agreements.  Business debt generated IVAs now account for probably less than 5-10% of IVAs proposed or approved and registered.  This pattern has prevailed since 1994. 

9. During most of this period the UK economy has been benign.  Any downturn will doubtless lead to an upturn in the demand for business generated IVAs and lead to a change in the mix of the origin of schemes.  This, however, will be in addition to the present base of consumer debt.  The latter is in part a reflection of the favourably low levels of unemployment, interest rates, inflation and the relatively high rates of income growth, consumer confidence and improvement in household balance sheets.  All of these have combined to generate - along with social pressures to demonstrate certain patterns of perceived material affluence and hard marketing by lending institutions - a phenomenal rise in the absolute level of net UK consumer debt since late 1997/1998.  This increase is unmatched by any other single general economic indicator other than, perhaps, selected and eclectic areas of the domestic housing market.

Characteristics
10. The volume of demand for IVAs demonstrated a pattern of stability from 1994 to 1998 with between 4,000 - 5,000 cases each year.  This accelerated to 7,700 in 2000 but fell back to 6,200 in 2001 and has fallen again in 2002 (first half) to less than 3,000 cases.

It should be stated that these numbers do not necessarily reflect economic units or households since the formal counting process classifies a man and wife, or any other combination of individuals, in joint liability situations as two or more IVAs.  Other mechanisms - Debt Management Arrangements (DMAs), debt consolidation - would count this as one circumstance.  It appears that the correction factor to allow comparability is a reduction in the IVA number in the order of 18-20% in current times.

11. Whilst averages and ‘typical situations’ can be misleading, a crude indicator would show that the IVAs are presently approved on the basis of the following characteristics
 :-

· the total will be for a sum of less than £50,000 for two-thirds of cases and £75,000 for over 80% of cases

· generally the individuals are between 25 and 50 years old

· the debtor is likely to be property owning, in employment and with a net cash annual income that represents probably about a half or a third of the outstanding debt

· two-thirds of available monthly repayments would be for less than £400 and made over a 5-5½-year period.  This would, in the bulk of cases, reflect a repayment of about half to two-thirds of the outstanding debt before costs

· only very rarely would any assets be introduced into the scheme at the outset - principally since none are available 

· the total costs of the administration of the IVA process in terms of nominee and supervision fees to the insolvency practitioner, plus incidental costs (£300-£500) and VAT (17.5%) will normally be in the order of £6,500-£8,000.

· the costs of the process will absorb generally a third of the proceeds from the debtor and only rarely be related to the size of debt i.e. is a fixed price

· net returns to the creditor will generally be some 35-40% of the original debt

More precise and extensive data is set out in Section IV.

12. Over recent years the underlying purpose of the process and the basis for decision making has been corrupted.  Originally, this was simply whether, at that point in time when the proposal for an IVA was put forward, the benefits to the State, the debtor and the creditor would equal or exceed those from the execution of a petition for bankruptcy.  It was also envisaged that the acceptable period for ‘rehabilitation’(i.e. the repayment period) would be within a three-year maximum.  This period also coincided with the new (1986 Act) bankruptcy discharge period.  Creditor-led procedures and practices have now developed which now set the period almost without exception at 5-5½ years (83% of cases).  They have also changed the decision basis to include the potential but intangible future values of assets held and chance related windfalls.

The Process and Participants
13. The process itself has become over-legalistic, unwieldy, over-complicated and preoccupied with extracting ‘future value’, whether by way of income, asset values or windfalls.  This has led to additional administrative work for which no evidence could be produced that demonstrated corresponding benefits but, nevertheless, generated more costs.  It has also led to increasing complications over the matrimonial home and an almost standard requirement from the creditor for the debtor to hand over all or some proportion of any property related equity improvement, usually in year four or five.  This benefit would, of course, not be available by way of sale in a liquidated bankruptcy at the time of decision making.  This asset-realization lump sum repayment in the latter years will generally lead to a consequential increase in indebtedness, often by way of remortgaging.  This action cuts across a fundamental principle of the IVA process, namely rehabilitation within a fixed term.

14. The essential elements of :-

· accessibility

· simplicity of purpose and process

· value and quality of the product

· attempting to minimize the costs of the process and thereby maximize the available returns to the creditors

have been lost sight of.  These objectives have not been actively supported, promoted or been the subject of even minimal investment by the Insolvency Profession; this is despite, or perhaps because of, their monopoly franchise over the IVA process.  

15. This has resulted (in the general case where debts cannot be rescheduled and repaid within, say, a five-year period) in a process which, despite its recognised practical benefits and the quality of its defining principles, is simultaneously:-

· poorly supported in the context of both the overall level of serious individual over-indebtedness in the UK and in the consequential real demand for its execution

· excessively expensive in terms of the absolute level of price for its necessary content, and also in the ‘proportionality’ of the available revenue stream that the costs of the process consumers

16. Similarly, the original intention, whereby the debtor’s position is carefully and individually considered within a cordon represented by the Courts, the creditors and the debtor, with the Insolvency Practitioner (as Nominee or Supervisor) playing an independent part has largely collapsed.

17. The Debtor is now in a suppliant position.  Such is the complexity and demand for detail by the creditors, and to a lesser extent the Courts, that all the data is now and necessarily compiled and presented by the Insolvency Practitioner.  The debtor’s only real influence in the decision-making process is to walk away because of the increasingly onerous terms and conditions - particularly in relation to the home - or choose bankruptcy or accept the proposal.  In the case of bankruptcy there is every subsequent probability that the home will be lost unless funds can be found from third parties.

18. Creditors fall into three camps :-

· those few lenders who refuse to enter into the IVA process and by so doing are openly frustrating an important instrument of public policy and thereby are probably guilty of unlawful conduct.  

· those lenders who purposely set out to use their participating position to maximize the return on their outstanding debt at the cost of other creditors

· those who have effectively ignored and abandoned the process and have appointed creditor nominees to act on their behalf, within prescribed guidelines.  These demand a minimum % return on their outstanding debt and limit the costs of the process as a proportion of the receipts.

This latter class of creditor now comprises the overwhelming majority of lenders (probably over 90% by value).  The nominees appointed in such cases are almost exclusively either PWC or KPMG, the international accounting firms.  They perform this service free of charge with a view to improving their chances of bankruptcy work in general from these same clients.

19. Whilst this nominee phenomenon may be seen as ‘unhealthy’ there was no ostensible evidence produced by the Practitioner Panel, or elsewhere, to suggest that either firm had consistently or generally abused this position of privilege
.  Nevertheless it clearly puts pressure on those few firms who handle the bulk of IVAs on a regular basis, especially at a junior and daily operational level.  Whether such a creditor nominee arrangement, with no charge, would withstand and continue should there be a substantial increase in IVAs has to be seen as problematic.  Neither firm felt able to comment on their policy should such an event take place.

20. This standard creditor arrangement, with pre-set minimum hurdle rates of return on the outstanding debt typically of 25-40%, and with costs limited to 40% of the potential receipts is against the original principle set out in para. 8.  It can and does lead to IVAs being rejected that should be accepted and valid proposals being rejected at an early stage.  For those insolvency firms which are operationally efficient it can also lead to a position of maximizing price setting, and margin protection, in those cases where fee levels are set to match the pre-set returns criteria.  

21. The Judiciary have taken a reducing rôle in recent times and this will decline further under the provisions of the Insolvency Act 2000 in relation to Interim Orders.  They are seen as having limited powers and influence by those handling bulk numbers of IVAs; reduced almost to a rubber stamping rôle; and where the consistency of judgement can be varied.  It was also reported that occasionally the quality of related administration and its pace can be unacceptable.  The Judiciary see the IVA process as having a high intrinsic value.  Their principal concern is the cost of the process in relation to the available returns to the creditors in the general case.  An excessive number of unsuitable IVAs being presented for Approval was not reported as a frequent or significant cause for concern or matter for further investigation.

22. One of the singular features of the administration process is the lack of any regular contact, formal or informal, between the Judiciary and the Insolvency Profession to discuss, debate or comment upon the process their conduct and its effectiveness.  This is despite the fact that these are the two institutional groupings with consistently the best perspective of its operation and who, by definition, are charged by the legislation with its administration and efficacy.

23. An analysis of the IVA process in terms of those firms who are undertaking the work as Nominee and Supervisors shows a remarkable change over recent years.  The expansion from 1999 ran in parallel with a shift in the profile of the distribution of those firms involved in the process.  

This progression and its extent can be demonstrated by the comparative date in tables 3.3 and 3.4

	Year
	All cases
	No. of firms
	No.of firms handling 50% of the cases
	% of firms
	Biggest firm’s No. of cases
	No. of firms with 100+ cases
	% of cases handled by top 5 firms

	1995
	4169
	284
	39*
	14%
	156
	5
	12%   (5)

	2000
	7729
	292
	8
	2.7%
	803
	21
	34%   (4)

	2001
	6172
	287
	12
	4.2%
	889
	12
	36%   (6)


*53.4% of cases

Table 3.3 Distribution of IVA cases and participating firms 1995-2001

Firms handling no more than

	One case per week (51)
	One case per month (9)

	No. of firms
	% of firms
	No of firms
	% of firms

	1995
	261
	91.9
	85
	29.9

	2000
	266
	91.1
	76
	26.0

	2001
	265
	92.3
	77
	26.8


Table 3.4 Incidence of case handling 19995-2001

This conclusion was supported by an analysis of similar data from Phase II of the Fieldwork 2001 cases.  This data and its partial stability reinforces the conclusion that the overwhelming number of firms are not actively involved in the personal insolvency market pre-bankruptcy.  The growth has been generated by a handful of firms. 

24. This profile seriously questions the Profession’s claims for the existence of an extensive base of skills, competence and experience capable of dealing with the bulk of demand
.  The cost-effective skill base appears, in fact, to be with a handful of so-called ‘bulk processors’, handling ‘factory IVAs’ even though these volumes themselves are in fact quite small.  The latter are sometimes the target of unflattering and probably libellous comment from those within the profession who are not volume handlers.  This supply profile undoubtedly has had a significant effect in terms of the present and unsatisfactory status of the content, pricing, profitability and efficiency of IVAs.  A very limited number of firms do specialize in ‘business cases’; these can sometimes become a hybrid CVA/IVA.

25. In summary, therefore, it can be concluded that :-

· despite its predominant use (consumer debt) being other than for its intended purpose (business debt) the IVA is nonetheless a suitable and desired mechanism for dealing with serious over-indebtedness/insolvency as an alternative to bankruptcy for either business or consumer generated debt.

· the IVA mechanism, in principle, has universal support; detractors from its value are hard to find.

· the process itself has lost its way and is inefficient.  It is too costly, both in relation to its purpose and creditor returns.  This in large part is due to the development of an unnecessary complexity, and demands from creditors and their nominees which have no demonstrable benefits.  This development has also corrupted the envisaged and original decision making criteria.

· creditors, debtors and the Judiciary have, in the general case, no direct executive part to play in the process.  The whole process is now dominated by two handfuls of accounting firms representing debtors and creditors.  This is a relatively new phenomenon (3/4 years).

· the absolute volumes which grew from 4,200 in 1995 to 7,700 in 2001 are now in decline - 6200 in 2001; less than 3000 first half of 2002.

IVAs in the Context of UK Over-indebtedness 
26. One of the fundamental questions directed to be addressed by the research was to define the relationship between formal and informal activities for those individuals who are in serious economic distress.  If possible, it was also to provide a structure for analysis and quantification.  Consequently an original model was designed and used for this investigation.  It was based on the primary elements of economic decline and time and has been called the Debt Curve Profile.  It is described in detail in Section IV following.

27. Using this basic model and its associated framework it was possible to define empirically the process of economic decline in terms of :-

· process

· risk

· status

· activity

By definition this analysis also demanded an identification of :-

· those organizations involved in the various stages of decline

· the volume of related activities

· positioning

· sequencing

Hence it also defines the relative levels of executed supply and demand at the aggregate national level.  Given the data, were it available which it is not, the model could also be used to reflect :-

· firstly the latent level of demand from seriously distressed individuals and 

· secondly the real degree of exposure (as opposed to published) being bourne by lenders.  

This would be significant in helping quantify the implications for systemic risk within the UK financial system of personal over-indebtedness.

28. Detailed output from the model is given in Section IV.  It shows, inter alia, that :-

· insolvency takes place at a much earlier stage in the process of financial decline than is generally accepted and far earlier than dealt with by the principal formal mechanisms of the insolvency régime - IVAs and bankruptcy.

· informal mechanisms dominate massively in terms of volumes and the aggregate value of transactions.

· it is possible to define quite accurately for any individual case where they are at any time on the Debt Curve Profile for a given set of circumstances.

· that the profile of individuals who enter Debt Management Agreements (DMAs) - which are the nearest equivalent informal mechanism to an IVA - is almost identical to that of those entering into IVAs, although the average debt is probably lower.

· that a significant proportion of those debtors who enter DMAs (perhaps over 70%) will not have paid off their rescheduled debt within 5 years and would be better served by an IVA.

· although not strictly comparable, a successful 5-year DMA would be significantly cheaper than a five year IVA i.e. less than half price.  In the general case this cost excess cannot be accounted for by a difference in worthwhile content.

· the positioning of the IVA is consistently that process which in terms of sequence precedes bankruptcy.  It is a commonplace for those who enter an IVA to have been through many or all of the other preceding processes defined on the Debt Curve (P1 - P6).

· bankruptcy in over 80% of the 23,000 cases in 2000 failed to produce any dividend for the creditors.  As a general mechanism for the economic distribution of insolvents’ estates it is of little worth.

· IVAs produce better creditor returns than any other rehabilitating mechanism for seriously over-indebted working insolvents, despite the unacceptable level of costs presently consumed by the process.

· many of those who are seriously over-indebted are generally and practically excluded from the formal régime e.g. at EG1 - EG2 on the Curve; debtors with £50 - £15,000 of unsecured debt and no County Court Judgement against them; debtors with £5,000 - £15,000 of debt with a CCJ.

· that for those in serious distress, when neither debt rescheduling and/or raising new equity from whatever source is an adequate or practical response, then the IVA with its binding characteristics and possibilities for forgiveness is a better solution for the debtor than any other proposition.

· analysis of the historical data in Phase I did not indicate that IVAs with a combination of assets and income, produced significantly better returns than income only schemes.  Similarly, length of arrangement was no reliable generator of proportionately higher returns.

· with the exception of a handful of Insolvency Practices, most IPs are only dealing with the ‘converted’ debtor already aware of the IVA process.

· the bulk of over-indebted individuals are unaware of the IVA process.  The Profession has not attempted to deal with the issues of access, or availability, or cost.

Empirical Data, Policy and the Measurement of Performance
29. One of the singular features of the phenomenon of serious personal economic distress and formal insolvency in the UK is the absolute dearth of empirical data.  This position is mirrored exactly in the case of corporate distress and formal insolvency.  This in turn at the national level is a direct and consequential reflection of a long period of disinterest under the Conservative Government in the issues surrounding personal and corporate economic decline.

30. It also demonstrates a lack of serious engagement by the academic community with the topic in recent years and a failure of the Insolvency Profession to instigate and progress ideas or research other than that of a technical nature relating to the status quo or proposed legislation.  The position of the Profession has not been expansive nor generative in the broad sense of proposing policy initiatives for the longer-term development of the régime or its principles.

31. It is suggested that :-

· this lack of empirical data

· an absence of anything that could be held as a General Theory; or accepted structure for analysis

· a process-driven approach at almost every level to the exclusion of all else

· the total absence of the important issues of the related and underlying principals and philosophy in the teaching, preparation and examination of embryonic Insolvency Practitioners

· an introspection and limited view of public policy responsibilities by the Profession

· the failure of the Regulatory bodies to consider elements outside the narrow bands of practitioner probity and procedural correctness

· are all umbilically connected.  It is also suggested that they lie at the heart of the causality of those matters observed by the research and already commented upon, and those issues still to follow.

32. As a consequence, the general economics of over-indebtedness and IVAs specifically are poorly understood.  Similarly the detailed components of success and failure, and those elements which can be worked upon to produce a higher level of returns to creditors or improve the probability of the IVA running its full course (excepting catastrophe) are not generally understood.  There is no system of measurement of outcomes and performance at any relevant level i.e. for individual schemes or in aggregate for the process ‘in toto’. 

33. It is a valid and proper question to ask as to whether or not the IVA process has been ‘a success’ in the general sense.  This brings with it the inevitable issue as to how this should be measured.  The simple and instinctive response, as indeed adopted by the IPC in their proper interest in the topic, is to use the simple indicator of duration (i.e. how many fulfilled their course/how many fell within the first year).  These are essentially economic in the sense that longevity is assumed to lead to both a good level of returns to creditors and the ‘sustainability’ of the Arrangement itself.  The research, however, adopted a wider view and encompassed those elements of :-

· principles and philosophy

· process efficiency and appropriateness

· the fulfilment of public policy and political objectives

· consistency with the formal insolvency régime

· the quality and quantum of returns to creditors and related economics

· market efficiency, volumes and product suitability

each of which is commented upon.

34. In terms of an economic evaluation the research found that in the general case it was possible to distinguish between fixed and variable elements of the equation that determines the net financial returns to creditors (the Net Yield).  It also showed that it is possible to construct a series of indicators, in the individual case and in the aggregate, which explained the build-up of the constituent parts of the Net Yield Outcome by way of :-

· Lending Efficiency

· Debtor’s Capabilities and Performance

· Process Efficiency by way of Operational and Procedural Efficiency

This approach, by definition, identified those elements which can constrain or can 
generate influence on the eventual Net Yield Outcome.

35. If this economic analysis is taken in conjunction with those less tangible, but nevertheless assessable elements in para 33 then it is possible to set out a format for evaluation for the ‘success’ of the IVA process in policy terms, but which also identifies those elements which contribute or otherwise to the overall outcome.  This necessarily includes the behaviour of debtors, creditors and those involved institutions.

36. At the present time even the most basic data for such an evaluation is not readily accessible and can only be generated by a specific piece of research.  Whilst some of the evaluation criteria demand a review of the status of informal activities in terms of quantum and quality (i.e. market efficiency), the bulk of the requirements lie within the offices of the Insolvency Practitioners themselves.  Indeed it forms the basis of their daily decision-making on IVAs.

37. Not only is a regular evaluation of the IVA process of itself not possible but this intellectual reluctance and administrative inability (in the sense of the absence of the necessary data collection and analytical processes) stretches downwards from this senior level.  Hence it is not possible to :-

· review the validity of outcomes of specific schemes over their life-cycle

· assess certain characteristics in aggregate (as for example in the Phase II Project lending efficiency, Debt Yields)

· assess the performance of the Practitioners who promote IVAs as to the outcomes and yields of their schemes.

at a more junior level.  It is, however, this same information which is essential if the principle of evidence-based policy is to be implemented, the position of debtors and creditors properly reflected and accommodated and both debtors and creditors to be aware of their possibilities.

38. Similarly, in this matter of determining what is important and what should be measured, it is instructive and revealing to review the document ‘R3's Rolling Strategy for 2002-2205'.  In it the trade association makes no mention of two areas of absolute and critical importance, namely :-

the measurement of the effectiveness of the performance of its individual members and the distribution of this information either generally or in respect of IVAs.

how well, and how, and where, the Profession is performing as a whole in fulfilling the public policy objectives that are implicit in the legislation and the monopoly franchise structure of the regulatory régime.

Under the regulatory system the principal data for making such an assessment lies within the Profession and not the Insolvency Service.  To that extent, therefore, the Secretary of State is dependent in this issue.

39. These elements have to be seen as very serious omissions since they collectively reflect and define the very essence of the Profession’s raison d’être and outweigh all other considerations, assuming probity and stewardship is a necessary prerequisite.  This is not to decry the document’s stated mission or intentions to :-

· continue to develop and promote the highest levels of professional conduct through setting common standards.

· promote the integrity and project the professional image of both R3 and its members.

· continued to address the needs of all its members

· promote to its members the concept of professional/social responsibility

and its subsidiary mechanisms.  It is to say that it stops short and does not adequately reflect their external responsibilities.  This is a position compounded and made more difficult by the fact that the RPBs have failed to grasp the selfsame nettle.

40. It is a commonplace in certain aspects of activity (i.e. education) to hear a clamour against ‘over-testing’; or ‘measuring the wrong things’; or using measures for the secondary purpose of resource allocation rather than their preferred purpose of measuring the progress of the activity itself; or bureaucratic measurement activities consuming an inordinate quantum of resources.  This is certainly not a charge that can be levied in the context of individual distress, the over-indebtedness régime and its regulatory processes. 

41. This singular and alarming lack of any significant data, qualitative and quantitative, be it within Government Agencies or the Profession is a significant constraint in assessing the effectiveness of the present legislation and directing the pathway for any necessary reforms.  Similarly, it does not allow the Secretary of State to assess the efficacy of new reforms (i.e. the 2000 Insolvency Act or the 2001 Enterprise Bill) or measure the performance in terms of the régime of that array of political objectives set out at Table 3.1.  It is difficult to name a sector, industry or significant economic activity where the paucity is equally manifest.

42. The research has shown conclusively that these data deficiencies can be resolved.  That is to say, it is a practical proposition in a technical/administrative sense.  It is also the case that such a process, carried out on a continual basis, would also be economically realistic and manageable. 

43. Continuing in this wider policy context of measurement and relating it to over-indebtedness, there is no doubt that the credit industry takes a singular view at the individual institutional level towards personal over-indebtedness.  This is firmly based on each institution’s own position, margin expectations, profitability, loan book and target markets in terms of credit decision-making.  At the aggregate level, however, and despite the presence of sophisticated ‘credit scoring’ models based on copious data and a rationale of predicting default in the next twelve months, it is not possible for any lender to calculate and know his real exposure to any individual at any point in time.  Nor it should be said, can that individual’s borrowing capacity, usage or headroom be expressed

44. This brings a new dimension to the argument on ‘indiscriminate lending and borrowing’
.  Those supporters of the anti-lending school automatically assume that lenders know their exposure and can calculate this effectively.  Not only is this proposition unlikely to hold true but it has other implications in terms of macro-risk assessment.  This, however, does not, of itself, shift the essential argument on the nature of unsuitable borrowing/lending, the fact that the latter exists
, or that lending organizations do target the unwary, unsuitable or unworthy.  This can often be in the context of a mismatch between the borrower and lender which is not subsequently reflected in the response of the law in the case of the failure of the credit bargain.  

45. It is concluded that in this context a sole reliance on contract law is an inadequate mechanism for conflict resolution and that the concept of a ‘duty of care’, common to many other aspects of everyday life and the law, should also be introduced to this aspect of economic loss.  This should encompass the behaviour of both debtors and creditors.

46. The extent of over-indebtedness in the specific case of IVAs is set out in Table 4.8 based on data drawn from the Phase II fieldwork.  It is also a reflection and index of ‘lending (in)efficiency’.  It prompts the not unsurprising conclusion that practical efforts in this area, if serious over-indebtedness is to be reduced, should be firmly and positively directed towards the mechanics of prevention.  There is no evidence at present, other than by way of ‘front end’ issues such as advertising and contractual clarity and process, that this is being effectively addressed.

47. Such an approach will inevitably lead to constraints over and above those presently experienced by lenders.  It is also expected that this will almost certainly lead to a curtailment of non housing-based consumer credit lending.  Given the basis of recent UK economic policy, consumer debt as the sustainer of demand, an increasingly weakening manufacturing sector, negligible world growth and a worryingly expanding trade deficit this objective may be difficult to achieve without affecting the current level of employment.

48. Similarly, and of equal and serious concern is the fact that at the macro-economic level, there is no evidence of that data or data collection mechanism that could be used to gauge the level of risk inherent in the present debt levels.  This is despite the present levels of consumer debt
 and the political and economic reality that the latter has been the principal driver of the economy for the past 2/3 years, as a matter of policy.  Whilst in the present benign circumstances this may be low, a sharp shift in either interest rates or unemployment would certainly shoot this upwards, and dramatically.  Whilst serious systemic risk may not necessarily result, individual institutions will certainly come under extreme and possibly terminal financial pressure.  It is, therefore, most unlikely that present accounting practices would accurately indicate the real level of risk either for individual lending institutions or collectively.

49. Similarly, at the individual level there is little or no understanding of the social and regional profile of over-indebtedness (i.e. where, how many, and at what quantum of financial deficit at each point on the Debt Curve in Fig. 4.1) or how this translates into economic risk at the macro level.  The concentration has been traditionally on those in sector EG1 - 2 on the Curve and who are effectively excluded from any formal insolvency mechanism.  The latter is generally an income/employment issue and a proper cause for Government concern and action.

50. What has not been addressed is the position and quantum of those between points EE1 - R7 on the Curve.  All are effectively insolvent.  From a Government and policy point of view this is the group that represents the real risk.  The overall costs of those at EG1 - 2 are already known and bourne.  What is not known are the potential costs of default on the EE1 - R7 group should they become unemployed.  It is the fact of unemployment that presently obviates bankruptcy for those who are technically insolvent and whose asset base will provide little or no creditor distribution.  It provides lenders with income but that will generally be little reduction in the capital outstanding.  It is concluded that this is an important area for investigation.

51. Whilst no hard or extensive evidence exists, the intuitive conclusion, and supported by the Phase II data, is that there is a strong likelihood that the recent increase in over-indebtedness is primarily within the C/D economic groupings.  This location would be totally consistent with the quantum of the increase in consumer lending 1998-2002, the incidence and distribution of UK earnings and the consequential levels of discretionary disposable income.  If this is the case then these individuals and families are also those most vulnerable to economic downturn and job-loss and who correspondingly have the weakest asset base.

52. To the extent that this creep of serious over-indebtedness and its demographic location is in fact the reality, then this is the herald of a long-term social and economic problem of a most important nature.  The rise in the proportion of the population who possess an unsustainable Debt Factor (the relationship between net cash annual income and total non-housing debt) not only brings personal distress but will, in the medium term, be a constraint on future economic growth.  In the present non-inflationary era these effects will be increasingly marked.  It is suggested that the average debt per individual/household lately quoted in the media is unhelpful in that it provides no entry into understanding the extent of the potential future constraint to economic growth that this new distribution really represents, nor indeed its level of seriousness.

53. An automatic by-product, or cause, of these latter paragraphs is that a consistent feature of this topic of consumer debt and consumer spending is the dearth of reliable and available data, other than at the macro-/aggregate level of the debt itself and, even then, in the simplest of formats.

54. The broad implications of the foregoing at a policy level are :-

(a.) that, in reality, the critical elements of consumer debt and consumer spending are generally poorly understood at both the micro and macro level and this must be reflected, inevitably, in economic policy making and related decisions.

(b.) that the vast bulk of pre-bankruptcy activities that take place in the UK following the failure of the credit bargain, individually or collectively by way of conflict resolution, in some form or other, are now unregulated.

(c.) by definition, and as a consequence of (b.), the Insolvency Profession has become peripheral in the overall UK context of dealing with over-indebted/insolvent individuals and this in spite of its intended monopoly franchise position and the purpose of the legislation.

(d.) the credit industry operates with few ‘demand market’ constraints outwith ‘front end’ promotional and procedural directives.  There is nothing in the supervision of their behaviour that directs them or is geared towards the prevention, on an individual level or collectively in the aggregate, or the balancing of over-indebtedness within limits that are measurably prudent and recoverable.

(e.) the data does not exist to review regularly policy effectiveness in relation to the over-indebtedness régime as a whole; or measure the output or effectiveness of the formal processes already in existence or, indeed, the performance of those monopoly franchise holders operating the schemes.

(f.) there is effective exclusion for many groups from the formal mechanism for those who find themselves in serious financial distress.

(g.) contract law alone is an inadequate mechanism; the concept of a duty of care should be introduced.

(h.) the maintenance of high levels of employment is an absolute imperative if a proportion of the current quantum of consumer debt is not to fall into default.  It may even be that the underlying level of risk has been understated using traditional methods of analysis.

It is apparent that the development of a better balance and understanding between ethical outcomes, adequate processes, inclusion, prevention, restricting credit to an affordable level, maintaining employment and economic growth all within a framework of principles and philosophy that is both rigorous and defensible will be a difficult task.  It is a debate that should be progressed without delay.

55. This summary position and its origins, largely concerning economics and process, whilst unsatisfactory but quite capable of effective remedy, also generates a different series of questions.  Whilst these are essentially practical in purpose and/or outcome, they depend on a decision-making process which, in turn, demands a serious philosophical perspective and attitude towards the issues considered.  A selection are set out at Table 3.5 by way of example.  All are fundamental to any consideration of serious over-indebtedness but few, if indeed any, have been posed or addressed as yet.  Their importance should not be underestimated.  To the extent that they are not addressed comprehensively will weaken the foundation and validity of any proposals for change.

56. The matters in para. 54.(a.), (d.) and (h.) are principally for the controllers of the economy and the maintenance of financial institutions’ conduct (Treasury, Bank of England, FSA) and in its total context should envelop the personal lending sector of the credit industry and its operating practices and ethical policies.  Whilst this particular aspect is outside the scope of this research the matters of unregulated conduct and the increasingly peripheral position of the Insolvency Profession are pivotal to the analysis and prescription.  This is dealt with in detail in the following paragraphs on ‘Regulatory Issues’.

Political Issues
57. One of the fundamental constructs of the methodology of the research was the concept that, in this aspect of the political and social economy, there is an inherent continual and on-going conflict between the State and the various markets that represent and envelop the activities, origins, status and rehabilitation of the over-indebted.  

58. This hypothesis can be substantiated by an analysis of the development of the law since the matter of bankruptcy was taken away from the Courts Merchant in 1542 and placed within the confines and control of the Nation State for the first time, to its present and subsequent state of development.  The principles and practicalities of the slow, but nevertheless definable, shift towards centralization of control (i.e. regulation) at both the political and administrative level is indisputable.

59. Most major changes in legislation over this period have resulted from extreme dissatisfaction with the status quo; they have generated a sufficient political imperative and a momentum for change.  Almost without exception this evolution has been slow and reactive.  It has dealt piecemeal with events rather than adopting an holistic approach.  The outcome has sometimes been satisfactory, often not
.  In this respect it reflects the development of UK Company Law.

60. As a result, the State now manifests its presence in this equation by way of legislation - the Insolvency Acts and associated Rules - ; its administrative capacity and activities through the Insolvency Service; its Regulatory Requirements as defined by Statute and practice; and its political intentions by defining this matter in its entirety as the responsibility of a Secretary of State.  It is now, as described by the Enterprise Bill 2002, also part of the arsenal of initiatives that the present Government has chosen to encourage entrepreneurship and generate economic growth.

61. There is, or should be of course, surrounding this position at any one point in time, an ongoing debate as to whether this use of sovereign power in defining and pursuing what, in effect, is public policy and its manifestations, is appropriate or adequate.  For example, at the most senior level :-

· does it result in an equitable balance across society

· favour some groups or individuals

· withstand rigorous ethical scrutiny

· result in injustice or hardship

· lead to abuse and corruption in its administration

· match the position that individuals enjoy elsewhere within the law

· is consistent with the long-run development of principle
.  

At a more junior level the considerations are whether its use and outputs march effectively with the stated political objectives of the day and to what extent these are administratively practical and cost effective.

62. Also implicit in this hypothesis in terms of the methodology, is the fundamental concept that the ultimate driver and constraint in this area of over-indebtedness is that of political philosophy and objectives.  Put in its crudest form, this element is the locus of power for progression or constraint.  How this landscape looks post the Enterprise Bill 2002 is set out at Table 3.1.  Not all the inherent elements and practicalities have or will be contained within the legislation; some may not yet be fully recognised.

63. Since 1997 there has been the emergence of a political process in the area of insolvency, driven in part by the Government’s concentration on an ‘enterprise based culture’
 
.  This in turn has led to an increase in the demand for evidence-based policy and for the first time since 1986, new legislation.

64. This is described at Fig. 3.1 - The Emerging Political Process.  The research looked to see where the Profession was in relation to this developing format of evidence-based policy making and to answer the following relevant questions :-

· What has been the contribution of the Profession to this process of policy creation and enactment?

· Where does it lie?

· Is it sufficient?

· Is it changing - for better or worse?

Some of the answers to these questions are necessarily both subjective and dependent on the respondents’ perspective.  Nevertheless, there are some factual indicators worthy of note that demonstrate a consistent trend.

65. There is no doubt that the Insolvency Profession has ready access at both ministerial level and at the highest level within the Insolvency Service.  Equally, there is no doubt that at the technical and practical level in terms of proposed and existing legislation that they have made a significant contribution and also in related matters of taxation.  This is only to be expected from the experts in the field and who are also operating a monopoly franchise.

66. It is probably also correct to say that, despite the still and extensive list of on-going criticisms of the Profession, over the last half decade of the 1990s the overall standard of work and the probity of Insolvency Practitioners has improved.  The regulatory execution of the RPBs through the operating arm the Joint Insolvency Committee
 has been the principal driver in this respect.  In short, there are now probably less ‘rogue’ practitioners in office than was the case ten years ago and most of those who are there probably operate to a better standard.

67. In the context of Fig. 9.1 - The Emerging Political Process - and the questions posed in Para 9.64, the foregoing equates to a significant presence at :-

· Stage VII (Regulatory Framework)

· Stage VIII (Execution of the Process)

· Stage IX (a)(b)(c)(f) (Product, People and Probity- Measurement of Performance and Standards Maintenance)

It also indicates a technical input at Stage V (Public Policy Translation into Legislation)

68. It is when an examination is made of those areas that might collectively be grouped separately as :-

‘ideas, betterment, removal of defects, enhancement of equity within the process, dealing with difficult or unresolved philosophical issues, measurement of the quality of outcomes, preference and conflict, public protection and redress, matching public policy objectives’

that the presence or input of the Profession becomes either ‘thin’ or non-existent.  These generally are represented by Stages I-IV; VII; IX(d)(e)(g); X; XI in Fig. 3.1.

69. Taken in the round, the impression is of a Profession that in recent years has become predominantly anchored in its own entrails which has been concerned primarily with and managing and maintaining the status quo, rather than looking to the world outside and its wider responsibilities to the régime for which it has a monopoly franchise.  For example:-

· the responses to the consultative exercises on Company Rescue Mechanisms and Bankruptcy - A Fresh Start were of an indifferent quality in the context of the Profession’s pivotal position.  Whilst addressing the questions asked, the answers dealt with the surrounding practical and technical issues at length but failed to explore effectively the underlying substance in a rigorous and extensive fashion.  The format of the Insolvency Service Documents was sufficiently Socratean in nature to give full licence to do this, but the opportunity was side-stepped.

· with the singular and honourable exception of the Annual Surveys on Personal and Corporate Insolvency carried out for R3 the Profession has produced no research related to the non practical aspects of any of its monopoly activities of a publishable quality
.

· there is no evidence of the Profession approaching its franchise holder on its own initiative - the Insolvency Service - outwith the Consultative Exercises, with papers, proposals or recommendations that would seriously impact the process and the content at Stages I; II; VI; IX(d)(d)(g);X or XI as described in Fig. 3.1.

· Similarly there is no evidence of the Profession accepting and behaving in the manner of a franchisee towards the franchiser in accounting for performance, meeting implicit or explicit expectations or investing in the franchise.

· a review of the minutes of the Council of R3/SPI, The Joint Insolvency Council and the Insolvency Practices Council reveals no significant mention of or concern with the public policy aspect of the franchise activities, the measurement of their performance or any of the issues itemised in Para. 3.68 (other than in the context of the Consultation Processes for R3).

In short, whilst it has concentrated on the technical, the routine and the internal, the evidence suggests it has ignored the big picture.  To that extent it has concentrated on extracting today’s income but neglected the intellectual and financial investment necessary to ensure its longevity at current or enhanced levels of activity and profitability in the area of personal insolvency or acute economic distress.

Market Issues
70. Surrounding the overall pattern of credit demand and consumer behaviour and to a much lesser extent business-generated consequences, that lead to serious individual over-indebtedness and perhaps formal insolvency are two principal supporting market structures, namely :-

· the financial - that is to say the product market for credit and those participating supply organizations with their individual competitive positioning, trading and operational characteristics - ‘the Debt Providers’, and

· the institutional support markets - that is to say the ‘supply side providers’ who deal with over-indebtedness.

71. In combination these structures allow, at the primary level, the level of credit demand to be fulfilled.  At the secondary level they provide the complementary and necessary mechanisms to deal with cases where there is contractual failure of the credit bargain and over-indebtedness ensues in either a single or multi-creditor context.  This secondary market is concerned with either enforcement and/or conflict resolution and reflects various levels of financial exposure to the creditor(s).

72. The operation of the primary credit market was not the concern of the research except in respect of certain preventative aspects; the secondary conflict/enforcement market certainly was.  This is represented by the Debt Curve Profile in Fig. 4.3(Section IV).  The activity analysis that follows the time flow to - tn  in 4.1 is set out in a reformatted fashion at Fig. 4.6.  In so doing it forces an identification of those institutions that are connected to each stage of the pathway from sound finances to bankruptcy.  These organizations are set out at Table 4.3 along with the principal purpose of their activities.  The extent to which these are regulated (under the provisions of the 1986 Insolvency Act) is set out at Fig. 4.5.   The requirement to hold a Consumer Credit Licence does not equate to a Regulated Activity for the purposes of this Report.

73. Whilst the primary market deals with financial products, the secondary market is typified by activities which operate in an intra-market and competitive fashion, whereby processes compete for individuals’ and organizations’ attention and financial resources and demand a quite different level and type of decision making.  This complex market array is also overlayed by the issue of determination, that is to say in which activity the over-indebted individual will choose to, or indeed can, participate, because of the entry or exit terms of the available processes.

74. The substantiated political hypotheses and this market analysis
, when taken in the General Context of the Analytical Structure of the Project which included the critical elements of :-

· The State

· The Nature of the Debt Profile and Demand

· Causality and Damage

· The Financial and Other Supply Markets

· The Decision-Making Process 

as described in Table 3.6, have their practical value in that collectively they not only automatically generates four specific and practical questions of fundamental importance, namely :-

‘What is the position of the debtor?’

‘Given that the intention of the 1986 Act was to provide both a vehicle specifically geared to a more equitable and orderly resolution to individual over-indebtedness, and a complimentary protective regulatory mechanism, has this worked?’

‘How efficient is the market surrounding over-indebtedness (i.e. the secondary conflict resolution/enforcement market) in directing distressed individuals to the proper solution?’


‘To what extent does the primary (credit) market contain inbuilt preventative mechanisms to restrict or minimize chronic personal over-indebtedness?’

but provide a structure that will describe the status of the present position. 

75. The answers to these questions are not encouraging
.  

76. In a market sense the distressed debtor is poorly treated at the present time, for example:-

· the array and purpose of supplying institutions and their offerings is often unclear

· there is confusion between those organizations that offer advice and/or offer a transactional service (i.e. negotiate with creditors and handle cash transfers)

· the products offered are not always precise in their purpose or content

· pricing information is often difficult to obtain and use in a comparative manner

· a given level of cost does not always represent relative value to either debtor or creditor

· guarantees and warranties are rare/non enforceable 

· available information is of a poor standard, particularly in respect of relative performance

· ease of access is poor, not least for the IVA, and there is no well defined pathway of progression that adequately reflects the degree of distress or suitable mechanisms for rehabilitation

· in the majority of transactional cases the wrong product is often chosen by the debtor

In short, the distressed debtor has fewer safeguards and far less precisely differentiated choice in ‘product’ terms than he or she would enjoy in relation to other less critical consumer product or service purchases.

77. In terms of the IVA process specifically the present deficiencies, including its rejection by debtors and creditors have been commented upon at length in paras 6 - 20.

78. In both theoretical and practical terms this amounts to an example of serious ‘market failure’.  This is emphasised by the fact that the huge bulk of individuals/households that enter into DMAs particularly and probably also many debt consolidation exercises would be better served by the IVA process if a rescheduling of their debt cannot lead to its elimination within 5 years.  The scale of this significant level of mis-direction, measured against public policy preferences and market inefficiency has to be seen in the clear light of the fact that the IVA is the ‘government’s preferred product’ in precisely such situations
 which is administered and regulated by a monopoly franchise structured specifically to protect the debtor, creditor and the State alike.  It is, thereby, the prescribed public policy instrument for debtor relief, rehabilitation and maximizing the return of creditors’ monies for collective debts of over £5,000.

79. Whilst this overall picture represents one of serious market failure, there is to be observed simultaneously a powerful demonstration of the market in operation.  The reversal of the expected positions of the formal IVA and other informal conflict-resolution mechanisms, reflects the market recognising a real demand and the supply side failure by the prescribed regulated organizations.  Unregulated institutions have arisen and fulfilled that demand.  This is a phenomenon of only very recent times - perhaps over the past four years or thereabouts.  

80. It is a surprising outcome on two counts.  Firstly, DMA organizations particularly have generally received very poor press coverage in these recent years; much of it justified in terms of the catalogue of unsuitable practices cited by the Office of Fair Trading in late 2001 and their subsequent recommendations.  (The OFT threat for non-compliance is the withdrawal of the vital consumer credit licence).  The OFT improvements were principally directed towards advertising standards and content, agreement content and clarity and the separation and stewardship of clients’ funds.  That is to say, ‘front end issues’.  Secondly, DMA organizations are, by definition, ‘one product’ whether ‘fee paying’ or the wrongly described ‘free’ type and whose product appropriateness is necessarily limited.  Progress since December 2001 has not yet been measured.

81. A second is the aspect of on-going criticism which emanates from what can only be termed the ‘moral high ground’.  That is to say, the claim that DMAs cannot solve the debtor’s problems, merely serve to keep the creditor at bay; will provide no real improvement in the debtor’s position over time; keep the creditors’ profits rolling in and line the DMAs House’s pockets.  The parallel and consequential demand is that they should be outlawed.  This comment is most often put forward by members of the Insolvency Profession.  

82. Whilst these comments on the limitations of the DMA are valid in certain circumstances (a most telling Product comparison of DMAs and IVAs is set out at Table 4.3 in Section IV) this attitude fails to recognise four key issues :-

· all the creditor funded ‘free’ DMA organizations exercise a moratorium on interest and costs and this facility is being extended increasingly to the ‘fee-payers’.

· that DMAs did not precede personal over-indebtedness/insolvency and only became a prevalent mechanism in the late 1990s.  The Insolvency Act and the IVA process became law in late 1986.

· without such a facility (and perhaps half or more of the DMAs are, in fact, now written by creditor-funded organizations, itself a matter of some concern) distressed debtors, most of whom are in fact deeply insolvent, would have no effective means of achieving relief from creditor harassment.  In this case the debtor’s perception of value and worth, maximized or not, equals reality.

· the present structure of the supply of organizations for informal conflict resolution following the failure of the collective credit-bargain, has been created by latent demand, not imposed.

It can only be concluded, therefore, that this particular position, which serves pointedly to avoid many of the principal issues of supply side performance and regulation, is acutely unhelpful in all senses of prescription or betterment.  Furthermore, it is one unlikely to generate an effective political constituency or imperative and consequently will fall on deaf ears.

83. Leaving to one side at this stage the behaviour of those institutions connected to the market from R1 - C on the Debt Curve and their historical development, relevant though this is, the analysis suggests there are four other factors which have led to what is in effect a serious medium term disequilibrium in the over-indebtedness régime.  That is to say that present outcomes do not in a significant and substantial majority of cases follow the preferred process set by Statute, nor as a consequence do debtor’s choices fall within the prescribed monitoring process for financial probity, suitability or procedural correctness; nor are these choices, except in the minority of cases the most efficient, either economically or in terms of rehabilitation.

84. The first factor is that the structure of the market itself shows all the classic elements of poor definition and inefficiency - particularly in terms of information flows on product, content and appropriateness and price, comparability and access.

The second factor relates to the structure of the formal insolvency régime.  

The third is a consequence of the performance of the (self) regulatory elements of the Insolvency Profession (i.e. R3, RPBs, JIC, IPC et al).  Factors two and three are the topic of later paragraphs.

The fourth is, in many ways, the most critical but is of a different nature.  It introduces the concept of what in commercial terms would be called ‘The Product’ into the analysis and asks for the first time the fundamental question as to what, in the conflict resolution market, is actually being done and paid for by the debtor or creditor(s).  Or, more pertinently, should be.  This concept immediately brings with itself problems of definition.  It also forces the consideration of an important secondary issue, namely how can the Product be most effectively distributed.  That is to say, how will the Product ‘get to market’ and the related practical matters of exposure, access, value, choice, price, quality, investment.  All the latter are at present in general, and for IVAs in particular, in a state of poor and ineffective order.

85. It is pertinent at this stage to define precisely what is meant by ‘Product’ in this context since this, at present, has a different meaning for different parties, namely:-

· for the debtor this is, probably, the release from harassment, and fear and hope for the future capacity to lead an orderly, untroubled financial life.

· for the creditor it will be the recovery of the money at risk, the quantum, the costs of doing this and the probabilities of success.

· for the Insolvency Profession it is the administration of processes prescribed by the legislation, and only dealt with by them, and preferably at a profitable price.

· for the State it embraces a successful implementation of those Fundamental Principles set out at Table 3.2

all of which present, at first blush, conflicting demands and objectives.

The practical reality, however, is that in any given situation the latitude to vary the fundamental economics surrounding an individual’s serious over-indebtedness is generally severely limited, as are, by definition, those choices available to the decision-makers.  This includes whether the solution follows an informal or formal routing.

86. This acceptance of financial reality
 allows the ‘product characteristics’ to be restated, therefore, in terms of three essential and sequential elements.

(i.) a statement of the economics of a situation, and an evaluation of the best route forward to taken in the context of the economics and the Principles in Table 3.2
.  This can be described as the Best Advice Process (BAP) and represents the very heart of the matter.

(ii.) the practical negotiation of the preferred routing with all the interested parties.  In many circumstances the decision making will be straightforward and the option chosen indisputable.  Discussion, such as it is, will be on matters of detail.

(iii.) the maintenance of the agreed arrangement over the prescribed period of rehabilitation/cash recovery.


What ‘the product’ represents, therefore, in the general sense is a Decision-Making Model followed by the application of its negotiated and accepted recommendations.

87. It is suggested that in prescribing and adopting a template that will satisfactorily address the ‘market failure’ and regulatory issues already defined that the way forward should embrace three specific elements as the essential priorities :-

(i.) that the dominant feature be that change should be ‘product led’.  This should take as its starting point and foundation the Decision-Making Model described as the Best Advice Process.

(ii.) that the product, as now defined, should be the subject of effective regulatory investigation to ensure the adequacy of the quality of the initial decision making by the Insolvency Practitioner, or any other licenced operator, and the Arrangement’s subsequent performance within the formal régime; and of others outwith it.

(iii.) that the structure of the supply-side of the market should operate efficiently.

88. It is the complete absence of any concentration on the BAP or any subdivision of this activity (or the sidestepping of the matter in total) that defines the present market and its inefficiencies and consequences.  It is suggested that what is demanded is the BAP’s rigorous and universal application in all situations of serious indebtedness from P2 - B on the Debt Curve Profile.  This applies to those activities which presently fall both within and without the formal régime.  This application simply does not exist at the present time outwith less than a handful of firms operating in this entire sector, despite its essential nature.  Without it there can be no guarantee that the proper choice for debtor, creditor or the State will be made.  This generality is fully supported by the evidence.  Its universal adoption will serve to eliminate many of the present confusions.

89. The final question in the array posed by the methodology has the answer that there are no effective preventative mechanisms within the credit market.  This is not to decry the valuable work done by way of the OFT/Consumer Credit Act et al, simply to say that other elements in the mix can swamp these ‘front end’ matters which are often procedural or documentary.

Regulatory Issues
90. The analysis of the structure of the supply and demand aspects of transaction-based organizations in demonstrating what, at first blush, seems to be a contrary outcome, also shows that in terms of the demand aspects - the operation of credit markets, consumer behaviour, the general profile of seriously over-indebted individuals - there is no sign of significant differentiation between individuals seeking formal and informal solutions.  Average size of debt is probably the only criteria; IVAs being the larger. By definition, therefore, the root causes for this outcome must lie within the behaviour, attitude and performance of the supplying organizations effecting these transactions, and the extent to which this has resulted in the differentiation of positioning and volumes and expressly at R5, R6 and R7 on the Debt Curve. 

91. Previous paragraphs have noted that the IVA process has become divorced in part from its original decision base, bloated in its price and content and disproportionate in its balance of returns.  They have also noted, and by definition, that there is no evidence of any attempt by the Judiciary or the Insolvency Profession either individually or collectively to review the position of the Process and propose solutions for betterment for either debtors or creditors.  The status quo has prevailed in the sense of ‘nothing changes’.  Except, of course, holding this position has simply denied the reality which exists outside the confines of existing procedures.  In this context, there have been significant changes in the absolute behaviour level and incidence of credit and over-indebtedness which have been to the general detriment of both debtors and creditors, even in these benign economic times.  Nothing, however, has been done to recognise, accept and reflect this new position in terms of process or product.  Regrettably, there is no evidence to suggest that the effects of these changes have been generally observed or understood by those responsible within the Insolvency Profession at trade association, RPB/IPC level.  If they have, no effective remedial action has been formally recommended by way of specific proposals put forward, or action taken on a collective basis
.

92. This neglect of Demand, the Supply-Side and the Process and their related aspects marches hand-in-hand with negligible investment in promotion, ease of access or systems by all but those few firms in the Insolvency Profession who have specialised in this area of personal distress.  Similarly there is no evidence of any collective input into these areas by those organizations - trade or regulatory - who operate and control the Profession.

93. Perhaps the most astonishing finding in this aspect of the research related to what can be termed ‘market understanding’, or more specifically the lack of it.  Other than those handful of insolvency firms actively involved in the IVA process, nowhere was to be found an understanding of the nature of the personal over-indebtedness market or the quantification of its activities and processes, as set out in the Debt Profile and related transaction levels in the following Section IV.  The Profession at all levels has been operating completely within its own ‘box’ of formal procedures and was completely oblivious to the world around it.  The reality of the position first revealed in November 2001 came as a major shock and appears to have been treated as a serious ‘wake-up call’ by certain senior members of R3 and certain RPBs.

94. There have been, and still are, two major consequences of this outcome, other than those repercussions for debtors and creditors already described, namely :-

· the professional insolvency firms have forgone a very significant quantum of work available to generate fee income and which, if operated efficiently, does produce good margins.  They will find a sustainable market position difficult to re-establish without both major investment in systems and promotional activities and a significant change in attitude.

and

· the profession has not fulfilled its public policy objectives and obligations that run alongside its monopoly franchise position.

It is suggested that a less insular attitude and a broader concentration on wider responsibilities, over and above properly earning fees, and exhibiting probity and procedural correctness, would have led to a different outcome on both of these important issues.

95. Individual firms will inevitably choose their own position in the market, be it corporate or personal.  There is, nevertheless, an obligation on the profession as a whole, given its privileged monopoly and self-regulatory position, to demonstrate a performance level over all its prescribed activities governed by legislation.  This should display sufficient energy, effectiveness and direction of policy sufficient to allow each mechanism/process to fulfill the public policy intention, as far as that is practically possible.  It cannot ‘cherry pick’ those processes within the personal or corporate régimes which appear fashionable/profitable an any particular time and neglect those others either by design or default.  To argue otherwise is to simply argue for both the cake and the half-penny.  This is an unsustainable position and renders the position and purpose of the privilege and the monopoly invalid by rejecting its associate responsibilities and obligations.

96. The evidence shows conclusively that these obligations have not been met as far as IVAs and personal over-indebtedness/insolvency is concerned.  They have failed to reach their demanded market share and debtors have suffered as a result.  The process has not been adequately monitored nor outcomes and activities measured, consequently the economic benefits have become badly and unnecessarily skewed away from the creditors and they have not received their potential returns.  There is no evidence of any plans, readily actionable or not, that will address and rectify these significant shortfalls, nor any indication as to whether this problem will be addressed collectively by the Profession or left to the market activities of individual practitioners and their firms.

97. That is not to say that the Profession and R3 particularly have been totally inactive.  On the Corporate Matters the establishment of the Society of Turnaround Professionals for non IPs was a brave and no doubt difficult innovation.  The name has been changed from the SPI to R3 (Rescue, Recovery, Renewal).  On the personal side there are four very imminent initiatives, namely :-

· a proposed crackdown on errant practitioners who mislead potential IVA prospects, over-inflate the price and put forward unsuitable candidates

· the production of a new booklet by R3 : “Is a Voluntary Arrangement Right for Me?”  Its future use will be compulsory for Insolvency Practitioners.  This will explain the IVA and Bankruptcy processes; the rôle of nominee and supervisor; fees and costs and such practical matters as the legality of the Agreement, future credit rate, fees previously paid.  All prospects must sign the booklet (but not the IP) as evidence of having read it and received the best advice of the Insolvency Practitioner as to the most suitable process for their circumstances.

· a schedule of Standard Terms and Conditions (STC) for an IVA.  This in draft runs to 28 pages and 72 clauses and fully reflects the legal nature of the process.

· a prospective ‘standard practice instruction’ to be issued by the RPBs on IVAs - ‘SIP 3'.  Apparently this will include the demand/proposal that each debtor will be seen personally by the IP or a suitably experienced member of the IP’s staff.  It will also demand that the source and cost of referrals be disclosed.

98. Nevertheless, the reality of the overall position is one which is hugely unsatisfactory.  This is emphatically evidenced by the fact that the process and its operators have in both absolute and proportional terms been effectively rejected by debtors and creditors alike, other than for the services of a handful of firms.  Their attentions have gone elsewhere and overwhelmingly into non-regulated activities.  This indicates conclusively :-

· the inadequacy of the regulatory process in achieving its objective under the 1986 Act of moving the process involving seriously over-indebted individuals under the umbrella of the New Regulatory Régime, and the specific new cadre of respectable, fit and proper Insolvency Professionals and their prescribed activities.

· At the operational and product level it demonstrates a collective inadequacy by the Profession in the areas of market awareness, activity and performance levels, pricing, investment, product quality and suitability, process suitability and an inability to monitor these elements and recognise their shortfalls or successes.

Both items should be of serious concern to the Secretary of State/Inspector General, particularly since they are both damaging to public confidence and present real practical constraints to further development of the régime.

99. The question that emanates from the foregoing is to whether one of the principal purposes of the 1986 legislation, namely the regulation of these activities, is to be ‘reinstated’ and, if so, how.  Two comments are appropriate in this aspect and are drawn directly from the research.

100. The first is that three affirmations were recurrent throughout the interviews conducted by the research.  The first was that, in the arena of advice and transactions in relation to personal over-indebtedness, the Consumer Credit Licence was deemed a totally inadequate requirement for entry for those firms and individuals wishing to practice in this market.  Secondly that regulation was needed and this should encompass probity, practices and outcomes.  Thirdly that the over-indebtedness market should be seen and treated as a holistic piece and not compartmentalised by process and organizational type as is now the case. 

101. The second, in two parts, comes from a general operational analysis of the situation and relates to the general ‘scope’ of regulatory activities as now practised.  The first is that whilst the present regulatory attention is solely on the probity and fitness of the practitioner, procedural correctness of activities undertaken and the subsequent licencing of the individual, it is concluded that this is insufficient on its own.  These activities should be extended to include, in addition, a licencing of the firm and incorporate such matters as the adequacy and training of supervisory staff, the quality and practice of the decision-making systems and processes (Best Advice Model), consistency and accuracy of evaluations, performance outcomes and pricing.

102. The second is that, and perhaps initially by a separate organization, there is a need to monitor and disclose the overall performance of all those transaction-based organizations dealing with over-indebtedness.  This is not effected in any shape or form at the present time for either regulated or unregulated activities, or organizations, in terms of such elements as volumes of transactions, costs, outcomes, causality, debtor/creditor profiles either on an individual or aggregate basis.  It is the lack of this basic statistical data that has, in part, led to the unchecked and largely unnoticed development of the present position; one generally perceived to be unsatisfactory.

103. The conclusion that there are serious defects in the operation, and perhaps structure, of the present formal regulatory arrangements themselves is inescapable.  The research could not locate, within that array of organizations (outside the Insolvency Service) charged with the process of self-regulation, any mechanism or structure that dealt with what might be generally termed market, product, measurement, process efficiency and performance issues, or indeed those which deal with effective redress or public policy performance.  Nor was there any evidence of these subjects being the topic of debate and concern.  All are critical and intrinsic elements of any effective regulatory régime for this particular aspect of economic activity.  Without their presence substandard performance or failure is axiomatic.

104. There is a further issue which the research brings pointedly to the fore in this joint consideration of capability and regulation.  The research data shows that of those firms who deal with IVAs in reality less than 10% of licenced firms deal with more than one IVA per week.  Less than 30% of the firms deal with more than one case per month.  In addition there are individual debt management firms handling volumes that dwarf the entirety of IVAs on an annual basis.  When this capacity issue is taken into consideration with three of the previous matters, namely, that :-

· the present mechanisms will not of themselves provide an adequate regulatory function, constrained as they are by concentrating only on regulating an individual’s probity, and demonstrating procedural correctness.

· the sole regulation of individuals is, in itself, an inadequate solution to ensure either an effective outcome in relation to individual arrangements or ensure the effectiveness of firms and their output.

· only Insolvency Practitioners, at present, can deal as nominees or supervisors for IVAs with their defining characteristics of forgiveness, enforceability and conflict resolution.

Then serious questions relating to appropriateness automatically follow.

105. The research was not tasked to investigated the regulatory mechanism except insofar as it related to the IVA process and effectiveness.  In this specific context, however, it is concluded that a wider and more comprehensive approach to authorization and registration should be adopted for those organizations that administer IVAs.  This should embrace both licenced, nominated, ‘can-carrying’ individuals and the operational capability, quality of outputs and the performance of the firm, including new, obligatory and vastly reduced price levels for the current and typical IVA.  This requirement will of itself place new and perhaps unacceptable demands both economic and emotional on some insolvency firms and their owners.

106. In the broadest sense it also questions whether the sector needs the present volume of licenced operators, per se, and, similarly, whether the regulatory structure can be simplified, concentrated, made more effective and used to better purpose all at the same time.  This should be seen in an overall context whereby :-

· there will be a continual, but numerically limited, demand for operators who can effectively propose and administer complicated and difficult IVAs for business-generated/extreme levels of personal debt.  This relative volume can be expected to march with the state of the economy.

· low output, overpriced, IVA operators have in real and practical terms little significance, or contribution to make, at the present time given the level of the overall market activity and demand for resolving personal over-indebtedness.  They are marginal at best in a market supply sense and consume regulatory resources.

· the market itself, and individual debtors in serious financial trouble, needs a vastly improved ease of access to those organizations that can promote and execute a more comprehensive service over a range of alternative course of actions, solutions or mechanisms.  There is also a need for a clear distinction between the advisory and transactional capabilities of different organizations.

· the present system has not promoted or led to ease of access for the debtor to the IVA process, despite the volume of available practitioners.  This debtor (and creditor) disaffection is demonstrated by the data on relative and absolute volumes and the process itself.

This regulationary issue, it has been concluded, is an appropriate and important area for further investigation.

107. In this particular matter it may well be concluded, eventually, that a more selective and discriminatory régime may be appropriate.  This is in the sense of :-

· fewer operators, offering a wider product spread and actively and who expressly include all those distressed individuals from P2 to B on the Debt Curve

· operating to higher and prescribed standards and within certain tenable pricing guidelines

· properly monitored in terms of ethical behaviour, probity and stewardship and outcome performance.  

· widely disseminates comparative performance and pricing data of operators.

· Such a distribution model would undoubtedly bring in its wake the benefits of real and transparent competition and a simpler, more effective and cheaper regulatory régime.

108. The degree to which this becomes the format will depend, in part, on whether the Insolvency Profession chooses to react in a collective fashion to the array of issues, threats and opportunities that it now faces, or whether it leaves it to individual firms to fight their way in the market.  An indisputable and related conclusion is that those non-I.P. supply-side operators in the over-indebtedness market will continue to innovate within their overriding constraints.  For the Profession to do nothing will simply result in a continuing endorsement of their increasingly peripheral position and, ultimately, serve to minimise and perhaps eliminate their influence on an important aspect of the Nation’s financial and social infrastructure.

109. It is difficult to escape the conclusion that one of the principal reasons for the Profession failing to achieve its objective is that it had no overall model of its purpose, activities and responsibilities, or alternatively, that which it had, based on process and probity fell dramatically short of the requirements.  Set out at Fig. 3.2 is a proposed and appropriate Framework for Regulatory Issues and at Fig. 3.3 an explosion of the Market Issues sector into its component parts.

110. It is readily apparent that the shortfall areas are those of :-

· Operational Effectiveness

· Public Policy Objectives

· Value for Money

· Product Quality and Consistency

· Measurement of Outcomes

· Process Efficiency, Appropriateness and Input Costs

· Access to Effective Redress

· Market Issues (also in detail at Fig. 3.3)

This is a serious level of failure and the damaging consequences both for the debtor, creditor and the loss of potential profitability for the licenced practitioners and their firms have already been fully described.  It has resulted in a principal purpose of the 1986 Act being sidestepped and the bulk of activities now falling outside the regulatory régime.

It is no coincidence that these are many of the areas that have been neglected by the Profession in its contribution the emerging political process and the development of evidence-based policy described in Paras 63.69 and Fig. 3.1.

IVAs, Over-indebtedness and The Insolvency Régime
111. The singular most important new legislative development during the research period was the announcement and proposed introduction to Parliament of the 2002 Enterprise Bill with its twin principal objectives of dealing with issues of competition and of insolvency.  Both are part of the Government’s arsenal of weapons to enhance the economic régime and encourage growth, productivity and entrepreneurship.  This follows closely upon the 2000 Insolvency Act, soon to commence in its entirety.

112. The Bill’s corporate and personal insolvency proposals were generally well received, although some of its purposes were not always readily understood, particularly in relation to bankruptcy and entrepreneurship.  Some reforms were felt, over a wide spectrum of interested parties, to be long overdue.  Some respondents felt the proposals did not go far enough in liberalizing the régime, particularly in the corporate context.

113. Two of the most serious concerns voiced by those interviewed for the research over these new proposals were :-

i. ‘Given the new, maximum reduced discharge period for bankruptcy of one year unless there is a bankruptcy restriction order (BRO), why should a debtor feel obliged to repay his debts?’

i. Bankers and Insolvency Practitioners

and

ii. ‘Why is the legislation geared exclusively towards ‘entrepreneurs’ and why is it largely irrelevant as far as the insolvent consumer debtor is concerned?  There is no help or change here.’

1. Nacab, Money Advisors, Social Welfare Operators

Leaving aside the answers to these specific questions, neither of which is entirely accurate in its supposition or in the practical application, a reflection on their essence led the research to conduct a reassessment of the formal régime as it will stand post the 2002 Bill.

114. This examination was made in the context of :-

· the operational profile of the Debt Curve

· the corresponding and likely ‘market’ or extent of serious personal over-indebtedness/insolvency

· the ethical, practical and administrative issues

· the political objectives 

· the underlying philosophies and principles - either existing and established, latent or still to be questioned or established.

In particular, this review brought sharply into question the position of bankruptcy within the régime and its influence, ethical basis and effectiveness.  Similarly it called into account the County Court Administration Order Process and, in collective creditor situations, the Attachment of Earnings Order.

115. The research was structured on the basis of an evaluation of the present formal processes set against two principal criteria :-

· economic effectiveness to debtor, creditor and the State

· those principles that underlie the present régime (Table 3.2)

It also adopted an holistic approach to the régime, based on all the parameters of the Debt Curve Profile from points AD to R8 and its implicit stages of progress.  The broad conclusions from the analysis were that :-

· the IVA was the only process that is consistent with all the principles.  Entered early and properly administered they can offer a high level of yield to the creditor on the debt.

· the CCAO and collective AEOs are, in fact, only extensions of the IVA at a lower value.  They are stated to be economically and administratively hugely inefficient; not controlled; and, in fact, represent a substantial State subsidy to the creditor
.  There are, therefore, no tenable grounds for their continuance and both, in principle, should be withdrawn as a formal process unless there is concrete empirical evidence of cost effective benefits which outweigh the implicit logic.

· bankruptcy is ineffective as both a distribution and a rehabilitation mechanism

· effective early-day preventative mechanisms or processes are nowhere in evidence or practice throughout the régime.

· the effectiveness of the sanctions régime as a power for maintaining commercial morality is questionable and the balance between fraud and misfortune insufficient.  (This should improve post the 2002 Bill)

116. Indeed, the IVA is, in terms of ‘the Rescue Culture’ in the context of either personal or corporate insolvency, the only mechanism that encompasses all parties and is capable of providing an equitable solution within the guidelines of the established principles.

117. The reality underlying this position is that the historical emphasis of the régime still holds sway.  Its primary concern, and certainly by way of predominant interest of the Practitioners, i.e. the Insolvency Profession, is one of asset distribution and driven by the law of contract.  The matters of prevention, the maximization of the potential returns, the economic protection of the State, and rehabilitation in situations of collective creditor conflict/bargain failure, effective sanctions, are not dominant but subservient.  The latter approach automatically brings with it issues of duty of care and ethical behaviour and will be, by definition, a more searching régime to administer.

118. It is concluded that this balance, and its appropriateness, between enforcement on the one hand and conflict resolution and prevention on the other is now the primary issue facing the régime and that the latter, going forward, should receive more emphasis.  In so doing it is also concluded that the IVA process, suitably modified to remove its present excesses, should be at the heart of this reorientation.

119. Finally, the research adopted an holistic approach to the interrogation of the overall efficacy of the present Personal Insolvency Régime and its mechanisms.  It concluded that in the following areas particularly :-

· the point of entry and ease of access into the régime and the logical continuum of consistent mechanisms

· prevention

· causality

· rehabilitation

· sanctions and their effectiveness - including the differential between criminal and civil actions

· the conflict between the enforcement of ethical standards and the costs of enforcement

· ethical proportionality between economic loss, causality, the consequences of enforcement and consistency of application

· the economics of enforcement and the costs of the administration of the régime 

· exclusion

that the present régime could be further enhanced post the 2002 Bill.

120. It also concluded that there were further philosophical issues to be resolved in relation to credit risk and where it should lie, and that there is a need to extend the schedule of those fundamental principles which presently underpin the régime (see Table 3.7).

121. The research also concluded that there are other specific and related issues of a non-procedural nature in the areas of :-

· the matrimonial home

· credit restrictions and creditor behaviour

· supply side regulation, competition and costs

· the relations between the Courts, the Insolvency Service and the Insolvency Profession

which are similarly capable of improvement.

The Way Forward
122. The following paragraphs put forward an extensive series of practical proposals and recommendations aimed at improving the present position for creditors, debtors, Practitioners and the State.  There are, however, perhaps four matters of procedure and process that stand out amongst the detail, some of which would need primary legislation but much of which would not.  It is these matters which stand to differentiate the topic of serious personal over-indebtedness from many others, namely :-

· its dominance by the law of contract is no longer an adequate and sole mechanism for the resolution of conflict following the failure of a multi-creditor credit-bargain.  A recognition of the importance of behaviour; effective sanctions; discriminating decision making by debtors and creditors, and acceptance of the notion of a ‘duty of care’ are all elements presently excluded from the régime and are prime constituents of its unsatisfactory performance.

· whilst, at first blush, the topic appears to be individual in its locus and economic in its nature this in fact sells it short.  It has serious implications for the Nation’s economy and the method of, and the considerations given to, its management.  It is also a reflection of the state of, and attitudes to, commercial morality by a significant range of individuals and institutions.  To this extent, therefore, it is very much an important part of the political and social economy.  As a consequence the responsibility as lead decision-makers, and indeed the power to effect change (or maintain resistance to it) promoted by various constituencies, including Government Agencies themselves, rests with the politicians and the Executive.

· the surrounding institutional and individual framework that incorporates the related market and regulatory activities, both present and prospective, is relatively complex and encompasses a broad and disparate array.  It reflects significant differences in political, economic and intellectual power and resources.  The State has, as a consequence, simultaneously to adopt a rôle as protector, arbiter and as a setter of the rules for economic generation.  The State is generally in conflict with the financial markets in this area.

· there are established principles which have led to the present position represented by Statute; albeit not well understood or even generally known.  These represent a long-haul development from the 16th Century usually forced upon the political class, as a reaction against the inadequacy of the then law and practice when set against the demands of the economic and social society.  These rules are deep-seated and reflect daily in the behaviour of society and its related and involved institutions.

These realities create an important and critical backdrop to any consideration for change, betterment and decision making.

123. Fom a practical and mechanistic standpoint it is suggested that the way forward will be best served by creating a framework for a régime which deliberately and purposely sets out to deal with the present deficiencies as a whole - process, market, regulatory, behaviour et al.  It should simultaneously address those philosophical issues in Table 3.5 which are presently outstanding and are a barrier to any effective progress.

124. The history of development has not yet demonstrated in terms of practical legislative output a comprehensive and coherent régime for personal over-indebtedness, nor have the regulatory objectives been adequately satisfied.  The present position demonstrated by the research supports the argument that now is the time to embark on this project.  Similarly, the analysis demonstrated that many of the ‘external’ deficiencies (i.e. not confined simply to the issues of process and procedure) can only be satisfactorily addressed with a much wider market and ethical perspective of the régime and its regulatory scope and purpose.  Indeed a piecemeal approach to the implementation of change but not related to and implicitly part of a wider and pre-determined holistic approach, will in all probability, lead to a worsening of the status quo.

125. Overriding all this, is the inevitable issue of political will.  A long history shows that, in relation to this topic, it is a reluctant bride; slow to the alter and only rarely committed to its purpose.  New Labour have, to date, broken this mould.  The following recommendations are put forward on the basis that the desire for equitable reform and betterment will continue to be a feature of this Government’s actions. 
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A Model for Empirical Analysis
1. For the purposes of our research we have used as our basis for empirical analysis a model which simulates, for the general case, the progression of financial stability over time.  Diagrammatically, for the specific case of personal over-indebtedness this is in fact, and as it is shown in Fig. 4.1 below, a  representation of the profile of deterioration.  It has been termed the Debt Curve Profile. 

2. This simple model at Fig. 4.1 describes in the general case of over-indebtedness both the trajectory between extreme and intermediate points of personal economic status and the process of decline.  These points are :-

· A starting position at point A, at a Time To of economic equilibrium and stability

· An improving position of asset accumulation and liquidity at point A1

· The beginning of the process of economic decline at point D and Time Td

· The position of Bankruptcy at point B at Time Tb

· The subsequent disposal and distribution of any available assets at point C at Time Tc.

It is around this basic model that the investigations and analysis needed to satisfy the empirical demands of the Terms of Reference was structured. 

By definition the model has within it certain inherent elements which define its specific nature.  These are:-

· time

· tisk and uncertainty

· liquidity

· the political process and public policy objectives

· decision making and behaviour

· contract and enforcement

It is the sum of these individual elements which collectively create the curve, its shape and its eventual destination in the specific individual case and influence its profile, quantum and socio-economic distribution in the aggregate at the National level.

4.  The Debt Curve also allows an examination of those matters which are relevant and important to the conduct of the individual case as set out in Fig. 4.2.  Equally it can also be used for the examination of those matters which are critical, in the context of over-indebtedness, regulation, macro-economic policy and the surround markets.

An Empirical Application
5.  Using this basic framework it is possible to define empirically the process of decline in terms of:-

· process

· risk

· status

· activity

By definition this also demands an identification of:-

· those organisations and institutions involved at various stages of decline

· the volume of related activities

· positioning

· sequencing

Thereby it also defines the relative levels of demonstrated supply and demand and ultimately, given available data, it could reflect also the latent levels of demand.

6.  The General Profile of Unsecured Indebtedness can be described as in Fig. 4.3:-

	(b)
	Where:-
	
	

	
	
	
	

	
	(i.)
	A:-
	The position where individual/household incomer is sufficient to service all debt; where long and short term debt is decreasing (principal and interest) as contractually agreed; credit ratings are unimpaired; progress is to A1 and reduced indebtedness.

	
	(ii.)
	B:-
	The act of formal bankruptcy takes places at Time Tb, 

	
	(iii.)
	C:-
	At Time Tc any available assets are collected by the Trustee (Private IP or Official Receiver) and distributed.

	
	(iv.)
	D:-
	Process of decline begins, at Time Td, and long and short term indebtedness increases.


	(c)
	and
	
	


Items R1-R7 denote the following possible array of procedures and organisational involvement for the debtor pre-bankruptcy.

	
	(v.)
	R1=
	Enforcement Procedures i.e.


· Judgements

· Executions

· Charging Orders

· Garnishee Orders

· Attachment of Earnings Orders

· Administration Orders

· Repossessions

	
	(vi.)
	R2=
	Use of ‘Credit Repair’ Agencies

	
	(vii.)
	R3=
	Voluntary Debt Management Advice e.g. /Citizens Advice Bureaux

	
	(viii.)
	R4=
	Debt Consolidation Arrangement (Credit Card balance transfer; unsecured/convertible loans; house remortgage)

	
	(ix.)
	R5=
	Debt Management Arrangement – Creditor Fee Paying e.g. Consumer Credit Counselling Service, Pay Plan

	
	(x.)
	R6=
	Debt Management Arrangement – Debtor Fee Paying

	
	(xi.)
	R7=
	Individual Voluntary Arrangements

	
	(xii.)
	R8=
	Post Bankruptcy Individual Voluntary Arrangements

	
	
	
	


	Many IVAs exhibit a progress of the individual through some or all of the processes R1-R6.  Processes R5 and R6 can be seen as alternatives or may be sequential.



	(d.)
	and
	


	
	(xiii.)
	EE1:-
	A position of apparent short term economic equilibrium where an individual/household (I/H) income can only generate sufficient cash on a regular basis to service unsecured and secured debt i.e. meet ‘the minimum payment’; interest only on loans; pay the mortgage/rent; meet hire purchase agreements and utilities commitments.  The total indebtedness is not being reduced but is probably increasing.  Insolvency is the probable reality at this stage unless the realisable surplus asset base is sufficient to cover all unsecured debt.

	
	(xiv.)
	EE2:-
	A position of economic disequilibrium where the position in EE1 cannot be met for all creditors and indebtedness is accelerating.

Both positions EE1 and EE2 are, unless significant sums of new money are likely to be received in the very short term, indicators of very deep distress.  For the overwhelming majority of the population in this position they are in fact irrecoverably insolvent and, in fact, potentially bankrupt in terms of the definitions.




	(e.)
	and
	


	
	(xv.)
	EG1-2:-
	Includes those in Socially or Financially Excluded Groups whose income level keeps them effectively out of the process which is represented by items R4-R7 and (B) and (C).  They generally are continually moving (+) or (-) around what is an equivalent to the EE1 line (i.e. in and out of insolvency) and live by using revolving expensive short term credit to provide what are recognised elsewhere within the nation state as basic needs.  They are unlikely to be participators in the ‘mainstream’ credit market; their credit will generally be supplied by providers within the ‘alternative’ and ‘sub-status’ markets.  In practice this group is subject to the enforcement mechanisms in R1.  In terms of other formal processes they are effectively disenfranchised.  This class or status is generally agreed to be a ‘poverty’ issue.


	(f.)
	and
	


	
	(xvi.)
	P1:-
	This is the position where

	(i)
	the relationship of total unsecured debt (TDO to annual net cash income (ACI), after all  routine living expenses and secured debt payment, to an individual/economic unit is less than 15%

	and
	

	(ii.)
	the relationship of the foreseeable monthly payment available for unsecured debt repayment (AMP to total debt is more than 20% of the outstanding balance (TD) for the next 12 months.

	
	(xv1i.)
	P2:-
	This is the position where on a corresponding basis:-

	(i)
	the ratio of TD to ACI is in the range of 25-30%

	and
	

	(ii.)
	the ratio.of AMP to TD is less than 10%


· In the case of P1 the unsecured debt level, should in the general case, if kept within these parameters be maintainable.  It is in fact short-term, low risk, revolving debt repayable over a (±) 12 month period.

· In the case of P2 however the risk is at that level where the position may be almost unmanageable.  The debt is now medium term (i.e. over 3 years@ 10% without any accumulated interest or charges) and hard core.  The distress is acute and continuation will quickly lead to the situation of bankruptcy at EE2.

· Excluding those individuals at EG1-2 then it is in between and below points P1 and P2 that over-indebtedness becomes a reality.

· At EE1 the typical repayment is now as low as 2% or 3% per month of the outstanding balance.  This simply covers interest and charges to the lender and only in exceptional circumstances result in any repayment of capital.  In this case the nature of the financial instrument has changed from short term revolving credit to long term unsecured debt.

Some Outputs from the debt Cure

7.  Sect out in Table 4.1 is a schedule of the various transaction levels for each of the principal activities.  R1→R8 on the Debt Curve. The Data for 2002 is consistent with that shown for earlier years in 2002/2001.  This, in a more commercial context, is also a ‘market analysis’ of the institutional performance of the ‘supply side’ of the over-indebtedness industry.  Hat is to say, those organisations that are not part of the credit market itself but instead deal with the consequences of distress from points P2 – C on the Debt Curve.  They are essentially concerned with conflict resolution, following the failure – actual or impending – of the credit bargain, and accepting ‘advice only’ organisation with the distribution of the debtor’s available assets and income stream.

8.  These are comments worthy of mention at this stage:-

	(a.)
	The analysis research has generated this empirical data for the first time in the UK.



	(b.)
	The Profile of Debtors using Debt |Management Arrangements (DMAs) is predominantly similar to those using IVAs.



	(c.)
	The vast proportion of IVAs are now, and have been for many years (5/6) those generated by ‘consumer debt’, not ‘business debt’ as originally envisaged by the Cork Report.



	(d.)
	Perhaps as many as 70% or more of the DMAs presently under contract cannot be dealt with by a re-scheduling/moratorium arrangement in 5 years or less, even where interest and costs are frozen from day one.  Hence the Debtor would be better off with an IVA in such cases.



	(e.)
	The ‘Insolvency Profession’ (RPBs, R3, JIC, IPC, Licensed Practitioners) as a group were totally unaware of the overall position and the activity levels south of EE2 or indeed elsewhere.



	(f.)
	It shows that the Insolvency Profession is, despite its government-ordained monopoly franchise, a peripheral player in the area of insolvency/serious over-indebtedness in terms of real demand and its related. Activities.  This is further emphasised numerically by the fact that over 80% of all bankruptcies produce no dividends and that in the area EE2→R7 (inc.)  They are losing ‘market share’ of an increasing total market each consecutive year.


9.  This General Debt Curve in Fig. 4.3 can be restated as in Fig. 4.4 below to indicate more precisely the relative levels of risk, the onset of insolvency and the severity of the level of distress of the debtor as he or she moves further down the Debt Curve.

10.  Set out at Table 4.2 is a schedule which defines the major elements of a Product Comparison of Debt Management Agreements and IVAs.

11.  Set out at Fig. 4.5 is a profile, which locates Regulated and Non Regulated activities the Debt Curve.

12.  Set out at Fig. 4.6 is an Activity Analysis which defines the pathway of Credit D and Contract Failure that is implicit in the Debt Curve in Fig. 4.3 and traces this pat..….  to→ tn.

13.  Fig. 4.7 relates to this in the General Market for Credit.

14.  Table 4.3 takes each activity level on the Debt Curve in Fig. 4.3 and provides Institutional Analysis which described each Class of Provider and their purpose principal activity.

IVA Characteristics

15.  The following tables encapsulate data on some of the principal features of IVAs, namely:-

	· 
	The number of IVAs approved 1986-2002 -
	Table 4.4

	· 
	An analysis of the spread of those firms doing the work -
	Table 4.5

	· 
	Characteristics of historical IVAs completed in 2002 but started in 1991 – 2000  -
	Tables 4.6(a) & (b)

	· 
	Characteristics of IVAs proposed in Autumn 2001 -
	Tables 4.7(a) & (b)

	· 
	Over-indebtedness levels in IVAs – Phase II Data
	Table 4.8


16.  Set out at Table 4.9 is a schedule of the RPBs and their membership


[image: image2.wmf]
Fig. 4.2      The Debt Curve - Matters for Evaluation at the Level of the Individual

	Calendar

Year
	No. of IVA’s Approved
	No. of IVA’s2 
	Cumulative No. of IVA’s3

	
	
	Completed
	Failed
	Completed
	Failed

	1987
	403
	16
	1
	16
	1

	1988
	781
	61
	12
	77
	13

	1989
	1293
	182
	36
	259
	49

	1990
	1998
	335
	96
	594
	145

	1991
	3319
	468
	255
	1062
	400

	1992
	5129
	804
	501
	1866
	901

	1993
	5769
	1264
	879
	3130
	1780

	1994
	4921
	1741
	1201
	4871
	2981

	1995
	4169
	2221
	1514
	7092
	4495

	1996
	4396
	2349
	1581
	9441
	6076

	1997
	4313
	2599
	1473
	12040
	7549

	1998
	4733
	2912
	1536
	14952
	9085

	1999
	7313
	2632
	1354
	17584
	10439

	2000
	7729
	2539
	1676
	20123
	12115

	2001
	6172
	2722
	1807
	22845
	13922

	20021
	2968
	1566
	900
	24411
	14822

	TOTAL
	65406
	24411
	14822
	-
	-


Table 4.4    Volumes of IVA’s Started, Completed and Failed 1987 - 2001

Source : IVA Directory - Insolvency Service
Notes
1  To 30th June 2002

2   Figures denote approvals/completions/failure in that particular year

3   Failure denotes an agreement that has not met its original terms for whatever reason

	No. of Cases
	No. of Firms
	Cumulative No. of Firms
	Cumulative % of Firms
	No. of Cases
	Cumulative No. of Cases
	Cumulative % of Cases

	1
	50
	50
	37.3
	50
	50
	5.5

	2
	21
	71
	53.0
	42
	92
	10.2

	3
	17
	88
	65.6
	51
	143
	15.8

	4
	8
	96
	71.6
	32
	175
	19.4

	5
	4
	100
	74.6
	20
	195
	21.6

	6
	6
	106
	79.1
	36
	231
	25.6

	7
	8
	114
	85.1
	56
	287
	31.3

	8
	3
	117
	87.3
	24
	311
	34.4

	9
	2
	119
	88.8
	18
	329
	36.4

	13-18
	7
	126
	94.0
	108
	437
	48.4

	21
	1
	127
	94.8
	21
	458
	50.72

	26-33
	4
	131
	97.8
	113
	571
	63.2

	60-90
	2
	133
	99.3
	152
	723
	80.4

	150+
	1
	134
	100
	180
	903
	100

	
	134
	
	
	903
	
	

	Table 4.5     Analysis of Sector Market Share by Firm


Source : - Phase II Data

	Frequency of Cases
	Value of Size of Debt (£)
	Mean
	Mean

	
	
	Years
	%
	Years
	%

	7
	6 - 9,999
	7.1
	1.2
	2.9
	2.9

	77
	10,000 - 19,999
	8.3
	1.0
	7.1
	1.2

	211
	20,000 - 29,999
	8.7
	1.0
	8.3
	1.0

	167
	30,000 - 39,999
	9.6
	0.9
	9.2
	0.9

	118
	40,000 - 49,999
	11.0
	0.8
	11.1
	0.8

	159
	50,000 - 74,999
	12.5
	0.7
	11.4
	0.7

	73
	75,000 - 99,999
	15.2
	0.5
	11.3
	0.7

	46
	100,000 - 149,999
	19.3
	0.4
	18.3
	0.5

	18
	150,000 - 249,999
	25.4
	0.3
	28.6
	0.3

	24
	250,000 - 499,999
	47.7
	0.2
	44.0
	0.2

	3
	500,000 - 999,999
	113.3
	0.1
	119.4
	0.1

	Nil
	1 mill. +
	-
	-
	-
	-

	903
	
	
	
	
	


Table 4.8     Lending Efficiency Measured by the Debt Yield (Year and %)

Source : Phase II Data

	Body
	Members

	The Association of Chartered Certified Accountants (ACCA)
	162

	The Insolvency Practitioners Assocaition (IPA)
	384

	The Institute of Chartered Accountants un England & Wales (ICAEW)
	736

	The Institute of Chartered Accountants in Ireland (ICAI)
	67

	The Institute of Chartered Accountants in Scotland  (ICAS) I
	137

	The Law Society (LS)
	206

	The Law Society of Scotland (LSS)
	21

	The Secretary of State (Insolvency Service) 
	136

	                                                                                    Total
	1849


Table 4.9 RPB Membership as at January 2002

Source: - Insolvency Service
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A SUMMARY OF PRINCIPAL RECOMMENDATIONS

Introduction
1. Those recommendations which flow from the conclusions and the Summary Data in the previous sections fall naturally into seven parts :-

· The first is that which deals with the IVA process itself and puts forward practical proposals for the betterment of the mechanics of the process in a limited ‘value engineering’ sense of efficiency, cost, price, administration, procedure et al.  

· The second part is that which looks to assess the IVA process in the broad policy and legislative context and looks to provide answers to the fundamental questions, namely :-

“Does is work; how well and how can this be assessed?”

and identifies the present data deficiencies.

· The third part is, in reality, an extension of the latter issue.  This is in the sense that by broadening the context, there follows an automatic and inevitable questioning of the factual basis on which fundamental assumptions are, or will be made.  This section on critical understandings specifies three major areas where further research, of a non-procedural kind, needs to take place at both the sector and macro level.  By so doing some substantial gaps in both knowledge and understanding will be eliminated.

· Part four is concerned with the issue of prevention of over-indebtedness and the ethical balance ré the rights of recovery.

· The fifth part contains those recommendations that relate to what have been termed ‘market issues and practices’ and provide a series of practical proposals to remove the major causes of the present ‘market failure’.  They are also directed to help in ameliorating the deficiencies in part six.

· Part six addresses the deficiencies that relate to ‘regulatory failure’ when taken in the context of both the formal and informal conflict resolution markets for all seriously over-indebted individuals i.e. EE1/EE2  B on the Debt Curve as a minimum.  This deficiency has to be a major area of concern if the intention of the 1986 Act is to be reinstated and if evidence-based policy is to remain a central objective of the process of governmental decision making.  How this might be done is proposed.

· The final part which is set out separately at Section VI takes an holistic approach to the Insolvency Régime, as defined by the Debt Curve Profile.  Using the analysis from the research in defining the present weaknesses, exclusions and inconsistencies, it provides a template for a mechanism for betterment which leads from this analysis.  This proposal, it is hoped, will be used as a basis for further debate and discussion.

The Process 
2.
One of the principal findings of the Project was that the IVA process had lost its way in terms of its relationship to the original decision making base, its economics and its administration.  The research demonstrated unequivocally that scope exists for improving the present position in each of these three principal aspects.

3.  Any basis for reform should be directed, inter alia, at improving :-

· accessibility

· clarity and simplicity of purpose and process

· the value for money and quality of the product (the IVA process)

4. To this end, therefore, we would propose the following changes to existing practices :-

(a.)
A re-appraisal of the position of the Courts and Judiciary.  Specifically this would include, post the 2000 Insolvency Act provision ré the Interim Order :-

· the removal of the court, unless specifically requested by nominee, debtor or creditor, in the general routine of the process

· the primary responsibility for settlement to be between debtor and creditor i.e. the recognition that it is the resolution of a failed commercial transaction

· non-intervention in the issue of costs of the process (but see (I.) below)

· active participation in cases where creditors either refuse to take part in the process or accept a proposal which is clearly a better option than bankruptcy

· active participation on behalf of creditors if the process is being abused by debtors, once protection has been given.


In short, the Judiciary should provide rulings of law and purpose.  They should also become involved, and quickly,  if a new commercial contract between debtor and creditor cannot be established sensibly and speedily within the already established principles of the process or those more philosophical issues at Tables 3.2/3.4.

(b.)
The creditors voting limits for acceptance or rejection of a proposal should be reduced from 75% to 50% of the value of the total claims (but see also (o.) following).

(c) 
Those creditors who do not respond fully to requests of proof of debt or any other information within 28 days should loose their contractual rights to claim their proportional part of any proceeds.  This will concentrate the minds and attitudes of organizations whose practices, intentionally or not, now frustrate the process and add to the cost base.

(d.)
The original principle of a decision based on the alternative choices of bankruptcy or an IVA based on the foreseeable circumstances at that time should be firmly re-instated in practice.  The practice of refusing to take part in the process should become an offence punishable by a substantial fine and the loss of the debt.

(e.)
Creditor’s modifications should be abolished as should the anti-public policy practices of mandatory minimum returns and minimum levels of debt for entry into the IVA process

(f.)
The best payment foreseeable within the ensuing six month from the proposal will be that on which the arrangement is based and that single payment level will continue unchanged throughout the term of the arrangement

As a consequence of (d.), (e.) and (f.) both uncertainty and costs will be reduced.  The process of rehabilitation will accelerate as will creditors’ real returns. 

(g.)
Insolvency Practitioners should no longer routinely register IVAs with the Court at any stage, but only with the DTI Insolvency Service once the proposed arrangement has been accepted by the creditors.  Court Registration will only take place in cases of dispute/process/administration issues of law.

(h.)
The present general cash payment profile to creditors (known as dividends) should change.  Creditors should receive funds on a regular basis after the first six month at the very latest.  The commercial risk should be better shared and Insolvency Practitioners lose their present position of protected profits and cash flow

(I.)
On the basis of (a.) - (g.) above prices in the general case should be reduced significantly

(j.)
The practice of dealing in a nationally acknowledged fixed, all-inclusive price should be adopted.  This could be in the range £2,500 - £3,000 ex. VAT for a 5-year Arrangement and be set against specific criteria (i.e. debts up to £100,000 and a maximum of 20 creditors) with a standard price for any subsequent revisions (say £350 to £600).  Such a pricing structure would help considerably in reducing some of the issues of access.  It also would help advisory organizations, recommending IVAs as a possible solution, to sensibly answer the inevitable question ‘How much will it cost?’


(k.)
To minimize the time spent on the evaluation process and increase consistency there should be a fixed matrix of allowable expenditure for specific family combinations and locality types.  This would provide the starting point in individual case evaluation and reduce the possibility of disputes.

(l.)
IVAs should only include the homestead where the net realisable equity surplus from the sale proceeds will pay off a significant part of the debt - say 50% - 75%. 

(m.)
The Insolvency Profession, if it is to retain its present monopoly on IVAs, should put itself in a position to be aware of and comment on :-


· the overall performance of IVAs in terms of its public policy objectives

· the performance and outcome of individual arrangements and those firms executing the work

· the adequacy and efficiency of the IVA process

on a regular basis.  They should also report to the Secretary of State via the Insolvency Service on these matters on a frequent basis in terms of fact, but also on an episodic basis where change is deemed necessary.  Self-regulating professions have a poor public perception and the Insolvency Profession is not exempt in this regard.  It is also recommended that the review process in (m.) is not carried out by the Profession itself but by some independent and unconnected third party.

(n.)
Of the present cost of the process, effectively bourne by the creditor, 17½% is taken by the State by way of VAT - over £1,000 in the general case.  Other than history, and the argument that this public policy conflict resolution mechanism is defined as a ‘professional service’, there is nothing in logic to support its position.  The income to the Treasury on 2001 volumes for IVAs is likely to be, gross, about £7 million.  Poor access to the process is clearly a major issue for debtors and, inter alia, poor net yields a similar disincentive for creditors.  It is recommended that if these hurdles to public policy implementation are to be addressed and minimised then IVAs should become VAT exempt.  In the general case this would lead to a further £500 reduction in costs on the basis of the recommendations in (j.) above.


(o.)
Where the debt is less than say £30,000 (33% in the Phase II data) then voting should not take place prior to approval/rejection but should be administered on a ‘take it or leave it basis’ on the basis of data put forward by the Insolvency Practitioner.  In such cases where this is a demonstrable better option than bankruptcy it will be treated as a ‘done deal’ and acceptance a formality.  This will, of itself, help lower the level of costs.  It will also demand a strict monitoring of the performance of Insolvency Practitioners and the consequential outcome of their proposals.

5. This extensive schedule of practical changes, if applied judiciously will contribute significantly to achieving the objectives in para 4. above.  They are, however, only part of the prescription for change, albeit important in their role of tackling, specifically, the related issues of costs, pricing, administration and the control of the process itself.  Other matters - the market, supply side structure, regulation, credit industry behaviour, informal/formal processes - all impinge on the IVA process and its actual and prospective place and efficiency.  Without reform in all these areas the potential for betterment will not be maximised.

Measuring the IVA Process
6.  At the most fundamental level of policy the questions that have to be asked are :- 

‘Is the IVA process is a success or a failure?’

‘Does it work, how well?’

‘How can this be measured?’

The previous paragraphs have dealt with matters of procedural betterment that will result in a far cheaper and more appropriate process for the bulk of potential demand; and similarly for those more complex cases that are fewer in number.  This, therefore, deals with those ‘operational’ elements of disaffection or inefficiency that are now the case.

7.        This, however, still leaves ‘the big picture’.  No matter how efficient the operations, if the end product has little value, or purpose or general support or acceptance then the piece itself is a busted flush.  In terms of acceptance or, ‘share’ of the over-indebtedness market the IVA process has underperformed massively when set against the product characteristics of other conflict resolution offers (DMAs, Debt Consolidation etc.).  It is, nevertheless, from the point of the Debtor, the State (and generally the creditor under the new proposals) the most advantageous process.  At the level of matching those policy objectives within the formal Insolvency Régime and the long-term supporting principles at Table 3.2 it is unmatched by any other process - corporate or personal.  Its detractors are hard to find.

8.
Any measurement, therefore, has to simultaneously accommodate both principle and practice and reflect the broader context in which it exists.  Such a format for the evaluation of the IVA process can be described as in Fig. 5.1.  It has as its driver an initial assessment of the validity of the purpose for the IVA process.  It then proceeds to allocate those elements within the execution of the process within two distinct categories :- those that are dependent and those that are active and to evaluate their respective positions and performance.  

9.
The latter are defined as those elements that can be directly influenced, changed, or created at the primary stage by those individuals and institutions that are currently responsible for the process itself, its management, administration and regulation both at the level of the individual arrangement and in aggregate.  The former are those outwith the control of this group and reflect the decisions of debtors and creditors and which can only be influenced by other legislation and practices not specific to the IVA process itself.

10.
The schemat in Fig. 5.1 deals with the process mechanisms already referred to in paras 2. - 5. and those market and regulatory contexts dealt with in subsequent paragraphs.  It also concentrates on the vital issue of the net yield to creditors.  The latter is done by taking  the principal economic constituents of the IVA process and their participators, and developing a series of indicators that will describe those component parts, measuring the effectiveness of their outcomes or performance and describing the contribution to the net return to creditors.  This can be done for individual arrangements or in aggregate.  

11.
Taken collectively this schemat addresses the three principal questions that underpin any policy evaluation of the IVA process, namely :-

· Are creditors’ net returns being maximised through the IVA Process?

· Is the IVA Process a success or failure?

· Is the IVA Process efficient?

As the research has shown conclusively this evaluation model works.  Taken in conjunction with that data derived from the Debt Curve and described in Section IV.  It provides the data needed to provide the answers - satisfactory or otherwise.

12
The creditors’ net returns (the Net Yield) is a crude and unsuitable measure for reviewing either the validity or efficacy of the IVA Process itself or, indeed, the performance of its participators or administrators.  It does, however, represent the ultimate reality as far as the creditor(s) and their loans(s) are concerned.  It is also a reflection of those determinants and efficiencies that have generated this outcome.  These are set out at Fig. 5.2 and a worked example given at Appendix A.  This is also the basis of the data collected and analysed in Phase II of the Field Project. 

13.
Based on this data and calculations, Phase II showed that it is possible to measure individually or in aggregate :-

· the profile of the debt and debtors 

· the efficiency of the process

· the profile of forgiveness

· the preventative qualities of the indebtedness régime

· lending efficiency

14.
The data for Phase II was necessarily constrained in its scope and after the event in its execution.  What is apparent, however, is that were such an exercise to be a continual and planned operation, and also an integral part of the overall IVA process and its regulatory purpose and demands, then there are significant possibilities for further extensive analysis and understanding.  The analysis of those other matters which were not included in Phase II, - causality; creditor profiles, and performance; individual and collective arrangement profiles and success and failure; individual Insolvency Practitioners and IP firm performance; socio-demographic analysis; previous involvement with other processes (i.e. R1-R6 on the Debt Curve); trend analysis - are all within easy grasp.

15.
At the present time none of the data referred to in para 14. above, the Phase II type data in Appendix A or Figs. 5.1 and 5.2 is available other than through a further and  specific piece of research.  It is, however, mostly all present in the offices of Insolvency Practitioners, and already part of the decision-making process. 

16.
What the research demonstrated is that :-

(I.)
given the current incidence of consumer debt generated IVAs, and the general increase in personal over-indebtedness, there are economic and social characteristics that can describe those in distress

(ii.)
it is possible to generate a series of indicators which can measure the appropriate aspects of the performance of the of the credit industry; the validity and success or otherwise of the IVA process itself and its efficiency; and the behaviour and performance of debtors; at an individual and aggregate level

(iii.)
if the outcomes of all IVAs are tracked on an individual basis then all the principal aspects of success and failure, causality, and relative IP performance can be assessed

(iv.)
it is possible to define the positioning of IVAs in their general context as a conflict resolution mechanism.

(v.)
all the information necessary to achieve (I.) - (iv.) above is presently available; it simply needs careful and knowledgeable management to allow it to be accessed, transmitted, analysed and reported upon in a useable format.

(v.)
the fulfilment of the activities in (v.) above is an achievable practical objective and one which, in the context of the overall economics of the process, is realisable.

17.
The importance of the foregoing to those responsible for policy surrounding the area of personal distress, and those for making judgements on the management of the economy is simply that :-

· if evidence-based decision-making is to be an important constituent of policy making and
· if the latter is to be sensitive to any important changes in the social economy, market practices, demand and individual behaviour and
· if  monitoring the effectiveness of an important aspect of public policy is to take place 

then the need for such basic information is axiomatic.  Without it, any decisions made rely exclusively on anecdote and supposition.

18.
It is recommended, therefore, that measures and procedures capable of producing the output implicit in Para. 16. are instituted, maintained and the output widely distributed on a regular basis.  As a short-term measure, that would provide an ongoing indication of the progress of the process, it is suggested that a similar exercise to the Phase II project should be carried out in 2003 to cover, say, 2/3 months activities.  Planned in advance,  supported actively, and perhaps funded by the Profession this exercise could also and easily capture more data than the Phase II project was able to do.  The costs of this exercise should be modest.

Critical Understandings
19.
The construction of the Debt Curve model involved the process of defining those regulated and non-regulated activities that take place on the Curve, in terms of conflict resolution and enforcement, and their relative positioning and volumes.

20.
This process also demonstrated that in three specific areas, outwith the topic of IVAs, both the available data and the present level of understanding is inadequate, namely :-

· the formal mechanisms of Bankruptcy, County Court Administration Orders and Attachment of Earnings Orders in the specific areas of administrative costs; debtor  and creditor profiles; outcomes both ethical and economic; rehabilitation; the matching of expectations and process efficiency.

· The characteristics, profile, capacity and efficacy of those organizations, their activities and extent which are presently unregulated and are represented by activities R1 - R6 on the Debt Curve, particularly those which are transaction based.

· The aggregate quantum of debt that exists at the critical points P1 - EE1/2 on the Curve, how this translates into quantifiable risk at the level of the individual financial institution and the UK banking system as a whole and to the Insolvency Service in maintaining the integrity of the régime.

This is in the context of monitoring the extent, practices and performance of current activities, deriving the basis for evidence-based policy and assessing their outcomes of policy decisions and legislation.

21.
The formal processes are the domain of the Insolvency Services and the Lord Chancellor’s Department.  It is recommended that these deficiencies should be discussed and funds made available to improve the present level of empirical data and understanding where this matter is not already in hand.

22.
The importance of the deficiencies in relation to the informal/unregulated sector has been amply demonstrated in those paragraphs in Section II (Findings and Conclusion) in relation to Regulation.  It is recommended therefore that research takes place which will produce an accurate picture of the ambitions, structure, characteristics and capabilities of those organizations on the supply side of the Debt Curve (R2 - R4) who are presently involved in any transactional activities and are involved in conflict resolution.

23.
Since the Profession has as its raison d’être this very activity, that its performance to date in this respect has been inadequate and its understanding of this sector as a whole is demonstrably negligible, it would seem appropriate for them to fund this work, perhaps with only a modicum of financial help from the Insolvency Service to give the project external credibility and access.

24.
It is also recommended that research is undertaken to define the macro risk position.  This can be re-stated in terms of the Debt Curve Profile in Fig. 5.3 below.  This has used the framework as defined in  in Figs. 4.3/4.4 as a basis to structure and define the quantification of risk at a national level.  At 31st May 2001 the total area under the AB curve (UK non housing secured retail consumer debt) represented £132 billion; at 31st December 2001 this was £140.5 billion of which £41.8 billion related to credit cards
.  The Debt Curve as defined in Para. 4.6 showed that those individuals who had reached points EE1 and EE2 are, without the backing of surplus assets, insolvent.  The confidential data provided by the major Debt Management Companies and Phase II of the Study showed that sufficient assets to repay the debt are rarely available at this level in the general case.

25.
The Profile of the Debt Curve in Fig. 5.3 can also be used to help illuminate and analyse this macro position by seeking 

(a.)
to quantify the following :-

· The value of indebtedness under the curve at EE1 where minimum payments only are being met

· The value of indebtedness under the curve at EE2  B where there is default on all of an individual’s creditors’ minimum payment demands

· The value of indebtedness under the curve at EE3 - irregular payment patterns plus default on individual lenders demands

and

(b.)
Given that the respective areas under the curve and their values represent and define the first and subsequent broad categories of increasing risk then the population of these groupings can be further examined in terms of such characteristics as age, income, asset base, location, occupation.

26.
The importance of this analysis lies in the fact that in the case of the profile from EE1  B this does not represent short-term revolving credit but hard core long-term debt.  It is highly likely that much of this debt is probably substantially irrecoverable (see Para. 4.6) as envisaged and contracted for by the original instrument or will only be so at the cost of other lenders or borrowers.  It is ‘iceberg lending’ that  represents hidden potential losses, the extent of which is at present unrecorded and unmeasured.  Furthermore, in terms of lenders there is also and by definition a significant difference between their ‘reported risk’ (that is to say default rates and non performing loans) and their ‘iceberg economic risk’ (i.e. EE2  B).  This has serious implications for the current status of statements on profitability and exposure levels for individual lenders and their present level of economic, as opposed to regulatory, validity.

27.
The research should be in addition to quantifying the data in relation to Fig. 5.3, including the costs of externalities, should also seek to address the issues in Table 5.2 - Policy Issues and Systemic Risk.

28.
The other side of the ‘macro risk coin’ lies in the arena of process.  This is to hypothesise that one result of significant changes in the economy will be consequential effects on the Debt Curve Profile in terms of the positioning and volumes of individuals at levels P2  B.  The question that runs directly from this statement is that which asks whether, if the changes represent an economic deterioration - i.e. higher interest rates, inflation, unemployment, bigger trade deficits, - could the formal insolvency system and its administrative elements properly handle the consequences?

29.
One of the implicit assumptions behind the Principles in Table 3.2 and explicitly stated in Table 3.1 (Political Objectives) and Table 3.7 (New Schedule of Fundamental Principles) is that of the establishment and maintenance of the integrity of the régime in its administrative operations and its ethical basis.  Its efficacy is an imperative for the establishment and continuance of a system of commercial morality.  The question in the previous paragraph is a challenge to this proposition.  The research could find no evidence that it could be answered comprehensively.

30.
To the extent that this is still the case, it is recommended that this would be a proper and fruitful area of research and investigation for the Insolvency Service.

Prevention and Recovery
31.
This is not concerned with the wider economic, social, behavioural and educational aspects of over-indebtedness but in the narrow, technical sense of credit availability and usage.  In this sense there are, however, a number of initiatives and principles which can be considered, independently and in advance of any other proposals for change.  They fall into three categories :-

· integrity of the financial instrument

· lending efficiency

· process

which, if adopted, would help act as preventative agents, and in so doing redress the balance between debtors and creditors; minimise the overall extent of over-indebtedness; eradicate many of the specific cases observed by the research; reduce the risk to the economy and enhance the credibility of the insolvency régime.

32.
The research demonstrates emphatically that in a position of serious over-indebtedness the nature of the financial instrument had changed radically from short-term credit to long-term unsecured debt.  One of the principal generators of this new status is the present level of minimum payments, often as low as 2/3/4% per month of the outstanding balance.  Consequently, individuals at that transaction level, EE1, for all or most of their creditors and without significant surplus assets, are invariably insolvent.  The simplest method of reducing over-indebtedness is to ensure that the integrity of the financial instrument is maintained throughout its life-cycle i.e. short term credit it is, and it stays just that.

33. In practical terms this would mean that open-ended loans that apparently give the customer ‘choice’ as to the repayment schedule, albeit subject to a minimum monthly payment calculated on a long term, i.e. 10 years contract basis, would cease.  The reality is that such offers often present an illusion of affordability that does not exist.  In many cases the effective interest rate for such contracts is over 23%.  Similarly the minimum repayment level on store and credit cards would move to represent short term credit and demand monthly repayment levels of 15%-20% or more of the outstanding balance.  Both measures are preventative, would reduce the outstandings at risk, individually and in aggregate and restore the integrity of the short-term financial instruments.

34.
Clearly the implementation of such a proposal would in the short term impact heavily on the economics and profitability of the credit industry, even if introduced sensibly.  It is the other side of the coin in the debate on lending efficiency and indiscriminate lending and the degree to which lenders have a responsibility to exercise real diligence in determining the borrower’s ability to pay or their current financial status.  Earlier paragraphs demonstrated that this is not done, nor can it be in terms of debt capacity, usage and the level of payment profile for any individual.  Some credit is still given on an instant ‘no check basis’; often the absence of a County Court Judgement  will suffice to give access to further credit; credit is offered extensively on an unsolicited basis; existing credit levels are increased without request; credit is offered in the full knowledge that default is likely to occur and repossession with it and the rates and deposits levied accordingly.

35.
The real issue, however, is not whether the credit industry can lend to whom it wishes, but under what circumstances, and how, it can recover its money - a central principle of the régime (see Table 3.2).  There is at present a fundamental dichotomy, whereby market operators, with full operational choice, can and do avail themselves of serious measures - often disproportional in the effects of outcomes in relation to the debt itself - to enforce recovery or extract ‘moral retribution’.  These remedies are made available as of right despite the fact that their own initial and continuing decision making has clearly failed to exercise an adequate level of self-protection, even within existing constraints.  This position is exacerbated when these same operators are some of the world’s most powerful corporations, and the subsequent burden of enforcement and costs of externalities may in extreme cases fall on the State.

36.
It is a long held and legitimate use of sovereign power for governments to protect those who have difficulty in protecting themselves, properly managing their affairs, who are in distress or suffer undue duress or persecution.  There is a similar legitimacy for it to use its power to minimise the threats to, and losses from, the public purse.  In this context, therefore, it would be appropriate to demand a higher standard of diligence from the credit industry, and swiftly, if the latter wishes to maintain its present enforcement privileges.  That is to say, there is a need to introduce the concept of a general duty of care into this area of economic and social behaviour.

37.
It is recommended therefore, that as a minimum :-

(a.)
the industry should be able to demonstrate conclusively the active and consistent use of positive information - Debt Capacity, Debt Usage, Debt Yields, Debt Factor, Minimum Payment Profiles etc. in its decision making and monitoring activities - and not the predominantly negative (default) approach which now predominates

(b.)
in enforcement proceedings individual institutions should be able to demonstrate that initial and subsequent lending followed this principle conscientiously in its decision making

(c) if the industry collectively or individually will not do this then monies lent should represent real risk to the lender.  In short, in such circumstances contractual enforcement rights for all or part of the debt should be withdrawn in cases of subsequent difficulty or default.  

38.
It is not a legitimate use of sovereign power to underwrite, through the insolvency and associated enforcement mechanisms, the risk strategies of individual lending corporations when those strategies are not supported by adequate due diligence and its associated costs, and where the risk is covered only by a level of margins and prices which are permanently dislocated from the overall and changing general cost of money and inflation.

39.
It is also recommended that serious consideration should be given to the raising of minimum payment levels and the abolition of open-ended contracts.  Work should be done to assess the implications of such a proposal as a matter of urgency.

40.
The final category of initiatives is that of process and is concentrated on the specific area of IVA/Bankruptcy.  The Research has demonstrated the inconsistency of the bankruptcy mechanism, its capacity to side-step the IVA mechanism and the inherent conflict with other fundamental principles of the insolvency régime.  It has also illustrated that, outwith  periods of severe recession, the preponderance of personal over-indebtedness is related to unsecured debt.  The analysis has also shown that bankruptcy allows access to available assets as a valid recourse for recovery.  It has also shown that in many cases of over-indebtedness assets outside the home, and even the net equity within it, can be either marginal or non-existent.  Yet in cases of bankruptcy over 80% of executed orders generate no asset contribution (Source: - Insolvency Service).  In short, the mechanism is generally non-productive in its economic purpose of realization and distribution in the general case.

41.
What is equally apparent from the research is that income-based recovery through IVAs is effective and this can be made more so to the benefit of creditors by improvements in the process itself (part one) and to debtors (part five).  The logic demands, therefore, that in the general case, the IVA route has to be the first resort and that as an enforcement mechanism,  bankruptcy is used as a last resort.  In this sense therefore bankruptcy would be used more as a punitive mechanism for criminal and fraudulent activities, for those debtors who fail to exercise a proper duty of care towards creditors, and for those individuals who fall determinedly into the ‘can pay, won’t pay’ category.  This issue is discussed further in part seven.

42.
The benefit of such an approach, particularly if automatic, is that it deals with two of the philosophical issues raised in Table 3.5 and removes the present conflict with important principles, namely :- 

· ‘Should a single creditor be able to petition for bankruptcy?’  

· ‘Should a debtor be able to file for his or her bankruptcy?’

Both are now the norm and both breach the principle of collectivity.  The former will often lead to a worse outcome than via an IVA for all but those individuals in category EG1 - EG2.  In practice it can also preclude the use of a moratorium and also discounts, despite the technical possibilities of a post-bankruptcy IVA or IPO, the possibilities of significant future income.  Bankruptcies may be used simply as an escape route from substantial debts when an IVA may lead to better returns to the creditor.  Both instances of such decision making presently are exclusive either of debtor or creditor(s).  They are not geared specifically to maximize returns to creditors, nor is the apparatus of the Court a suitable or effective mechanism for examining, determining or negotiating such issues.  There is nothing to commend this present position and it is recommended that both possibilities should be withdrawn.

43.
What the foregoing does illustrate quite dramatically is the power and appropriateness of the original concept of the IVA and its underlying principles and purpose in cases of actual or impending insolvency.  Its specific direction towards prevention, recovery and rehabilitation, within a pre-set framework of rules and certainty, allows the process to concentrate on both assets and income, particularly if handled through the decision making mechanism of best practice recommended in part five.

44.
It is recommended, therefore, that the IVA process in the format as reformed (Para 4.), and with the adoption of the Best Advice Decision Model and the acceptance and definition of a fixed term for rehabilitation should be an automatic pre-requisite to any petition for bankruptcy by debtor or creditor i.e. a pre-bankruptcy examination.  This proposal is discussed further in part seven (Section VI).  

45.
It is fully recognised that this approach to prevention will bring with it a demand for a significant change in attitude and practices from many quarters.  Resistance will be a likely feature of the responses.

· The credit industry will no doubt comment on lost margins and the consequential increased cost of borrowing, increased administrative costs and complexity and lack of certainty in positions of recovery.

· The Judiciary will be faced with introducing the concept of a general duty of care well known in other areas of the law, but effectively absent in cases of economic loss presently defined by the confines of specific contracts, no matter how inappropriate this may be in its basis and application.  Awkward intellectual and practical problems and issues, hitherto neglected, will need to be addressed.

· The Treasury and Bank of England will have to take a closer and more informed view of consumer credit and spending in the management of the economy and the balancing of its direction.  Previous latitude may not be a future option.

· The Insolvency Service will have the opportunity and responsibility for developing the administrative and legislative framework to encompass these and related changes and moving further to a more holistic régime presently prevailing.

· It makes explicit the dominance of public policy interests over the ‘free market’ ideology that insists that individual choice is the only and paramount driver.  It accepts that in this particular arena not all are, or can be, equal and deals with it.

Without doubt, however, the critical determinant will be whether there is the political will to continue the process of betterment implicit in the 2000 and 2002 Acts.  Specifically,  in this instance, whether it is prepared to accept the old maxim that ‘an ounce of prevention is better than a lb. of cure’ and act upon it in an effective fashion.

The Betterment of Market Operations
46.
The recommendations in the previous Section were founded on the simple premise that it is a public policy objective that as few individuals or households should find themselves in serious economic distress as possible.  The relative success or failure of this policy will determine how many enter the door to the ‘conflict resolution market’ for the seriously over-indebted.  This is a marketplace already defined as producing an unsatisfactory deal for the debtor and characterised in general by many of the elements of market failure.  

47.
The findings of the research identified two principal operational causes for this position, outwith the constraints imposed by the present regulatory processes and the formal régime, namely :-

(a.)
confusion over the essential nature of the product itself in serious conflict resolution situations i.e. where financial transactions are a pre-requisite to any solution

(b.)
the structure of the market itself

and that the former should be defined by a decision-making model described as the Best Advice Process (BAP) and followed by the application of the agreed conclusions for recovery and rehabilitation.  The adoption of this recommendation will, of itself, be a major influence in bringing clarity and order to the market and its structure.

48.
The BAP is the pivotal concept and mechanism for establishing order, rigour and equity.  It also ensures both the debtor and his or her creditors are treated even-handedly, consistently and within a framework of principle.  It allows the performance of licenced operators to be assessed and disseminated nationally and with ease.

49.
It is recommended that the BAP is adopted by the Profession and all those who are involved in over-indebtedness transactions and their performance evaluated.

50.
The schemat for the basic decision model and the basic steps in the process are described by way of example in Fig. 5.5.  The following of this process in a formal and rigorous manner will deal effectively with those ‘defective product’ issues within the market already described.  Specifically :-

· Within this overall model, in any specific circumstance of over-indebtedness, there is a variety of liquidity, income and asset alternatives that can be readily defined and described.  These are as set out in Table 5.3.

· For each and all the basic alternatives 1 - 14 in Table 5.3, each situation can be valued and financially quantified with a reasonable degree of accuracy; even allowing for the vagaries of asset value estimates.  

· The amount of existing debt can be readily identified by source, its nature and the quantum due.

· Similarly, the routine expenditure profile of the individual/household can be established and a statement of ‘affordability’ constructed based on income, assets and costs and liabilities.  Thereafter the data and indicators set out in Tables 5.1 (a.) - (e) and Fig. 5.2 can be used to generate a profile of indebtedness.   

This process is imperative if best advice is to be given to a debtor.  Such a model, applied rigorously, is a very rare practice in the UK within the formal or informal régimes.  This is either as a computer-based filter mechanism for early-day direction or as a modus operandi for determining actual decision making.  As with all models its validity is heavily dependent on the quality of the data used.  Nowhere did the research find its application presented in an auditable format either for external or internal supervisory purposes.

51.
In any economic distress situation, personal or corporate, the basic strategies and options for avoiding bankruptcy are limited to :-

· pay the debt in full

· reschedule the debt

· conversion of debt to equity in part or full

· forgiveness in part or full

Nevertheless, the combinations of these options can be extensive.  Set out at Table 5.3 is a detailed array of practical options applicable to personal distress and or insolvency pre bankruptcy.  The possibility of conversion of debt to equity has not been included in this schedule, although it may be quite appropriate where the personal over-indebtedness may be business generated, and participation for the creditor may be a better option than an asset sale at that time i.e. weak market; foreseeable future gains.

52.
What is indisputable is that :-

· a collective and orderly assessment of affordabilities and the information needed to generate a financial profile and the completion of the quantification process

· an assessment of the feasibility of the options

· a matching of the results of all the above against the forecast outcome in bankruptcy

will give, for any individual debtor situation, a definable, logical and demonstrable path to the most suitable route to be adopted and proposed to his or her creditor(s).  The way thereafter may demand negotiation, and may be iterative, but it is unambiguous in its purpose and conclusive in its evidence and foundations.  It is consistent with the model in Fig. 5.5.

53.
The benefits to be gained from the universal adoption of such a formal process and including similar specific presentational formats lie in six principal areas :-

(a.)
For any firm engaged in generating multi-creditor transactional solutions it imposes a consistency and formality of approach.  It is all inclusive in specifying those matters to be considered in the decision making process.  It also allows effective in-house supervision to take place in a disciplined , recordable and formal manner 

(b.)
It will ensure consistency of principle and practice between firms in the market

(c)
It is debtor ‘user friendly’.  The process of decision-making is set out clearly .  For most debtors it will be understandable and the conclusions recognised as valid

(d.)
The firm can demonstrate to any regulatory authority or any complaint investigation the basis of its recommendations and subsequent activities in any particular case.

(e.)
It is a minimal cost option for addressing one of the present inadequacies that falls within the category of ‘operational efficiency’ in Paras. 5.27 - 5.29.  Whilst that dealt specifically with quantitative aspects, the qualitative aspects -  such as the decision-making process considered here - are of dominating importance to the effectiveness and suitability of the outcomes and the essential quality of the IVA product itself.

(f.)
It would prevent debtors from falling into the wrong category of programme and not taking advantage of the beneficial public policy alternative available to them.

54.
What the paragraphs 50. - 52. in fact define is the mechanism and process for providing ‘Best Advice’ in any situation of multi-creditor over-indebtedness.  It is equally valid, of course, for the case of the single creditor.  It is recommended that such a Best Advice Process (BAP) is a compulsory mechanism for all IVAs and used in a standard format by all Insolvency Practitioners.

55.
This recommendation also attacks one of the fundamental weaknesses of the present regulatory process namely, the total absence of any attempt to assess the quality of the decisions made in such arrangements and, by definition, the potential quality of the outcomes and appropriateness.  This is despite the fact that this particular criterion is at the very heart of the matter and should be the primary concern of its operators and regulators.

56.
Set out at Fig. 5.6 is a proposal for a suitable model for the basis of the regulatory audit process.  This  concentrates on

· the quality and validity of the data that is received by the firm

· the manner in which it is converted into the decision-making process for Best Advice, and its authenticity

None of this forms part of the present regulatory process.  It is recommended that it does and the framework is adopted and put into practice.  

57.
This framework and its content is consistent with both the public policy objective that underlies the present monopoly franchise position, and the general division between the over-indebtedness product and other commercial offerings.

58.
Not only does the BAP and the parallel monitoring of outcomes and performance define the nature of the product and the demands on providers, it also provides a basis for setting a workable format for the supply-side of the conflict resolution market that is more responsive, particularly to the needs of debtors.

59.
An examination of the preceding paragraphs will show that their contents and the Best Advice Process deal with all those possible alternative solutions to over-indebtedness within the spectrum from a gentle general reorganization of existing income and expenditure to formal bankruptcy.  In so doing it encompasses the entirety of the Debt Curve D B in Fig. 1.1.

60.
The present profile of the market cannot and does not achieve this quality of direction and outcomes.  The general positioning is as defined in Table 5.5 and the consequences are that :-

(a.)
Many debtors who should follow the IVA path to their benefit do not do so

(b.)
IVA’s lack of exposure clearly means it is not recommended often enough by the voluntary advisory bodies, who, only rarely have been well enough briefed to explain the process fully and cannot comment on costs, or the effectiveness of outcomes.

(c)
There is a conflict in the market between the various transactional organizations themselves and the objectives of public policy.

(d.)
The claimed performance and expectation levels (advisory and transactional) are often both vague, misleading or unachievable or some combination thereof.

In short, this failure in the structure and output of the market means that the debtor will often not necessarily receive the best advice or follow an appropriate solution.

61.
This very unsatisfactory outcome follows directly from two simple realities :-

· there is no clear distinction in the market between advisory and transactional organizations, those activities they can perform effectively and their operational limits

· the organizations themselves do not and cannot, as a result of legal prescription, offer a full range of proper solutions, and hence best advice 

	               Solution

Debt
	A
	B
	C
	D

	
	Better Management of Financial Affairs
	Rescheduling
	Forgiveness
	Bankruptcy

	Advice
	
	
	
	

	Transaction
	
	
	
	

	Organization Type
	Advisory Organizations - NaCab, Money Advice, National Debt line
	Debt Management Organizations - ‘Fee Paying’ or ‘Free’
	Insolvency Practitioner via an IVA
	Insolvency Practitioner or petition can be generated by debtor or creditor


This Table applies to multi-creditor over-indebtedness situations outside the poverty area EG1 2 in Fig. 4.3
Table 5.5      Market Positioning - Solutions and Organizations
Furthermore, it is unworldly particularly in the light of present regulatory requirements to expect competing organizations, that are essentially ‘one product’ businesses (i.e. debt management), to turn away commercial opportunities simply because they may not provide the optimal solution in a particular case.

62.
From the debtor standpoint it is an inescapable conclusion that he or she would be best served by an organization that provided all the range of solutions in Table 5.5 and the appropriate help for each category A - D.  The marketing man’s ubiquitous ‘one-stop-shop’.  A very small number of IPs have accepted this and are organizing themselves to provide solutions A - D but within a collection of separate and interconnected companies.  This convoluted and essentially unsatisfactory arrangement is principally as a result of their present regulatory régime.  Some of the ‘free’ and ‘fee’ paying Debt Management Organizations also see this as the most suitable market structure but presently they can only offer solutions A and B since they have no Insolvency Practitioners on board.  Some are, however, actively working in the market to overcome this hurdle.

63.
Excluding the issues of those debtors in the Poverty Range EG1  EG2 in Fig. 4.3 it seems a structure based on the market model in Fig. 5.7. would be significantly instrumental in eliminating the current roots of market failure.  A precise distinction between advice only and transaction based organizations or those that embraced both activities,  would, for the debtor, define both the route, the expected outcomes, and the consequential ‘next step’ with a clarity and in a manner not presently achieved.  Similarly the general adoption of the Best Advice Process (BAP) would universally fix the expectations and possibilities in terms of those available solutions to be negotiated and effected.  It would also :-

· reflect the realities of demand

· ensure the adequacy of the supply side of performance

· remove those impediments specified in Para. 60.  

It should also lead to better access and information on comparative pricing and performance levels.

64.
It is fully recognised that this would demand changes in current practices, organization, ambitions and economics within certain organisations, especially those in the ‘voluntary sector’.

65.
It is appropriate at this stage of this consideration of market structure and ‘product’ to re-introduce one of the fundamental questions set out in Table 3.5, namely: -

‘How long should be a debtor’s period of rehabilitation?’

Clarity and wider-spread dissemination of the public policy directive on this issue would be massively significant in directing debtors to the appropriate solution and organization. Indeed without it it is almost certain that the present defects will continue.  It is primarily and ultimately a political decision.

66.
If, for example, the present practice within IVAs to define the rehabilitation at 5 years was known and accepted to be statement of public policy on this matter, then the practical consequences of this would be that: -

· the present general uncertainty and inconsistency in the over-indebtedness market would disappear

· there would be a clear definition between categories B and C in Table 5.5 (Rescheduling and Forgiveness)

· if matters could not be fully dealt with in a 5-year period then forgiveness (and an IVA) would be axiomatic

· it would be clear, as a consequence, which of the present array of organisations would be appropriate in any circumstance, the present unsatisfactory level of misdirection should be significantly reduced

· the present corruption of the IVA process, between it and bankruptcy as a basis for decision making, would be more apparent

All and each of which would be a significant improvement on the present situation. Further comments on rehabilitation are made in part seven of this section. 

67.
It s recommended, therefore, that a definite period of rehabilitation is prescribed, made part of the legislation and widely publicised.  This period could be the three years recommended for IVAs by the Cork Report or up to five years as is now the common practice.  The Cork Report had the rehabilitation period for IVAs the same as for the bankruptcy discharge.  There is no logical reason why these period should be coincidental – a matter developed further in part seven.  The present legislation intention is, in most cases, to reduce the bankruptcy term to one year or less.  For IVAs to run for such a similar period would be too short and provide little net benefit for creditors in terms of debt recovery. It is important that the confidence of the financial institutions in the purpose and efficacy of the insolvency regime is at least maintained and preferably enhanced.  The IVA instrument, with the reforms recommended in Para 4, must also be seen as an effective sanction and be recognised by creditors as a valid and beneficial alternative to the present and proposed bankruptcy mechanism.

68.
The preceding paragraphs have recommended a major change in the practices of IPs dealing with dealing with IVAs and the associated regulatory requirements if debtors are to be given the best advice on a consistent and measurable basis.  They have also put forward a way of improving the supply-side issues of a presently unsatisfactory market in terms of its structure.  It would follow logically that the best advice principle should apply to and be followed by all those involved in offering a transactional capability outside the IVA process.  This is not now the case.  It is recommended that the principle should be implemented.  This should go hand in hand with a clear demarcation of organizations’ capabilities between ‘advice’ and ‘transaction’.  It is also a sharp reminder of the recognition that there is little justification for the use of public money in settling commercial conflicts, other than where matters of public morality are concerned on the one hand or poverty and serious financial misfortune on the other.

Regulatory Proposals

69.
The forces that generate the demand for changes to the regulatory process come from two different primary sources.  The first is that which has been the topic of the preceding paragraphs – namely the market failure and the need to remedy these defects.

70.
The second stems from the fact that those organisation within the profession responsible for the regulation of  the present regime have not operated at a satisfactory level and ensured that the public policy obligations (PPO) of the Profession have been met.  They have also: -

· demonstrated a poor not unconnected level of ‘market awareness’ that has proved to be negligent in relation to the PPO

· adequately failed to monitor performance in all the necessary areas be it in terms of the quality of the outputs of the process itself or of its practitioners

· paid no effective attention to economic value of the IVA, the efficacy of its beneficial development to either debtors or creditors.

· Ignored the political process around it as far as forward development of the regime and evidence-based policy is concerned.

This array, in particular, gives little confidence going forward; and cannot stand as a defence for a maintenance of the status quo.  This poor performance level creates particular problems of practice and confidence at both the level of the Secretary of State and the General Public.

71.
Defining the route forward in this respect is not a specific requirement for this research but the need is a consequence of its findings.  It is recommended, therefore, that the specific position in terms of personal over0indebtedness – formal and informal – is fully reviewed.  It is suggested that its approach could best be based on the model in fig. 5.8.  It should not be confused with other matters of an overall regulatory nature – i.e. number of RPBs; regulatory control; etc. – albeit these are umbilically related.and would incorporate some of the recommendations already put forward.  Such a study would involve the Insolvency Service, other Government Departments, the Profession and Organisations within the informal regime and the Judiciary.

72.
It is suggested that as a broad outline this study should follow on from that research which will give it an accurate picture of the ambitions, characteristics and capabilities of those organizations on the supply side of the Debt Curve (R2, R5, R6, & R7) who are involved in any transactional activities, as defined in Para 7.3.  This research should be specifically directed to: -

· assess the market for conflict resolution output for serious over-indebtedness

· determine how a single regulatory framework, incorporating the Best Advice Process (paras 50 – 53) and the associated Regulatory Audit should encompass all transactional organizations

· assess the efficacy and suitability of the present structure and its incumbents.  

· comment on the requirements for qualification, both for individuals and for the firm

· detail what the practical implications might be

· detail the investigatory and sanction mechanisms for those who transgress those new rules

· demonstrate how it would improve the product quality and consistency and encourage competition

· explain how the proposals are consistent with the principles of the insolvency regime (Table 3.2) and the schedule of political objectives (Table 3.1)

· demonstrate how subsequent performance would be measured

73.
This work can then provide the evidence base for the foundation and the prescription of a coherent regulatory approach.  It will thereby help establish and maintain a market structure that is even-handed in its principles and treatment of all those on the supply side, create a proper base for a competitive and innovative market and remove unnecessary barriers, conflicts and inefficiencies.  None of these characteristics presently exist.

74.
The following recommendations propose some of those elements that will be a necessary contribution to ensuring that such a study, which is essentially practical in its purpose and intention, does not become isolated either from the matter of principle, or those who should oversee its operation (regulators) or participate in the work itself of effecting recovery and rehabilitation or, importantly, the costs of administration.

75.
It is recommended, therefore, that the Insolvency Service should review and, where appropriate, amend, the schedule of political objectives at Fig. 3.1.  It should then assess the efficacy of the present regime against those criteria and devise practical mechanisms for assessing the effectiveness of new policy and the appropriateness of the on-going regime on a continual basis.

76.
Similarly, the profession should undertake a fundamental policy review, by whichever organization is deemed appropriate or a combination thereof, to consider how it will: -

· Fulfil the requirements of Table 5.6

· Deal with the measurement, process and product issues in this Report.

· Monitoring its position in the various market places concerned with its prescribed legislative activities

· How it can, as far as IVAs in particular are concerned, fulfil its specific public policy objectives as a matter of urgency

· The suitability of its rules for its members competing in the over-indebtedness market.

· Its attitude towards, and capacity for, investment in the maintenance and protection of its monopoly franchise

· To what extent it is prepared to contribute to the emerging political process in a manner its pivotal position demands

It should also generate some detailed, credible and actionable plans that will meet the 

specified requirements that are generated by this Review.


Table 5.6
Assessment of Performance against Public Policy Objectives

77.
It is also recommended that if the Profession as a whole subsequently shows little enthusiasm for improving its performance level and investing in its franchise then discretionary licensing should take place and incorporate those practitioners and firms who are.

78.
The findings set out at paras 3.23 – 3.24; 3.92 – 3.100 and Table 4.1, that illustrates the positioning and volumes of those organisations presently involved with all transactional arrangements relating to serious over-indebtedness raise the questions specifically in relation to IVAs as to: -

‘Who should do the Work?’


In this respect it is recommended, therefore, that firms who do not have an Insolvency Practitioner as part of the organization should be able to undertake IVAs as nominees and supervisors on the basis of the proposals in Para. 4. and on the conditions that the organization, its owners and senior managers: -

· can meet the ethical, probity, stewardship, financial stability and procedural standards currently demanded by the Insolvency Profession through its JIMU activities

· practice the Best Advise Process

· are subject to the Regulatory Audit Process

· match the Pricing Guidelines

· can demonstrate a satisfactory organization structure; has a tenable ratio of supervisors to operational staff and undertakes regular and effective training and re-training programmes

· can demonstrate a full and competent knowledge of the law and practices relating to IVAs and the conditions for bankruptcy

· subscribe to the output requirements on its activities

· either a major shareholder or the CEO/MD is nominated as ‘Principle’ and is held accountable for the performance of the firm

This admittance can be administered within Section 4 of the 2000 Insolvency Act, either by a major shareholder or the CEO/MD is nominated as ‘Principle’ and is held accountable for the performance of the organizations the Licensing Unit administered by the Insolvency Service, or one of the other RPBs – perhaps the IPA for example.  Whilst it is recognised that the former option will not further the position of the Insolvency Service as the ‘Regulator of Regulators’ and to that extent ‘unbalance’ the symmetry, it is a held that the outcome will be beneficial and that the practical demands of the time outweigh this particular consideration by a considerable margin.

79.
None of the existing safeguards or standards will be prejudiced by this proposal and in any event this report has recommended areas for improvement in these and new areas.  It will also bring the benefits of competition to an area that suffers from the inherent defects of monopolistic activities and allow the market to function in a manner that will be hugely beneficial for the economically distressed individual.  Implicit in this is the recommendation for the major shift referred to in Para 3.101. namely the need to licence both the individual responsible for the firm and the capability of the firm.  This is a significant change in historical practice and attitude but it is an inescapable conclusion if the quality of product, outcomes and decision-making are to be monitored and evaluated.  In this sense, therefore, there are two levers for movement.  Firstly the upgrading of operational performance to match the demands in 5.78 for both existing IPs and their firms and any newcomers. Secondly it will widen the access to those non-IP led firms who can similarly meet these criteria and whose principals can matched the required standards of probity and the new prescribed levels of knowledge.

80.
Allied to the question of ‘who does the work?’ are the complementary issues of cost and ‘non arrangement activities’.  The latter can be defined by the activities referred to in Paras. 13 – 18 concerning data collection, activity and outcome measurement, analysis and distribution and also by the monitoring activities in Paras. 55 – 58 in relation to product quality, IP’s performance in decision making and systems adequacy in the context of the Best Advice Process.

81.
The cost element of undertaking the activities in Para. 80 above should be seen as part of a larger piece which also includes the proposals for changes in process recommended at Para 4. and the associated implications for the pricing of IVAs.  The purpose of these reforms is to reduce the cost of the typical 5-year IVA by some £2,500 - £3,000.  On the basis of the current mix and volumes of IVAs it is likely that the costs of these prescribed activities would be amply covered by a charge of, say, £100 per Arrangement, levied at the time of creditors’ acceptance.  This could be paid directly to the Insolvency Service by the IP from the debtors’ contributions by way of incidental costs.  This charge would be in addition to the present £35 fee payable to lodge the Arrangement with the IVA Directory.  It is suggested that in the context of the proposed level of savings and the volume of credit recovered by the IVA process this is a minuscule charge to bring the process under proper control, improve product quality and consistency and generate the requisite information for evidence-based policy decision.

82.
It is recommended, therefore, that a separate unit is set up specifically to carry out these activities in Para 80. and put on the simple self-funding basis described in Para. 81.  This model can be extended to include both the generation of empirical data on bankruptcy, and those non-regulated organizations presently involved with transaction in the over-indebtedness market, if so desired.

83.
It is also recommended that the locus of this unit should be within the control of the insolvency Service itself.  This would sit well with the latter’s role as ‘Regulator of Regulators’.  The provision of data by IPs on the prescribed basis would be mandatory and any failure to do this and the levying of the subsequent sanctions would be a matter to be administered by the RPBs.  This combination would be seen as an enhancement to the present process, introduce a third party independence into the monitoring process and, in time, help establish a better reputation for the Profession.

84.
All the foregoing proposals are, in essence, operational responses directed at improving the recognised shortcomings in the practical areas of product quality and consistency, pricing, value, measurement of performance, best advice, choice and ease of access.  This recognisable need is, in itself, simply the manifestation of a significant failure in the conduct and performance of the Regulatory Regime entrusted to the ‘Profession’.  However, these will not be sufficient in themselves without an overriding framework for regulation.  It is recommended that in assessing this required structure and scope of activities the template provided by Fig. 3.2 and Fig. 3.3 by paras 3.109 – 3.110 is used as a basis.

85.
Whilst the research was confined to defining and analysing the status quo in this area of performance and regulation, there does follow, as an inevitable consequence, the questions: -

‘To what extent is this Regulatory failure the result of the Structure itself as managed by the Profession, its perceived purpose and the attitudes and vision of those who exercise power within it?’

‘To what extent is this structure now appropriate given the changes in economic society since 1986 and in the light of he data in Section IV and the comment in this Report?’


It is recommended, therefore, that these questions are addressed as a matter of some urgency and that this, probably, should be promoted and funded initially by the Profession itself. This need not be excessively costly nor even hugely time-consuming exercise.  It does, however, demand an independent and enquiring mind from outside the Profession for its execution.  This recommendation is consistent with and complementary to those in previous paragraphs on the possibility of selective licensing; regulation of all transactional activities and improving operational standards respectively.


To the extent that the regulatory structure itself and its mechanisms are inappropriate then this will simply serve to obstruct and lessen the chances of avoiding continuing examples of future and serious regulatory failure.

APPENDIX A
	
	Court Number

Name

Occupation

Arrangement Type : Single/Joint/Multiple

Location and Postcode

Age

Number of Creditors

Debt Base : Consumer, Business or Both

Insolvency Firm


 Table 5.1(a)      Basic Debtor Data
	
	Duration of Arrangement

Total Debt Outstanding

Total Receipts

Costs - Nominee Fee

          - Supervisor Fee

          - Other Costs (inc. VAT)

Total Costs

Total Income Payment Content

Other Realized Equity/Assets Introduced

Prospective House Equity


	
	Present House Equity

Present Property Value

Total Returns to Creditors

Total of Individual’s Annual Net Cash 


Income

Monthly Payment Available for Unsecured 


Debt Repayment


Table 5.1(b)      Actual Financial Data and Anticipated Outcomes
	
	Gross Yield

Net Yield

Cost Yield

Management Cost Yield

Management Returns Yield

Management Claims Yield
	Debt Factor

Debt Yield - Years

Debt Yield - %

Forgiveness - Gross

Forgiveness - Net


Table 5.1(c)     Actual and Anticipated Indicators - %
	
	X

A

B

C

D

E

F

G

H

J

K
	=

=

=

=

=

=

=

=

=

=

=
	Duration in Years

Total Debt

Total Receipts

Nominee Fee

Supervision Fee

Other Costs

Total Costs

Total Returns to Creditors (Net)

Management Costs (C+D)

Individual/Household Net Cash Income

Monthly Debt Repayment Available
	=

=

=

=

=

=

=

=

=

=

=
	5

£30,000

£14,000

£1,500

£2,000

£500

£4,000

£10,000

£3,500

£15,000 p.a.

£250 p.m.


Table 5.1(d)      Basic Data for Worked Example
	
	
	
	
	


Q.1.
Is there any measure or consideration at present of the extent of this ‘iceberg lending’ and the presently unrecorded total exposure of individual/household unsecured indebtedness; the extent to which it is repayable or not and the possible effects of this on individual lenders or aggregate lending?

Q.2.
How does the Monetary Policy Committee use the available information on personal indebtedness/savings ratios in relation to its considerations and decision making on inflation and interest rates.  Is this information in fact adequate for the purpose?

Q.3.
What is the process/framework for assessing internal systemic risk issues (i.e. as opposed to those initially and principally related to external shocks/market factors) and what place does the issue of failure/over exposure in relation to retail credit take in the overall schema.  How is it treated and controlled?  Where does it lie in the decision-making process ré financial (in)stability?

Q.4.
At what level of actual or potential failure might this be significant and what are the sensitivity levels?

Q.5.
What is the potential impact of the failure in Q.8. on individual institutions, or in aggregate, on such measures as lenders’ liquidity, profitability, capital ratios etc.?

Q.6.
To what extent is there at present within the UK economy an imbalance between lending to the retail sector and to the wide spread of corporate organisations?  How does this reflect the balance of demand?  Is there a significant level of imprudent ‘over-lending’ (that is probably non-repayable) that can be accessed by the retail customers?  Is this being effectively monitored?

Q.7.
What information is available on the credit card industry - volumes; profitability; pricing;  loss ratios (provisions and write-offs); ownership; growth, market directives, demographic and social client base?

Q.8.
If the continuous growth in unsecured household credit of recent years were to stop or slow down to very modest levels i.e. 2/3% p.a. what would be the effect on the economy - GDP, employment, output, imports, current account deficit, investment etc.?
Q.9.
To what precise extent has retail credit growth been the foundation and driver for general economic growth in the UK over the period since 1997?
Table 5.2      Policy Issues and Systemic Risk
	
	Option
	
	Method
	Feasibility

	
	
	
	
	Yes
	No

	[A]
	PAY THE DEBT
	1
	Better management of current resources
	
	

	
	
	2
	New Money-Equity from external sources
	
	

	
	
	3
	Remortgage (housing/large assets)
	
	

	
	
	4
	Asset sales (non housing)
	
	

	
	
	5
	Asset sales (housing
	
	

	[B]
	RESCHEDULE THE DEBT
	
	ON HISTORICAL DEBT, NO FORGIVENESS
	
	

	
	Present
	6
	No change to
	
	

	
	
	
	(a) · Capital
	
	

	
	
	
	(b) · Interest Charges
	
	

	
	
	
	(c) · Management/Other Charges i.e. default, late payment
	
	

	
	Future
	
	ON FUTURE DEBT (i.e. from date of new arrangement)
	
	

	
	
	7
	No change (as in 6 above) for
	
	

	
	
	
	(a) · Capital
	
	

	
	
	
	(b) · Interest
	
	

	
	
	
	(c) · Other Charges
	
	

	
	
	8


	Changes to :-
	
	

	
	
	
	(a) · Interest
	
	

	
	
	
	(b) · Other Charges
	
	

	
	
	9
	Change to Timing
	
	

	
	
	
	(a) · Moratorium
	
	

	
	
	
	(b) · Quantum of Payment
	
	

	
	
	
	(c) · Dates
	
	

	[C]
	FORGIVENESS
	
	Historical Position
	Part
	Whole
	
	

	
	
	10
	· Capital
	
	
	
	

	
	
	11
	· Interest
	
	
	
	

	
	
	12
	· Charges
	
	
	
	

	
	
	
	Future Position on Remainder of Debt in Respect of 
	
	

	
	
	13
	· Interest to be charged, or not 
	
	

	
	
	14
	· Costs to be levied, or not 
	
	

	
	
	15
	· Timing of any future payments

(a) - moratorium

(b) - frequency

on capital, interest and charges
	
	

	[D]
	COMBINATIONS
	16
	Reschedule; New Money; Forgiveness
	
	


Table 5.4    Practical Options for Solutions
VI

AN HOLISTIC APPROACH TO THE INSOLVENCY REGIME

VI

AN HOLISTIC APPROACH TO THE INSOLVENCY RÉGIME

1.
The research identified certain weaknesses in the present structure, scope, sanctions, practices and ethical basis of the formal régime when reviewed in the context of serious over-indebtedness in general, IVAs in particular and the operation of those informal mechanisms which now surround the failure of the credit bargain (see paras. 3.111 - 3.121).  It also identified various conflicts and demands that need to be accommodated if the effectiveness of the overall régime is to be improved.  The findings also suggested that changes introduced to eliminate market and regulatory deficiencies would be best addressed by being incorporated within a more suitable overall framework than that which presently exists to deal with serious personal over-indebtedness. 

2.
Set out at Fig. 6.1 is a Proposal for a New Format for the Formal Insolvency Régime and its Basic Processes.  This is put forward as a basis for future discussion on the development of the Régime and an attempt to address the shortcomings signalled by the analysis.

3.
What has been demonstrated unequivocally by the research is that the IVA process is an effective mechanism for the debtor, the creditor and the State for dealing with the realities of over-indebtedness.  It will become more so post the recommendations in Para. 5.4.  This status is endorsed by the fact that it is the only mechanism that incorporates all those principles presently existing within the law (see Tables 3.2 and 6.1).  It is recommended, therefore, that the IVA should become the fulcrum of the personal insolvency régime and its primary operational mechanism, and not bankruptcy as is now the case.  Important and indispensable though the latter is as a last resort, the time is now appropriate for a change in emphasis and concentration.  This will herald a move away from the irrecoverable case and asset distribution, to one where prevention, access, resolution and rehabilitation are the primary new concerns and are actively promoted and incorporated into the mechanisms of the régime.

4.
The impact of moving what in truth is presently a little-known, under-used, over-complicated and over-priced legislative process from the shadows to a position centre stage, with the recommendations to the process incorporated, should not be underestimated.  Not only will it mark the very significant change of emphasis and direction demanded by the previous paragraph, but in so doing it will necessarily change both the structural balance of the régime, and its all-encompassing purposes and intentions.  Consequently, its mechanisms must also change if the régime is to be effective in achieving its objectives.

5.
Implicit in these demands is a shifting of the positioning of the scope of the régime from that which now, for all practical purposes, only encompasses the Debt Curve in Fig. 6.2 from points R7  C, to one where the new boundary becomes X1  Xn   C.  Not only is this a broader sweep, as it must be if the encouragement and practice of prevention and early-day action is to be one of its principal purposes, but it also allows a different perspective to be adopted than hitherto in respect of the various points on the downwards trajectory.  This perspective can apply to the main issue of purpose and relevant mechanisms, to the difficult matters of sanctions and to the relative positioning of each mechanism.

6. Within this spatial definition of the overall framework there has to be, inevitably, an array of the necessary operational details.  Some of these elements are ‘headlined’ at Table 6.2; many are similar considerations appropriate to, and part of, the present legislation for the existing regime.  There are, however, three considerations of a general nature which are influential in helping set the practical, rather than philosophical boundaries as contained, for example, in the context of the underlying principles or political objectives already defined.  These are :-

· How does the process start and how and where can it be said to be finished?

· How can the best elements of the present arrangements be maintained and enhanced?

· What are the ‘danger areas’; in the sense that the fact of change may act as a de-stabiliser and be detrimental at stages removed and downstream, and thereby act to minimise or nullify any expected benefits

It was not the purpose of this research to produce a detailed programme for the format proposed in Fig. 6.1 or the mechanics of the Operational Pre-Requisites in Table 6.2.  The following paragraphs are directed by way of a commentary on the new format.  Some proposals on certain elements are set out at Table 6.3.  A classification of causality is set out at Fig. 6.3

	Some Major Elements and Issues

· Qualification for Entry

· Entry Process

· Allowable Frequency of Application

· Application Mechanism

· Process Administration

· Process Control

· Process Decision-Making

· Exit Process

· Measurements of Outcomes and Standards of Performance

· Economics, Costs and Returns

· Jurisdiction and Registration

· Methods of Redress

· Regulatory Framework

· Operators – Qualification and Licensing

· Consequences and Sanctions
Table 6.2   Operational Pre-Requisites




Entry into the Regime

7. The manifestations of the present regime – the IVA and the Bankruptcy petition and execution – are hugely different.  The latter is a crude enforcement procedure that is non-discretionary in its application and in its outcomes; neither is it concerned pre-bankruptcy with rehabilitation or conflict resolution.  The IVA possesses all the opposite characteristics if its parties are so minded to allow it.  It is recommended, therefore, given the deficiencies previously demonstrated and the recommendation that the IVA should be the new cornerstone of the regime, that the IVA process should also be used as the basis for the new entry into the formal insolvency regime.  As the ‘central gateway’ it will allow the debtor to be guided to the most appropriate mechanism in Para 5.44 that all bankruptcy petitions should be preceded by an IVA-type inspection and the Best Advice Process described in Paras 5.50 ( 5.54.

8. It is also recommended that for those individuals who wish to make a serious effort to protect their creditors at an early stage, escape from harassment and make a start on the process of repayment and rehabilitation then this should be begun by a new and simple mechanism, namely by way of an Application for a Certificate of Indebtedness.  This Application, if granted, will automatically place the debtor within the formal insolvency regime.  Its practical consequences will be, inter alia, to :-

· Call a halt to all creditor harassment and actions, including interest and charges 

· Make the Application a matter of public record

· Put a stop on all further credit (as presently in bankruptcy)

· Demand, on a non-optional basis, that the debtor proceeds through the remainder of the prescribed processes

The Application will not demand a Judgement Order as a pre-requite nor the approval of the Court.  The Application will also lead automatically to a Preliminary Inspection to see which of the routings A – F in Fig. 6.1 are appropriate, using the Best Advice Process.

9. It is suggested that this process would fall easily within the scope of the activities of the licensed operators as defined in Paras. 7.8 and/or the Regional Operations of the Official Receiver.  It is they who would issue the Certificate and lodge it with the Central Registrar.

10. The definitions within the Debt Curve in Fig. 4.3, the Phase II field data and the analysis of the economics of IVAs in Section IV, all demonstrate that to locate the degree of over-indebtedness for each individual and their position on the Debt Curve is both practical and economic.  Similarly, t make the decision as to whether or not that individual should be enveloped by the regime for his or her protection, and for that of the creditors, is equally calculable as is what the range of subsequent and appropriate options might be.

11. This proposal serves to remove two of the regime’s present specific and principal inadequacies – first that there is of no common point of entry and secondly that there is no logical consequential structure.  It also helps to address a further deficiency that relates specially to IVAs, namely, that of under-exposure and a low level of public2 understanding and uptake.  By being part of a coherent and comprehensive process the IVA benefits will be more easily disseminated.  Since serious over-indebtedness is a public policy concern, effective government and professional promotion aimed at increasing public awareness of their responsibilities and options will become a simpler task to manage under this proposal.  Hence it should be significantly more effective in its execution and consequences.

12. There is, of course, the danger that some debtors will see this new mechanism as a way of delaying or escaping their creditors making an Application, taking its early benefits and then opting out at some stage and in so doing discrediting the process.  Such actions can only be waylaid at the point of entry by the intuitive sense of the licensed operator or at the point of departure by way of heavy sanctions and penalties.  The perspective has to be that the process is one of the manifestations of a developed and ethically balanced society; to that extent its existence and usage represents concurrently a privilege to, and a responsibility on, the debtor.  Similarly the penalties of abuse should be severe.  It is suggested that abuse or default at this early stage should lead automatically to bankruptcy as defined in (F) in Fig. 6.1, possibly by way of notification by the licensed operator handling the Application to the Official Receiver, who would take the appropriate action.

13. It is of immense importance that the credit industry has confidence in the mechanism whose raison de’etre, outwith its structural benefits, is to encourage debtors to take effective early-day action.  The evidence shows that once past point P2 on the Debt Curve many individuals with significant consumer debt, unless they have significant liquid assets are, if not insolvent already, in difficulties that will not be easily resolved, if at all, within the terms of their contractual arrangements3.  The success of the process can be defined by how many people subscribe at that level or between this and EE1 ( EE2, when minimal forgiveness might be appropriate, and a formal rescheduling sufficient.  From the creditors’ standpoint this has to be beneficial.  It is suspected that whilst breaking the mould of routine by having to subscribe at an early stage to the principle of collectivity, this will turn out, once it has been recognised as ‘the way to go’ by debtors and creditors alike, to be a more effective process than creditors’ present debt collection regimes.

14. This pre-requisite to shift the point of effective debtor action above the EE1/EE2 points on the Debt Curve and away from the more familiar points R5, R6, R7, B, and the often inappropriate Debt Consolidation at R4, is not only the responsibility of the structure of the process itself.  As recommended in Paras 5.31 ( 5.34 the credit industry has scope for sensible action to help in this attempt at curtailing over-indebtedness.  As recommended in Paras 5.37 ( 5.39 if such behaviour does not become common practice then remedies are potentially available within the recovery process itself to recognise this reluctance and penalise the creditor.

15. The fact that a cheap and simple mechanism exists, is easy to promote, raises the public’s awareness and lodges in its consciousness, will not of itself necessarily shift the over-indebted to join the process at an early stage.  It may need some encouragement.  This could be effected by way of relating the time at which the debtor seeks entry to the process on the Debt Curve, the extent of over-indebtedness was such that Route F (Bankruptcy) was the most appropriate, in addition to a 5-year post-bankruptcy IVA and a similar termed BRO, and the consequential restriction on credit.  This posture, in some cases, may lead to significantly harsher outcomes than is presently the case.  If it does, then this outcome should be a genuine reflection on that individual’s behaviour and his or her circumstances, and not simply an automatic and indiscriminate outcome.

16. Once in the regime it is the purpose of the Best Advice Process to define the debtor’s status and to propose a course of action.  The previous research and analysis has shown conclusively that there is a serious mismatch between the present options in multi-creditor over-indebtedness situations (The IVA or Bankruptcy) and the demands of the principles and political objectives of the regime.  The proposal in Fig. 6.1 addresses this deficiency by crystallising three specific realities4 :-

· That the positioning, purposes and outcome of the bankruptcy petition and execution is now in many cases contrary to these principles and objectives.

· That the present mechanisms do not encompass effectively the range of over-indebtedness situations commonly experienced nor provide acceptable solutions. 

· The sanctions regime does not always match its purposes and its outcomes, nor direct behaviour in a constructive fashion

And proposes specific solutions.

17. It is recommended that the Notion of Bankruptcy should change from its present £750 enforcement role to one where it enjoys a much more serious position in terms of influencing behaviour.  In this sense it will operate in two spheres.  First, it is not a debt collection mechanism to be used on a single creditor basis but it is to be used only in multi-creditor situations for the benefit of all creditors, pari passu, when all other mechanisms have failed, ie ‘Can Pay, Will Not Pay’.  To that extent, therefore, it is implementing a basis and long-held principle of the insolvency regime.  Secondly, it is to be used when a debtor’s behaviour falls within the ambit of the new BRO conditions and the debtor has shown a blatant disregard for and a wilful abuse of his or her creditors.  The experience of the CDDA shows that such quantification and judgements can be made effectively.  Again a fundamental principle.

18. This is a valid use for the bankruptcy mechanism.  For the insolvency regime to be effective it has to provide an effective answer to the following question :-

“If an individual shows a deliberate disregard for the rule of law and its provisions and a willingness to abuse his or her creditors either in generating the original indebtedness, or by a deliberate refusal to honour the terms of repayment or restrictions imposed by the Court, hat is to be done?”


The first conclusion has to be that in the case of the financial markets this is a reason for long-term exclusion and is easily achieved.  However, in terms of civil society and moral probity this is a more difficult situation to resolve.  Exclusion from certain Offices will generally be of no importance in such cases and is, therefore, a busted flush.  There may or may not be assets to be sequestrated and distributed to the creditors – mostly likely not5.  A post-bankruptcy IVA is a possibility if the debtor is in employment but this may still leave a highly irresponsible debtor in a relatively favourable position once the pre-bankruptcy gains are taken into account.  To that extent, therefore, bankruptcy is of only partial satisfaction.  Whilst it may help to re-pay the creditors, it contains no element of preventative moral sanction, nor it should be said, any element of retribution to society.

19. It is difficult to avoid the conclusion that in such circumstances imprisonment or a significant level of community service is the only sanction that has any real or potential impact6.  Whilst in one respect over-indebtedness represents contractual default, when its occurrence and its intention has been deliberate and its effect pre-known, then it becomes a breach of the rules of society and, specifically in terms of the insolvency regime, those of protecting creditors’ monies and maintaining a system and an ethic of commercial morality.  Such an approach may at first sight appear regressive and a headlong tumble into the practices of earlier centuries and in isolation this may indeed be the case.  In the context of a regime that allows and encourages a well-publicised entry, a preliminary examination and a range of supporting mechanisms to deal effectively with all but, what are in reality, criminal activities then this is not an observation or criticism that withstands serious examination7.

20. This new positioning of the act of bankruptcy is a significant shift away from that of current practice.  Its removal from the thrall of a potentially small, individual creditor to that of being the instrument of the State in matters of over-indebtedness as a mechanism of ‘last resort’ is fundamental in terms of both intention and execution.  Implicit in this stance is that only in exceptional circumstances (ie Category (E) – can pay, but will not pay) is there no other mechanism within the regime that can be used to recover debts; as far as the debtor’s circumstances make this a realistic objective.  The insistence that bankruptcy can only be used as a collective mechanism and involves a preliminary examination, moves the decision making and its judgement away from the individual creditor pursuing his debt, to a position where its application and basis for execution becomes a matter of public policy, in the sense of enforcement of the rules of society and, specifically, as a method of maintaining the aforementioned commercial morality.  This is, of course, not dissimilar to the objectives of the early bankruptcy legislation of Tudor and Elizabethan times.

21. The proposed execution is, however, of a different mode to both that of the present and historical times.  By removing the defacto decision-making process on bankruptcy from the individual creditor and introducing new criteria and purpose, it places the responsibility for determining the judgement and the consequences to both the debtor and the State on the Courts.  If one of the purposes of the mechanism is to uphold commercial morality and to influence the direction and quality of behaviour then this is exactly where it should be.  It is not the role of creditors, either as individuals, commercial organisations or Department of State to purport themselves as the agents of moral retribution, particularly when the consequential costs of such activities do not fall on their shoulders but elsewhere.

22. The removal of the bankruptcy petition from the mainstream of individual creditor debt recovery mechanisms leaves this burden of performance in the general multi-creditor case with the recommended format of the IVA for business and consumer-generated bet – a task it is well equipped to fulfil in the majority of multi-creditor cases of over-indebtedness.  The minority for whom the IVA does not match the criteria are represented by those categories of over-indebted individuals whose collective financial status is broadly defined b the description in sectors B, C & D in Fig. 6.1

23.      The research has defined a category of individuals who are effectively disenfranchised from the present regime but who yet exist in a semi-permanent state of insolvency.  These were fixed between points EG1 and EG2 in Fig. 4.3 and were the subject of commentary in this Chapter and in Chapter VIII and are in Sector B in Fig. 6.1.  It is recommended that individuals in this position should be brought within the scope of the formal regime.

24. To do this it is recommended that a new process is established (B) to accommodate this category of over-indebtedness.  Those wishing to find relief from their creditors, where there is an insufficient level of discretionary income to support an IVA, and where the debt is consistently increasing and where bankruptcy would have been the only previous course of action should be eligible to apply for a Debt Relief Order.   This will carry the same restrictions as bankruptcy and similarly erase all debts.  This procedure should be administered by the licensed operator, without the approval of the Courts, but should be registered as a matter of public record.  It must be administratively simple and cheap.

25. This is a complex economic group in many of its aspects, but for the purposes of insolvency its clientele is easily definable, as are the origins and limitations for restitution.  Here the root cause of over-indebtedness in general is said, by the agencies and those professionally interested in the problems and opportunities of this sector of society, to be an inadequate income level in absolute terms, exacerbated though this status might be by unhelpful personal behaviour and decision-making.  It also involves those organisations providing housing, basic fuel commodities and social services with an overlapping and complex system of financial offsets.  This ‘income gap’ is supported principally by the ‘alternative credit’ sector of the finance industry but the real extent of its volume of lending, default ratio or profitability is not known other than by way of the disclosed accounts of those specialist houses who are also PLCs.

26. A possible consequence of this new Debt Relief Order may be that this available level of funding for this group will decrease since the risks will be perceived to be too great, alternatively the price of the case might become even more expensive, or most likely a combination of both.  Basic needs, rents, council tax, fuel – may be increasingly provided on a pre-payment basis.  The daily difficulties may, as a result, increase rather than decrease in the short term.  This, however, is no reason for not accepting the change.  One of the foundations of the present insolvency legislation is that its principles (as in Table 3.2) should apply to, and include, all of the citizens of the National State.  To deny individuals, particularly the least economically privileged sector of society, access to these principles because of deficiencies elsewhere, by they in the broad areas of welfare support, administrative competency or market efficiencies is not an adequate response or basis for continuing exclusion.  If this recommendation is a prompt to necessary and beneficial changes elsewhere then this will have served a useful purpose in the context of the development of the wider political and social economy.

27. There is the proposition that in practical terms this can be effected at present by the bankruptcy procedure and this is, indeed, the case.  There are however the singular financial issues already referred to – the level of cost to the debtor8; the unrecovered externality costs of the Courts and of the Official Receiver for, in these cases, no financial benefit – and also those issues of a more philosophical nature.  Attention has been drawn to the fact that relief for the most economically distressed of society can only be generated by using the same process as that applied to criminals, fraudsters and deliberate non-payers of debt.  Similarly, it is an important aspect of the regime that in describing the credit-bargain failure and the degree of distress or loss to the world at large the credit industry can use this information as it does now to influence and guide its future decision.  Other paragraphs have dealt variously with the need for effective ‘sanctions’; social stigma is part of this array and bankruptcy, its provisions and purpose is ‘the end of the line’ in this respect.

28. There has been some expressed desire for a general need to ‘reduce the stigma of bankruptcy’.  It is suggested that this is both misguided and misdirected in its purpose and that it fails to embrace the complexities of the circumstances it seek to address.  A regime that purports to deal with serious over-indebtedness – a perennial and inescapable problem of credit availability in commercial and consumer-driven society – will fail if the major transgressors are not seen for what they are and have done and seen to be dealt with appropriately by the sanction regime. The problem lies not with the concept of ‘stigma’ in itself or its necessary importance, but with the inadequate array of mechanisms that presently deal with over-indebtedness.  As a result they all suffer the same fate in terms of ‘stigma’ and economic consequences, no matter how damaging or inequitable this might be.

29. The Debt Relief Order attacks this deficiency directly.  The previous paragraphs defined the New Bankruptcy quite precisely in terms of its purpose and to whom it should apply.  In the bulk of cases those in Sector B will not come within this classification unless their behaviour is deemed otherwise.  Hence their route to rehabilitation should be treated differently, described in a manner that effectively denotes the causes of their over-indebtedness and prescribes a treatment that is consistent with this position.

30. On of the realities of economic life either as an employee or as an ‘entrepreneur’ or ‘managing investor’ is that of a likelihood of a break in the earnings flow as defined in Sector C.  Redundancy, corporate failure, severe cuts in earnings for a variety of reasons, are all a daily occurrence in the aggregate on the National stage.  For those outside the previous category at EG1-EG2, even for those who are at some point on the Debt Curve north of point P2, such an event can turn a manageable financial position into a serious position if it persists for some months.  For those who at that time are south of point P2 it can be the catalyst to propel that individual down the curve south of point EE2 into a position of insolvency and very serious over-indebtedness.

31. For many over the past half-decade this break in earnings has been a relatively short-lived experience, particularly for those not in the 45 year old and over age group.   Nevertheless this is a continual commercial reality and not always an insurable event, even if affordable.  Furthermore, it is unlikely that present levels of unemployment and such a benign economy will be a consistent or permanent feature over all sectors and regions of the economy.  At the present time there is no mechanism that recognises and deals with this situation effectively.  Different creditors will continue to press for payment with varying degrees of firmness, threats and action.  Against this combined pressure many debtors will be relatively defenceless, poorly advised if at all, and will resort to ‘juggling the threats’ to keep the wolf from the door’ even if these are unsustainable.

32. For most, these are not circumstances of their own making.  The individual is simply the consequential economic and social fall-out of decisions made elsewhere and over which they have no control or influence.  The fight for the biggest share of the individual’s financial cake by the creditors in such situations, even if insolvency is not yet a reality, is at best unhelpful – certainly to the debtor – and at worst against the principle of creditor collectivity.  Undue demands at this stage may even prejudice the chances of the debtor’s proper rehabilitation once the income tap is turned on again.  Such situations also increase the chances of family breakdown.  Hence in the most marginal situations, ie the further down the Debt Curve, the greater is the risk of costs being borne by the State, particularly if the family accommodation is under threat.

33. It is recommended, therefore, that in this situation of a significant but not permanent break in the earnings stream, the debtor should be eligible to make an Application for a Debt Moratorium Order.  The affect of such an instrument would be to halt all actions and collections by all the creditors including secured creditors i.e. mortgages, and similarly to place a stop on all charges and interest accruing from the date of the cessation of earnings.  It would be a process managed by the licensed operator and registered as a matter of public record.  It would apply where the cessation of earnings had exceeded two months and last for a maximum of, say, a further 6 months.  After this time the Order would lapse and an alternative route within the system followed or the outstanding debts repaid.

34. Such a process could, if not adequately monitored, be seen as a way of debtors stepping out of their repayment obligations particularly if exercised on a regular basis or whether the Debt Factor is of a very low order.  Much of the responsibility for preventing such abuse would fall initially on the licensed operator and his decision as to whether the Application was justified, some other route was more appropriate, or indeed whether the nature of the behaviour justified bankruptcy as now defined in (E) and (F).  Restrictions on how often an individual can apply for a moratorium i.e. only once every two years would only seek to nullify its purpose and potentially exclude those for whom it was designed to accommodate.  It is an example of why the regulatory mechanism described and recommended in Fig. 5.6, and which concentrates on the quality of operators’ performance, decision making processes and outcomes is so important in helping maintain the integrity of the regime.

35. Perhaps the most difficult area to accommodate is that where the break in the earnings stream is longer that in Category ©).  Implicit in the Moratorium Order is the understanding that whilst the creditor may lose interest and fee income and suffer some costs during the period of no regular income, payment will eventually resume and the debts repaid as best as can be managed. To this extent, therefore, the creditors will be accepting that a proportion of the costs that have arisen as a result of actions outwith the direct control of the debtor will fall to their account.  It is also one of the potential costs of their lending decisions and lending risks that may or may not be included in their current and future pricing and market positioning.

36. There is, however, a not uncommon situation as defined in Category (D) in Fig. 6.1.  There as a result of what was classed as Sector D in the causality analysis in Fig. 6.2 as ‘catastrophe’, there is a consequence no foreseeable chance of an adequate level of regular income being available, and hence repayments cannot be made on any sustainable basis, including an IVA, other than by the sale of assets including the home.  Under the present system the response, particularly if the indebtedness is business-related, will be for one of the creditors, most probably an Agency of the State, to petition for bankruptcy and be successful  This course of action is likely to be irrespective of the potential outcomes in the case of the latter; commercial lenders are tending to look more closely at the potential packbacks at this stage in the economic cycle.

37. Commentary has been made earlier in this Section on the weaknesses of the activity of bankruptcy, its inconsistencies and its essentially non-discretionary nature.  It also avoids the central question which is fundamental to all lending and borrowing decisions, namely:-

“Where should the risk lie?”


The inviolate contractual nature of the credit-bargain decrees at present that if there is no income and hence an IVA is not possible and if assets are available to repay a debt or mitigate the lender’s losses then those assets will be sequestrated and distributed irrespective of the consequential costs of the externalities.  These assets could well include both home and pension9.  This will be either a voluntary handover or by way of formal bankruptcy proceedings.  The answer, therefore, is that at present the risk lies primarily with the lender who can maximise his recovery position irrespective of circumstances, causality or consequences of his own negligence in his lending activities.

38. Whilst this appears to be a perfectly satisfactory position from a creditor standpoint it does, however, run contrary to certain established principles when the outcomes are considered in the case of this Category D.  For example:-

· Since the debtor will be left with nothing and have no foreseeable income it is difficult to see how and when rehabilitation can be effected.

· There is every likelihood that the debtor will become a burden on the State.  If the bankruptcy takes place towards the end of his or her working life this will be of a long-term nature.

· Since the principal reasons for non-payment are outside the control of the debtor i.e. he or she is dependent, there can be no reason to class the behaviour as being a threat to standards of commercial morality.

· In terms of effective sanctions, in such situations the regime is most likely to be regarded as excessively punitive and totally lacking any sense of proportionality.

· As a method of encouraging moral probity and taking early action in cases of over-indebtedness it is of absolutely no value since it has, as defined by its causality, no relevance.

· All the consequential costs are borne by the debtor and the State; all the benefits accrue to the creditors despite the fact neither of the former were instrumental in creating the conditions that led to the situation of eventual default.

In short, there is a serious mismatch between principle and practice.  This, it is suggested, has arisen simply from the fact of historical precedent; it is not the result of any rigorous analysis or debate or matching with the demands of contemporary economic society.

39. It is recommended, therefore, that this situation is dealt with by allowing individuals to apply for a Debtor Cancellation Order in those circumstances where a return to an income level likely to support a sustainable IVA is not foreseeable within the medium term.  The reason for the break in earnings must be caused by the incapacity or death of the principal income earner in the family; other family circumstances of a similar irreversible nature that have the same economic result; or consequential economic loss generated by the activities or third parties; and when no other source of income at the appropriate level is available.

40. This Order may follow on from the event itself or after a Debt Moratorium Order.  It will be administered by the licensed operator and be subject to Court approval.  It will only become effective if there is no beneficial change in circumstances after a period of, say, 18 months from the cessation of loss of earnings that would allow either repayment or an effective IVA.  Implicit in this Order is the principle that all the debtor’s assets (or those of the family) will be protected, and that, in this respect, the risks and the fact of total loss will fall on the creditor, including the domestic dwelling.  If during this period income is available then the Order will be reversed, repayment made or an IVA entered into.

41. This innovation marks a major departure from existing practice.  It is unlikely, however, that the cost to the financial sector in any given year will be significant, either in relation to the existing level of bad debts, net lending or profitability.   This is simply because the frequency of such situations is relatively low.  That fact, however, is no reason to submerge the application of valid principles and to leave matters as they are.  Para. 5.4(1.) recommended that unless the sale of the home could contribute after all costs to at least 50% of the outstanding debts it should be protected.  This is a continuation of this principle.  It should be joined with the proviso that asset sales in the case of both IVAs and Category D situations will only take place if effective rehabilitation can take place and there will be as a result no cost to the State other than unemployment or disability payments.

42. This significant change is of the same order as that demanded to prescribe the acceptable period for rehabilitation (see Paras. 5.65 – 5.67) in that it is essentially a political decision whose purpose is to change by legislation existing common law, so that equity and principle can be installed in the process.  By so doing it will override existing deficiencies and injustices and re-balance the nature of credit risk by introducing the concept of causality and dependence.

Some Related Issues

43. The format described in Fig. 6.1, and the associated mechanisms, whilst demanding significant changes in process, practise and attitude, is not a hugely radical departure from the current position in a fundamental sense.  It follows the histo5rical tendency of using established principles as a basis for developing the regime in a manner that is consistent both with the principles themselves and the demands of changing political and social economy.  The proposal does, however, raise some general issues in the following areas:-

· The matrimonial home

· Credit restrictions and creditor behaviour

· Regulation, competition and costs

· The Insolvency Service, the Courts and the Insolvency Profession

Which are discussed in the following paragraphs.

The Matrimonial Home10
44.
The UK economy has its own specific profile for domestic accommodation.  This has changed dramatically since the 1980s and is now dominated by owner-occupiers.  This structural position is exacerbated annually, and has been for many years, by a supply-side shortfall in relation to demand11; a mismatch in the location of the housing stock and its quality; and the tourniquet of planning restrictions. In certain parts of the UK this shortfall is acute and is one of the fundamental reasons for the incessant rise in house prices since 1998 in most regions of the UK enjoying national levels of employment and earnings.  One of the consequences of this situation, and one that is unlikely to change in the foreseeable future, is that for those who fall off the housing ownership ladder for them to regain any kind of new foothold is very difficult.  This is particularly the case for those with no credit rating ie. post-bankruptcy/IVA.

45. A further reality is that the burden of generating social housing has been passed by successive Governments to the Housing Associations who themselves have limited resources for new development projects.  They cannot and o not make a significant contribution to any expansion of the housing stock.  Similarly the economics of the private rental market are unattractive for both the supplier and the occupier, except on a hort-term or corporate basis for the latter or in specific markets i.e. for students, central London.  It is, therefore an unlikely haven for those who have run the gauntlet of the present insolvency regime and been dispossessed of their assets either by way of an IVA or bankruptcy.  Home ownership in the UK is, rightly or wrongly, seen as a pre-requisite for a stable, affordable, domestic economic existence in the long-term.

46. The importance of this reality, which has already been incorporated in the research analysis and the prescription, is that for the UK insolvency regime to be both credible and to make a proper attempt at fulfilling its objective of rehabilitation it must incorporate the fact of this housing profile into its structure.  It is not sufficient to isolate the structure of the regime from the Nation’s economic and social structure, pretend that the latter simply does not exist and ignore the consequence and external costs of the affects of such an unworldly position.

47. All the relevant recommendations put forward have had as their basis the need to exclude and protect the family home except in the cases of:-

· Category (F) – bankruptcy – where that mechanism is related solely to  what society recognises as unacceptable, or criminal behaviour and where the creditors have been wilfully abused; and in the case of Can Pay, Will Not Pay debtors

· where asset realisation will no prohibit rehabilitation and result in a burden being place on the State

The incentive for keeping the home has to be one of the weapons in the arsenal available to encourage early-day action and the prevention of over-indebtedness.  The present law is diametrically opposed to this position and it is also very complicated and affects the case of deceased insolvents.  It is recommended that this aspect of the law is reviewed in all its aspects, including those matters relating to family law and taxation and secured lending and that the present law is reformatted to incorporate the principles outlined in this paragraph.

Credit Restrictions and Creditors’ Behaviour

48. A principal weakness in the present practical application of the principle of rehabilitation is the mismatch between the period of discharge in the case of bankruptcy, the time taken until successful completion in the case of the IVA and that determined by the credit industry as being acceptable for their credit scoring purposes.  For example, both the 3-year discharge and a 5-year IVA are both less than the 6-year rule; this discrepancy will be exacerbated under the provisions of the Enterprise Bill and the proposed shorter discharge period.  To this extent, therefore, the credit industry is imposing a ‘market penalty’ over and above that of the legislation.  The effect of this is for the rule of the law relating to rehabilitation and creditor protection to be overridden, in perhaps its principal provision and intention, and made irrelevant.  It also creates a two-tier decision-making system within the credit market whereby financial institutions subscribing to credit scoring operate on a different basis to general or trade creditors relying on available public records.

49. This position is both inconsistent and unacceptable.  If the market, or part of it, feels it has to ignore the law and impose its own rules then that position is either defensible or not.  If it is and runs with the grain of the political objectives and principals of the insolvency regime, then the law should be changed to accommodate this stance.  If it is not then the practices of the sector should fall into line with the legislation.  Those who transgress the rules should be penalised accordingly and heavily.

50. The Cork Report emphasised the prevalence of the credit-based economy and  the data in Chapter IV and commentary in Chapter VIII of Part I details its expansion and nature at the level of the individual since that time.  Previous paragraphs have demonstrated the deficiencies in both the present and proposed legislation in general terms and specifically in terms of rehabilitation.  Part of this shortfall is due, as explained to the weakness in the range of mechanisms within the regime.  Notwithstanding these structural defects, it is inarguable that there is at present a huge gap between practice and legislation for all insolvents other than those who might fall within the medium and upper reaches of the proposed BRO classifications12  In short, full rehabilitation, by way of restoring credit acceptability to all prime lenders, will not take place within 6 years, irrespective of the cause of the original indebtedness or the degree of control the debtor had over those circumstances, whether consumer or business debt.  This is clearly against the political objectives underlying both the present and proposed legislation and is unjustifiable in any context imaginable.

51. The revised structural format at Fig. 6.1 and the Basic Issues and Rules at Table 6.3 are directed towards giving the credit industry a sharper understanding of the reasons for the insolvency and should also guide their decision making on future creditworthiness.  It is recommended, therefore, that the credit industry in assessing the impact of formal insolvency proceedings on a debtor’s creditworthiness can only restrict this to the formal limits set by the appropriate mechanism.  This implies that the prescribed period for release is that determined by the legislation as that being applicable for the restoration of credit.  In this context, therefore, at the end of the restriction period all public records should be deleted.  Any organisation using or in possession of such data after the end of this period should be subject to serious penalties and set a such a level to eliminate any possibility of the practice continuing.

52. The recommendations at Paras 5.31 – 5.59 were based on two basic premises drawn from the analysis; firstly, that the credit industry had a responsibility to look after its own best interests and secondly that it was over-protected by the law in respect of its power of recovery, particularly in the context of its behaviour and power relative to the individual debtor.  There is no doubt, given current lending practices, that the proposals underlying Fig. 6.1 and Table 6.2 as a whole will incur the sector both administrative costs and an increase in loss exposure as a result of the new mechanisms in Fig. 6.1 Categories B, C. and D.

53. It is not within the scope or capability of this research to propose how, what is in effect a resource transfer from the lender(s) to the borrower, albeit after the event, by way of forgiveness or postponement in terms of operational mechanics or pricing should be dealt with.   This will be a matter for individual lenders to accommodate.  For those supplying the Category B market (EGI ( EG2)  is unlikely that the formal credit restrictions in Table 6.3 will be of significant value in any event – current affordability has to be the key consideration.  For those affective by mechanisms C and D the potential volumes are unknown outside the books of individual lenders and insurers.  The temptation will be for the sector to cover the risks by levying compulsory insurance as a separate item of profitability on its lending on an individual basis.

54. Intuitively, it is sensed that this route will lead to a disproportionately increased cost base for all lenders when in fact the exposure is to only a relatively small proportion of the borrowing population (this is based on the costs levied for protected payment plans).  It may also simply become a new ‘profit centre’ for lenders.  It is suggested that a more equitable route would be by incorporating any prospective total costs into the effective lending rate since this is a general costs and exposure applicable to all suppliers in the market.  It should be subject to competitive pricing and not engineered as an industry-based ‘fixed price add-on’.

55. It is recommended that the credit industry provides some sound empirical data on the prospective costs/loss of profitability based on the implementation of Category D – The Debt Cancellation Order, if it can.  This can be balanced against the prospective costs of the long-term externalities to the State.

Supply-side Issues

56. One of the principal benefits of the proposed format in Fig. 6.1 is that it addresses and simplifies three major issues that surround the present overall over-indebtedness regime, both formal and informal.  First, that of the supply-side market structure; secondly, that of access; thirdly, that of Regulation and Competition.

57. By specifying a single point of entry into a new formal regime which encompasses all the present market offerings of the existing formal and informal suppliers, at a single stroke it eliminates the confusion over supplier competence and probity; products performance and debtor expectations.  This is subject to two provisos.  Firstly that the entry mechanism is widely advertised and understood by the public at large of all age groups.  Secondly that the mechanisms that are available as a consequential outcome of this single point of entry and implemented and equally well promoted and understood.

58. This new market structure will demand, as a result, a new pattern of regulation, one that can easily accommodate the recommendation in Paras 5.68 and 5.79 that all transaction-based activities should be regulated and not imply IVAs and bankruptcy as is now the case and that licensing should embrace both the firm and its lead practitioners.  Were the scope of the licensing an regulatory activities to begin with the Application for a Certificate of Over-indebtedness and to embrace all the mechanisms and related administration in Alternative Outcomes A – F in Fig. 6.1 then significant benefits could accrue, namely:-

· the market structure and the available choices and consequences would be easily identifiable by the debtor.

· standards of operator probity and financial stewardship can be monitored over all those transaction-based organisations involved in the whole process from the initial application to rehabilitation.

· the performance of both the operators and the quality and appropriateness of their activities can be measure by the procedures and data specified in Paras 5.6 ( 5.18.

· the visibility of supply0side operators, operational outcomes and process suitability will, allow the market, for the first item, to operate with a predictable degree of efficiency.

· it will, over time, allow the price and the quality of operator performance to be elements of informed debtor choice, which is not the case now.  This will lead to a more open market position for what, in effect, is a series of non-differentiated products which are defined by their legislative prescriptions.

· whilst the monopoly implications will always exist, because of the need to set and maintain minimum standards over an array of matters by way of a licensing system, within this overall framework competition will inevitably develop amongst operators.

· The demands of the competitive market will eventually lead to a reversal of the historical position of low levels of investment in systems and promoting access.  This should also lead to a downwards pressure on prices and a drive towards internal operational efficiency and cost minimisation.

59. It is in this new context, therefore, that the regulatory provision summarised in Paras 5.55 ( 5.58 and particularly in Para 5.79 relating to licensed operators should be reviewed and their importance recognised.  The opening up of the regulated personal indebtedness market to those who are not presently Insolvency Practitioners is a recognition that this is a separate market area to that of corporate insolvency and has been inadequately dealt with by the Insolvency Profession. It also demands different skills, operational efficiencies and investment if the personal over-indebted market from P2 – C on the Debt Curve is to be served properly and efficiently.  To this extent, therefore, it is recommended that it should be generally accepted that, within the overall regulatory framework, active and real competition should be encouraged and those practical recommendations already defined to help achieve this, should be implemented as a matter or urgency.

60. The structure set out at Fig. 6.1 will undoubtedly demand a reappraisal of the pricing levels acceptable in this area of commercial activity.  Recommendations have already been made in respect of IVAs in Para 5.4.  It is equally apparent that the price of the other mechanisms within the regime must reflect the economic circumstance of the debtor if access to the process is to be achieved.  The historical cost/multiple basis of the Insolvency Profession is simply untenable and completely at odds both in content and purpose with the market realities.  This will demand a far more realistic and elaborate cost/price offering based on process mix that is now the general case.  Operators will need to achieve levels of efficiency that will allow, for example, the Application Certificate, the Preliminary Inspection and the Debt Relief Order to be dealt with as a combined piece for a price to the debtor much less than the present bankruptcy cost of £350 payable13.

61. This is not to argue that the licensed operators should not be profitable or generate sensible levels of return on their risks and investment since this will only serve to reduce competition in the long run.  It does demand that a new look is needed at the overall balance of content, difficulty and the risk and contribution of the various parties to the position.  To this extent, therefore, it is not unreasonable to suggest that the creditors should also contribute to the costs of the process, since it is their lending that has helped generate the over-indebtedness and who, in certain circumstances, will benefit from the process.  This could be a simple mechanism – for example, a flat fee for each creditor whose exposure is over a certain level in each of Categories B – F.  This fee can be collected from the creditor by the licensed operator in respect of each case as a contribution to the overall price for the transaction.  By definition, there can be little room for dispute about the existence of the fee; cases of slow or non-payment by creditors should be heavily penalised.

62. Creditors may wince at this proposal as simply another example of regulation introducing an extra cost burden.  This is to short-sell the reality.  Both debtor and creditor is party to the credit-bargain; a process is need to deal effectively with the wide range of issues that arise when the bargain fails.  Other than in cases of Debtor’s Behaviour (in E and F) when the issue of commercial morality is the principal matter of concern and thereby it becomes a decision of the State and thereby to its account, it is recommended that the costs of the process should be spread amongst all the significant parties involved.  It should also be recognised that in this matter of costs and prices the recommendations in Para 5.4 will save the credit industry, even on the volume of IVAs for 2001, some £15 – 20 million over their life-cycle given a 70% success rate.  Similarly lending is always the choice of the lender.

The Insolvency Service, The Courts and The Insolvency Profession

63. One of the most common fears voiced by the respondents to ‘Bankruptcy – A Fresh Start’ and the Enterprise Bill proposals, was that of the Insolvency Service (IS) being under-resourced in it two new rôles.  These being as the operators of post-bankruptcy IVAs and by taking a more extensive inquisitorial stance in cases of bankruptcy.  In the first case the capability and effectiveness will be evidenced as a matter of fact and is an item of practical application.  The second is in many ways more wide-reaching in that it signifies a further and beneficial development of the principle of central control and investigation by way of the limitation of cases investigated in the present manner and the investigation of others in a more purposeful manner related to the new BRO régime.  Allied to this concern was that of the proposition of the ‘real villains’ either not being caught or escaping lightly particularly in cases of corporate failure.  This is not a concern for this research, nor is the matter of the quantum of IS resources and deployment.  There are, however, two issues worthy of comment, namely sanctions and policy.

64. Much of Chapter X in Part I is concerned with the matter of effective sanctions, and to a very limited degree the presence of ‘stigma’ (a distinguishing mark of social disgrace – Collins English Dictionary) in this array, and placed within the overall context of a more discriminating regime.  Reviewing the present position in the context of the principles (existing as in Table 3.2, or new as in Table 3.7) and the political objectives in Table 3.1 it is difficult to avoid the conclusion that this has to be a principal area for further consideration and improvement.  To this extent, the proposals in Fig. 6.2 and their underlying logic, and the shift created by the Enterprise Bill are movements along the same track and thereby consistent.

65. It is most important however that any beneficial change is recognised for what it is and the public confidence increases as a result; it is suggested that this is, of itself, a powerful agent in the matter of prevention of over-indebtedness.  The effects and need for stigma or ‘public shame’ as well as the effects of real deprivation should not be discounted in supporting the constant diligence needed to maintain commercial morality.  But, as already demonstrated the array of sanctions must be directed at the proper targets, ensure that the strike rate is of a high order and the matter well publicised and understood.

66. The second major shift in emphasis, not commented on by respondents, is that of an increasing concentration on matters of policy and matching this with that array of political objectives in Table 3.1 and the emerging political process in Fig.3.1.  This is a process that needs to continue.  This research itself is an example and is directed to this specific purpose in matters of purpose, structure, process, content, regulation, sanctions and principles.

67. In Part I Chapter VI (The Process), indicated that the Courts and the Judiciary were, in the context of IVAs, being seen increasingly by the major practitioners as adding little or no value to the process and brought inconsistency and uncertainty into the arena.  The Judiciary, for their part, are concerned with the pricing and implicit profit levels of some IVAs and their suitability in a minority of cases.  In addition the total costs of the Courts dealing with insolvency at all levels is unknown and there is little regular direct communication between the Profession, its major operators, and the Judiciary.

68. This is unsatisfactory.  Some of these practical deficiencies are addressed in Para. 5.4 in relation to both process and price.  The knowledge of Court benefits and costs are fundamental, easily soluble and the responsibility of the LCD.  The remaining matter which can be handily described as ‘creeping exclusion’ is of a different nature and to a large extent a consequence of the overall structure and unnecessary separation.

69. The question of whether there should be a separate and dedicated Insolvency Court System is not new, but has not in recent times found favour with any Lord Chancellor.  The fact remains, however, that the exception of certain Bankruptcy Registrars few of the Judiciary deal with insolvency matters, outside Bankruptcy, on a regular and frequent basis.  Furthermore, there is no statistical or data base that summarises or represents either their exposure or the profile of the cases they deal with or even which Courts process what volumes in the case of IVAs.  The lack of regular, formal or informal contact Between the Courts and the Insolvency Profession at an operational level to review concerns, betterment, principle or process is, as demonstrated by the unsatisfactory outcomes of this research, not a practice, or indeed ‘non practice’ that should be continued.

70. The format in Fig. 6.1 recognises this exclusion and by virtue of the single point of entry and the structure of the consequential activities demands that the Judiciary take a broader, involved and more connected view of the overall process.  This is for two principal reasons.  The first is that the structure is dependent on the elements of choice – determined by the Best Practice Process – and the Judiciary, in those cases where forgiveness, cancellation or bankruptcy are either a prerequisite or outcome need, by definition, to be part of that decision-making process.  That is to say, is the choice of mechanism appropriate and is the outcome appropriate in the context of the new principles of the regime (Table 3.7).

71. The second reason is not structural but judgmental.  The format is designed to further the demands for examination and differentiation referred to in the previous paragraphs and exercised initially by the licensed operator and then by the Official Receiver.  Whilst some of the mechanisms can, it is suggested in Table 6.3, be administered without Court Approval, in the final analysis they are part of a formal legislative process which, in the last resort must use the Courts as a final arbiter of redress or law.  Other mechanisms do demand Court approval but in so doing purposely demand a far higher standard of judgmental decision-making then is presently the case.

72. The New Bankruptcy Order and the Debt Cancellation Order put the initial decision-making and the eventual judgement firmly into those areas where the concepts of causality, duty of care and by association that of negligence are fundamental.  For matters related to insolvency, excluding ‘public interest’ considerations for the Official Receiver when considering whether further investigation is appropriate, this will be a major and new development and will include the activities of the debtor, creditors and the actions of third parties in influencing the fact of over-indebtedness.  This is the reality for both personal and corporate insolvency.

73. Whilst these concepts are new to insolvency law and administration they are a commonplace in many other aspects of commercial, social and civil activities. This essential change in the balance for supremacy between the rules of contract and tort, presently held by the former will bring new demands on the Judiciary.  It is an area they have deliberately avoided, certainly since the 1989-93 recession, on the basis that any change is for the Executive.  The format in Fig. 6.1 will demand that this nettle is now firmly grasped and rules and guidelines developed accordingly.  This will provide a major challenge that is long overdue.

74. It also strengthens the case for the need for specialist judges.  The case for a ubiquitous spread of County Court locations recommended in the Cork Report was based on the need for convenience and ease of geographical access for the Debtor.  It is suggested, some 30 years later, that under the New Format and its demands on the Judiciary that expertise and consistency are a far higher priority than that of physical proximity.  It is also suggested that for lay members, say two, to sit with the District Judge/Registrar in the cases of Debt Cancellation and bankruptcy Orders may prove to be advantageous.  This development of judicial principle and practice in the arena of personal insolvency and distress could easily become the template for overdue developments in the field of corporate distress.

75. There can be no doubt that the Group which will encounter the most difficulty with the New Format in Fig. 6.1 is the Insolvency Profession.  Their general position, in terms of the present over-indebtedness regime can be summarised, in brief, as follows :-

· It has failed to recognise or define the ‘market’ for over-indebtedness (P2 – C) and has dealt only with those position R7, B and C on the Debt Curve.

· It has failed to engage effectively in the political process described at Fig.3.1.

· It has not met its public policy obligations under its monopoly franchise arrangements.

· The IVA product has become too complicated and over-priced in relation to those who need its benefits and its potential and proportional returns.

· It has engaged in no research of a fundamental nature and has not sought to influence the IVAs content, structure, purpose or price, question is suitabili8ty or deficiencies in terms of market demand or assess the proportionality.

· It does not measure the quality of the outcomes of its members’ activities as far as IVAs are concerned or the effectiveness of their decision-making.

· It has put forward no initiatives that will be to the benefit and development of the overall over-indebtedness regime nor identified its weaknesses.

· As a consequence the IVA is not taking it rightful share of the market.  The latter is falling on an annual basis to Debt Management Agreements which often are an unsuitable mechanism.

· It has improved the ethical behaviour of its members and their procedural efficiency and maintained both at a new and higher level.

· In terms of IVAs its members have established a position of ‘independence’.

This analysis of the present status of the Profession is indisputable and now generally accepted within the senior levels of R3.  Equally unarguable is the fact that it is a very poor foundation from which to tackle new developments.

76.
The matter of ‘independence’ is worthy of further comment.  Nowhere is the position of the Insolvency Pr0ofession defined in relation to IVAs.  Whilst the activities are defined as nominee or supervisor the role and responsibilities are not.  Their position in relation to debtor, creditor, or the Courts was net specified by the legislation or the rules.  What has happened in practice is the development of a position where the Insolvency Profession has effectively become, in the words of one major practitioner, ‘the referee keeping the rules’.  This reflects well on the Profession14 and is unique amongst its variety of activities within the format of personal and corporate insolvency regimes.  It is recommended that this is a position that should be maintained, be a prime objective of the regulatory regime and formally incorporated into the legislation.

77. Facing the Profession, therefore, are some difficult practical issues and implications :-

· Very significant structural potential changes to the legislation

· A poor understanding of the market

· A general history and attitude of non-investment

· An approach to pricing completely at odds with the market demands, both existing and proposed

· Systems that are inadequate for the current and prospective mechanisms 

· Aggressive and active competition

to name but a few.  One of the implications of this if the Profession is to concern itself properly with the personal over-indebtedness sector (P2 – C) is that it will need to deal with all of it and not just R7, B and C as is now the case.  The latter will not, it is suggested, be a strategy that is economically sustainable in the medium term under any circumstances and certainly not under the New Format in Fig. 6.1

78. A second implication is that the demands of the pricing of the mechanism in Fig. 6.1 will require a complete reassessment of the operational economics of operating in this area of activity for those firms who are not already heavily commit ted and invested.  From a commercial viewpoint the business of corporate and personal insolvency work need different and quite separate market philosophies, investment, staffing and training requirements, funding and operational procedures and efficiencies.  Only a handful of firms are presently in a position to approach this effectively.

79.
From the outside looking in, there are important and interesting questions that arise from the research and the analysis :-

“Will the leadership accept the need to drive the Profession to protect its monopoly position and enhance its profitability?”

“Will the membership accept or reject the guidance of its leadership?”

“To the extent that the answer to the first two questions is Yes and Accept, will the resultant structure be that where all the firms participate in the market or will it be dominated by a small number of more commercial-minded IPs who fund and manage businesses specifically geared to the over-indebtedness market rather than simply promoting legislative processes?”


“The macro-economic conditions over the past five years have created, at no cost to the Profession, a significantly bigger market but not one which is totally or readily accessible to them under current practices.  Has it the capacity to change and accept its opportunities and, it should be said, its responsibilities?”


To the extent that it reacts aggressively to embrace the demands of the market and the proposed changes to the regime in Fig. 6.1 then it will survive.  If it does not then the map that shows which firms/IPs are dealing with the personal distress regime will be markedly different in the near future from that which presently pertains.  The Profession has the future in its own hands.

Endnote

80.
The research has demonstrated the viability and potential of the IVA mechanism.  It has recommended a series of actions which, if undertaken, will lead to a betterment of the process for the debtor, creditors and the State and for the overall indebtedness regime of which it is an integral and important part.  These are all elements of the detail.  The principal recommendation of the Research has to be that the process of reform, which had lain dormant since 1986, but was reborn with the Insolvency Act 2000 and the Enterprise Bill now progressing through Parliament, should continue.

81.      This is, of course, ultimately a question of political will.  To a far lesser extent it reflects on available Parliamentary time.  There are, however, many recommendations from this research that can be dealt with outside primary legislation.  Without this commitment to change any discussion of the major issues – anew balance of equity; a more discretionary regime; capability and integrity of the regime; definition of rehabilitation; credit market behaviour; access; price; efficiency; inclusion; regulation – becomes irrelevant.

82.      What the research has also shown is that many of those who are disenfranchised from the present process, find access difficult, or generally receive a poor or indiscriminate deal post the failure of the credit bargain are, in the general case, also those with no effective political constituency.  Not surprisingly those who hold the present (im)balance of power and reap the financial rewards from this position have, historically, a strong political lobby and. or easy ministerial access.  It is recommended that the area of personal insolvency is, indeed, a valid area for further Government initiative and reform.

83. There is much to be done and

“If it were to be done, it is best it were done quickly”
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FUNDAMENTAL PRINCIPLES UNDERLYING 

THE UK INSOLVENCY RÉGIME AS AT DECEMBER 2001

· Can pay, will pay

· The maintenance of an efficient system of commercial morality and behaviour

· Protection of creditors’ monies and minimization of losses

· All inclusive approach to a debtor’s assets, liabilities and income 

· Collectivity of creditors’ interests (i.e. pari passu)

· Rehabilitation of debtor

· Consistency with the principles of the corporate régime

· Minimize the costs of personal indebtedness to the taxpayer i.e. the creditor pays, not the state 

· Central control and the powers for investigation

· Table 3.2     Fundamental Principles
TWENTY-ONE PHILOSOPHICAL AND PRACTICAL QUESTIONS
· Should a debtor be allowed to petition for his or her own bankruptcy?  When?  Why?

· In a multi-creditor situation, should a single creditor be able to make a debtor bankrupt?

· How long should be a debtor’s period of rehabilitation outside of bankruptcy i.e. the term of an IVA or repayment programme?

· Should a lender, individual/corporate, be given the full power of the Law and the Courts to recover the debt, irrespective of the level of diligence expended in the lending decision?

· At what level of monthly repayment capability should all methods of recovery cease in macro creditor solutions?

· What should be the philosophy and practice surrounding the family home?

· If financial institutions wish to have the protection of the Law should they have to fund, subscribe to and practice the latest and most effective methods of credit rating?

· Should financial institutions be prohibited from practices, whilst intrinsically profitable in certain economic circumstances, are nevertheless instrumental in encouraging/ensuring extreme over-indebtedness?

· Is the market for personal debt the same as for, say, baked beans or hair-dryers?  Is there an aspect of moral hazard?  Does this demand different treatment and specific safeguards?

· Is there a need to define and separate the supply side of the market between those organizations that give advice and those that also deal in ‘transactions’?

· Should all transaction-based organizations operate to the same standards and within the same format?

· Should all transaction-based organizations be regulated and if so how and by whom?

· Just how serious a problem is personal over-indebtedness when viewed from a macro-economic standpoint?  Where on the Debt Curve is its presence most critical?

· To what extent is the present insolvency régime based on an ethical balance between borrower and lender?  Does the practice coincide with the intention of the law makers?

· How does this match with the public perception of the equity of the régime and the process?

· Is a régime that has its base in the law of contract on too narrow a foundation?  Is there a need for an extension of the concept of a general ‘duty of care’ to surround the behaviour of borrowers and lenders and influence the balance?

· What should be the rôle of the judiciary?  What should be the extent of its involvement?  Is the administration adequate and cost effective?

· Is it the rôle of the State to prevent or minimize over-indebtedness?  If so, how?

· Is bankruptcy - a contractual enforcement mechanism - in need of revision?  If so, what should replace it?  What sanctions would be appropriate to maintain the régime’s integrity and ensure high standards of commercial morality?

· How are those individuals in the sector EG1  2 in Fig. 4.1 to be treated?  What mechanisms are appropriate?

· Who, or what department, in Government should have the overall responsibility for policy and activities in relation to over-indebtedness?

Table 3.5     Over-Indebtedness - Some Philosophical Questions
	Class
	Status
	Yes
	No

	1
	No earned income, no unearned income, no assets but with State income and support (Disability, Unemployment, Income Support, Family Credits, Age Support etc.)
	
	

	2
	As above with some unearned income
	
	

	3
	No earned income/unearned income but with some liquid* assets
	
	

	4
	Some earned income (casual/pt), mortgaged assets with equity surplus
	
	

	5
	Some earned income (casual/pt), no assets
	
	

	6
	Regular earned income, no assets
	
	

	7
	Regular earned income, minimal amount of liquid assets
	
	

	8
	Regular earned income, minimal amount of liquid assets and mortgaged assets with minimal surplus equity
	
	

	9
	Regular earned and unearned income, assets as in 8
	
	

	10
	Regular earned income, significant liquid assets and mortgaged assets with significant surplus equity
	
	

	11
	Regular earned income, liquid assets and unencumbered large valu saleable assets **
	
	

	12
	As in 10 above plus unearned income
	
	

	13
	As in 11 above plus unearned income
	
	

	14
	Unearned income only plus significant liquid and unencumbered saleable assets
	
	


*Liquid assets e.g. cash, bonds, shares, jewelry, furniture, paintings, collections

** Houses, cars, boats, furniture paintings collections

Table 5.3 Liquidity, Income and Asset Classification

	Category and Characteristics
	A
	
	B
	
	C
	
	D
	

	Economic Conditions
	
	
	
	
	
	
	
	

	· Income
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Little or no change
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Little or no change
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Little or no change
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Dramatic change downwards either on a temporary or permanent basis
	

	
	
	

	· Expenditure
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Slow creep upwards cumulatively - above income levels.  Financial costs a major element
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Excess over income; initially manageable but cumulatively not so; only resolvable in full with a usable asset base/available surplus income
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Dramatic excess over income.  Outstrips any available asset base
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Little or no change, or may be reduced
	

	
	

	Likely Position on Debt Curve
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EG1 - EG2
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P2 - EE1
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EE2 - B
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B
	

	
	

	Level of Over-indebtedness in Relation to Income

(Debt Factor/Debt Yield)
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Small to Medium
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Significant
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Massive Debt
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Massive
	

	
	

	Possibility of 100% Debt Recovery
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Nil
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Reasonable if action is taken early
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Nil
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Nil unless assets are available
	

	
	

	Causality
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Inadequate Income Levels
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Avoidable - Decision led
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Avoidable - Decision led
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Unavoidable and irreversible - position generated by third party activities or catastrophe
	

	
	

	Self Control of Determination of Position of Over-indebtedness
	Low
	
	High
	
	High
	
	Low
	

	
	
	
	
	
	
	
	
	


Fig. 6.3      Basic Classification of Causality of Over-indebtedness (Ref. Paras. 4.7 - 4.10 inclusive)

	Process Code


	Table 4.2 Product comparison 

 
	
	
	Debt management arrangements

 and individual voluntary arrangements
	

	Item
	Product Element
	DMA
	IVA

	1.
	Includes all assets and liabilities worldwide
	no
	yes

	2.
	Will automatically include historical debts from all unsecured creditors e.g. utilities, rent, council tax
	no
	yes

	3.
	Runs for a fixed term
	no
	yes

	4.
	The agreement is automatically binding on all creditors i.e. no ‘contracting out’
	no
	yes

	5.
	The Debts can be re-scheduled
	yes
	yes

	6.
	The Debts can be forgiven i.e. written off if the term is longer than five years
	no
	yes

	7.
	Entering into an agreement will automatically stop all creditor harassment and Court actions
	no
	yes

	8.
	Entering into an agreement will automatically stop all future interest and other charges
	no
	yes

	9.
	If the agreement terms are met then all debts are automatically extinguished even if not paid in full
	no
	yes

	10.
	All the debts have to be repaid
	yes
	no

	11.
	If there is a problem with the agreement or the creditors during its term there is a regulatory body to refer it to that will take action
	no
	yes

	12.
	All new credit is stopped for the life of the agreement and it will appear on credit scoring records
	yes
	yes

	13.
	The agreement is approved by the Court
	no
	yes

	Location on Fig. 4.1
	Activity Description
	Providing or Administering Institution(s)
	Nature of Principal Activity and Purpose

	
	
	
	Advisory
	Transactional
	Conflict Resolution and Distribution
	Enforcement and Distribution

	R1
	County Court Judgement; Enforcement; Garnishee Order; Charging Order; Repossession Order
	The Court and Judiciary,

Bailiffs
	_
	
	_
	

	R1
	County Court Administration Order; Attachment of Earnings Order (Multiple)
	The Court and Judiciary,

Bailiffs
	_
	
	
	_

	R2
	Debt Management
	Charitable Institutions e.g. NaCAB, Money Advice, et al - Non Profit Making
	
	_
	
	_

	R3

	Credit Repair


	Commercial Businesses providing advice for a fee
	
	_
	_
	_

	R4
	Debt Consolidation :-

	Financial Institutions - some Mainstream, some Alternative
	_
	
	
	_

	R5
	Debt Management : - ‘Free’

	Charitable Trust or Profit Maker funded by Creditors
	_
	
	
	_

	R6
	Debt Management : - ‘Fee Paying’2
	Commercial Profit Making Business
	_
	
	
	_

	R7
	Individual Voluntary Arrangement

	Court, Judiciary, Insolvency Practitioner
	_
	
	
	_

	B
	Bankruptcy

	Court, Judiciary, Insolvency Service, Insolvency Practitioner
	_
	
	_
	


Table 4.3     The Conflict Resolution Market : Institutional Analysis by Class of Provider and Principal Activity
	Year Arrangement Started
	Median

 Debt

£
	Median Receipts

£
	Median 

Costs

Incurred

£
	Median Payments to Creditors

£
	Median 

Gross Yield

%
	Median Costs/Receipts Yield

%
	Median 

Net Yield

%
	Median Receipt Yield

%

	1991
	308,830
	105,733
	87,278
	18,069
	67.15
	72.43
	8.07
	26.73

	1992
	58,982
	35,023
	14,867
	16,004
	29.81
	37.95
	25.00
	53.37

	1993
	193,309
	33,560
	17,452
	13,096
	29.82
	45.62
	12.85
	54.37

	1994
	58,465
	18,345
	8,016
	8,508
	28.81
	48.20
	12.80
	51.79

	1995
	46,425
	19,608
	6,565
	10,317
	44.00
	35.75
	26.61
	63.20

	1996
	45,789
	20,678
	7,380
	11,664
	52.30
	36.75
	28.47
	61.30

	1997
	49,590
	21,051
	7,492
	13,036
	46.17
	36.35
	30.15
	60.45

	1998
	57,273
	26,421
	6,776
	19,556
	47.27
	27.73
	29.41
	72.26

	1999
	44,283
	19,818
	4,985
	14,872
	40.57
	27.82
	26.84
	68.44

	2000
	40,515
	18,253
	3,129
	12,981
	37.37
	17.28
	29.49
	81.95

	Total
	48,850
	21,019
	6,777
	13,089
	42.63
	35.48
	25.44
	63.42


Table 4.6(a) : Basic Characteristics of Completed IVAs - Median Values  1991 - 2000
Source : Part II
	Value of Size of Debt

£
	Median Debt

£
	Median Receipts

£
	Median 

Costs

£
	Median Payments to Creditors

£
	Median 

Gross Yield

%
	Median Costs/Receipts Yield

%
	Median 

Net Yield

%
	Median Receipt Yield

%

	0-9,999
	6,770
	7,575
	2,941
	3,629
	144.7
	39.8
	73.0
	50.3

	10,000-19,999
	15,981
	12,991
	5,143
	7,717
	78.0
	39.2
	49.6
	58.5

	20,000-29,999
	24,130
	15,152
	5,455
	7,864
	64.1
	37.1
	31.9
	58.6

	30,000-39,999
	34,376
	19,712
	6,469
	10,747
	55.8
	37.4
	32.4
	60.1

	40,000-49,999
	45,911
	22,176
	6,213
	14,787
	46.8
	31.4
	32.3
	67.9

	50,000-74,999
	58,940
	23,597
	7,038
	14,748
	39.6
	35.0
	26.7
	64.9

	75,000-99,999
	88,685
	26,922
	7,577
	16,657
	31.7
	27.9
	18.6
	71.8

	100,000-149,999
	127,308
	36,280
	12,673
	27,376
	31.2
	35.5
	18.8
	64.5

	150,000-249,999
	200,100
	35,816
	11,661
	24,836
	18.5
	27.2
	11.3
	72.8

	250,000-499,999
	351,242
	36,327
	10,041
	20,573
	10.9
	32.8
	6.8
	67.2

	500,000-999,999
	625,300
	22,054
	8,635
	18,759
	3.5
	18.5
	3.0
	81.5

	1,000,000-2,999,999
	1,272,318
	21,707
	5,374
	16,404
	1.4
	36.3
	1.0
	63.7

	Over £3 million
	4,694,346
	96,199
	29,602
	62,572
	3.0
	14.8
	1.6
	85.2

	Total
	48,850
	21,019
	6,777
	13,089
	42.6
	35.5
	25.4
	63.4


Table 4.6(b)

Basic characteristics of completed IVAs by class size of total debt - Median values

1991-2000

Source :- Part II
	Value of Size of Debt
	Frequency
	Median Debt
	Median Receipts
	Median 

Costs
	Median Return to Creditors
	Median Monthly Payment
	Median 

Gross Yield

%
	Median Costs/

Receipts 

%
	Median 

Net Yield

%
	Median Receipt Yield

%
	Debt Yield (Years)
	Debt Yield 

%

	0-9,999
	7
	8525
	5970
	2620
	3372
	100
	70.0
	43.9
	39.6
	56.5
	7.1
	1.2

	10,000-19,999
	77
	16712
	11153
	4125
	7034.5
	167
	66.7
	37.0
	42.1
	63.1
	8.3
	1.0

	20,000-29,999
	211
	25031
	15355
	5688
	9667.5
	240
	61.3
	37.0
	38.6
	63.0
	8.7
	1.0

	30,000-39,999
	167
	34687
	19500
	6475
	12879
	300
	56.2
	33.2
	37.1
	66.0
	9.6
	0.9

	40,000-49,999
	118
	44858
	22800
	6475
	16257
	340.5
	50.8
	28.4
	36.2
	71.3
	11.0
	0.8

	50,000-74,999
	159
	58880
	29313
	6475
	21373.5
	391
	49.8
	22.1
	36.3
	72.9
	12.5
	0.7

	75,000-99,999
	73
	84740
	37825
	6475
	30439
	464
	44.6
	17.1
	35.9
	80.5
	15.2
	0.5

	100,000-149,999
	46
	116016.5
	43802.5
	6475
	36769.5
	500
	37.8
	14.8
	31.7
	83.9
	19.3
	0.4

	150,000-249,999
	18
	185115.5
	60443.5
	6797
	49260
	584.5
	32.7
	11.2
	26.6
	81.5
	26.4
	0.3

	250,000-499,999
	24
	346293
	71800
	7352.5
	62493
	605.5
	20.7
	10.2
	18.0
	87.0
	47.7
	0.2

	500,000-999,999
	3
	765200
	188500
	24300
	164200
	563
	24.6
	12.9
	21.5
	87.1
	113.3
	0.1

	1,000,000-2,999,999
	0
	0
	0
	0
	0
	0
	0
	0
	0
	0
	0
	0

	Over £3 million
	0
	0
	0
	0
	0
	0
	0
	0
	0
	0
	0
	0


Table 4.7(a)

Basic characteristics of proposed IVAs by class size of total debt - Median Values

Source :- Phase II Data

Source :- Part II
	
Mechanism

Principle

	AEO
	CCAO
	R7
	B
	R8

	1
	Can Pay, Will Pay
	
	
	
	
	

	2
	Maintenance of Commercial Morality
	
	
	
	
	

	3
	Protection of Creditors’ Monies and Minimization of Losses
	
	
	
	_
	_

	4
	All Inclusive Approach to Debtor’s Worldwide Assets and Liabilities
	
	
	
	
	

	5
	Collectivity of Creditors’ Interests (excluding Crown Preference)
	_
	_
	
	
	

	6
	Consistency with an Enterprise Culture
	_
	_
	
	_
	_

	7
	Debtor Rehabilitation
	
	
	
	_
	_

	8
	Minimal Costs to State
	_
	_
	
	_
	_

	9
	Central Control and Effective Powers for Investigation
	_
	_
	
	
	


Table 6.1      An Evaluation of Present Formal Insolvency Mechanisms
	
	Issue 
	Example
	A
	B
	C
	D
	E
	F

	
	
	Mechanism
	IVA
	DRO
	DMO
	CO
	CPWP
	C/B

	3
	Final Judgement made by
	IP
	IP
	IP
	Court
	Court
	Court

	4
	Credit Restrictions during Period
	Yes
	Yes
	Yes
	Yes
	Yes
	Yes

	6
	Release of Credit Restriction
	On discharge from IVA

(1-5 years)
	1 year
	End of Moratorium and/or dependent on method of 

re-entry
	On granting of the DCO
	Time of BRO discharge
	Time of BRO discharge

	7
	Elimination from Public Private Record
	As above
	As above
	As above
	As above
	As above
	As above

	8
	Debtor as the Agent of Cause of Default and Over-indebtedness
	Active
	Passive
	Dependent
	Dependent
	Active
	Active

	9
	General Indicative Degree of Avoidability
	High
	Low/Medium
	Low
	Low
	High
	High

	1
	Application made by
	Debtor
	Debtor
	Debtor
	Debtor/IP
	OR/IP/Creditor
	OR/IP/Creditor

	2
	Creditor Involvement in Decision-Making Process
	Yes
	No
	No
	Yes
	Yes
	Yes

	5
	Restriction Period for Credit and Other Matters
	Period of IVA
	One Year
	6 Months Max.
	18 Months Max.
	Up to 15 Years
	Up to 15 Years


Table 6.3      Proposed New Format - Some Basic Issues
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Determine the quality and effectiveness of the outcome of its members’ activities at an economic, decision-making and operational level, as opposed to procedural correctness and probity


How it should measure its collective effectiveness in meeting the public policy objectives implicit in all the legislation.


How it should present a commentary on its monopoly activities to the Secretary of State, via the Insolvency service, on a regular basis and to bring forward any issues of concern or for the development of the regime
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� Specifically 75% of those creditors that actually vote on the resolution - Rule 5.18, Insolvency Rules 1986.


� Taken from Phase II data unless specified otherwise.  See Chapter III in Part I for extensive analysis


�  This comment relates to IVAs only.  There is an important consequential question, not for this research which relates essentially to ‘conflicts of interest’.  It is to what extent KPMG/PWC receives bankruptcy appointments from failed/rejected IVAs for which they have been nominees.  It is suggested this should not be allowed to take place if, indeed, it does.


�  This general expertise, such as it is, is  probably now limited to business generated debt and particularly sole traders/partnerships/high level personal debt.


� Lending to those who cannot afford to repay; borrowing by those who cannot afford to repay.  


� See the DTI Task Force report on over-indebtedness


� See Chapter IV in Part I for extensive data.


� Even the Cork Report - a monumental piece of work failed to do this despite the fact that one of its principal terms of reference was to produce a unified scheme.


� For example, in 1980 the Conservative Government produced a Green Paper - Cmnd 7967 ‘Bankruptcy - A Consultative Document’ - which attempted to remove insolvency from the realms of public policy and turn the clock back pre the 1883 Landmark Act.  It was quickly buried by its opponents.


� This interest was first formally declared in the DTI Competitive White Paper of December 1998.


� For example :- The DTI Competitive White Paper (1998); The Consultative Review of Business Reconstruction and Company Rescue Mechanism


      (1999); Bankruptcy - A Fresh Start a Consultative Document (mid 2000); The Insolvency Act 2000; Treasury Documents on UK Productivity and


      The Enterprise Culture (2000 and 2001); the Enterprise Bill (July 2001).


�


The Joint Insolvency Committee (JIC) first met in December 1999 and does so four times per year.  It is comprised of representatives of all RPBs, with observers from R3, the Insolvency Service and the Insolvency Service of Northern Ireland.  It was born out of the old Insolvency Regulation Working Party and assumed responsibility for the work previously undertaken by :- The Insolvency Licensing Forum; the Best Practice Liaison Committee and the Joint Ethics Committee.  It is particularly concerned with Professional and ethical standard setting and achieving consistency across the Profession.  It is the major forum for the discussion of issues of concern to the Profession and the principal source of contact with the Insolvency Practices Council (IPC).


The JIC has a Monitoring Unit (JIMU) whose prime objective is to ‘ascertain whether that person is fit and proper to act as an insolvency practitioner’ particularly in the context of Regulation 4 of the Insolvency Practitioner Regulations.  The objectives of the monitoring are to examine such matters as probity and fairness; compliance with primary and secondary legislation; system adequacy; case administrations and management financial controls; professional competence; to give advice on compliance and to report in detail such as to enable the authorizing body to make an objective assessment of a practitioner’s fitness.


�	This survey, the first of which covered the six months from October 1991 - March 1992, has been carried out continuously since its inception and on an annual basis since the Fourth Survey (June 1993-94) by Smith Grundon & Partners on behalf of SPI/R3.  Whilst the statistically precise  may point to the data as falling short of the idea (-it is the result of voluntary submissions from IPs and their firms; there is no stratification; possibility of unmeasurable bias) it nevertheless provides an extremely valuable, and indeed, the only empirical contribution and analysis on a regular basis.


� One of the benefits of choosing market analysis as a core tool is that it forces the outcomes to be represented in measurable, comparable and recognisable elements i.e. price, competition, products, value, quality etc.


� Some Summary data supporting these statements is set out in Section IV


� I.e. from position EE1/EE2 on the Debt Curve and maybe even at P2.


� Not always easily achievable.  The tendency to ‘still kick the dead dog’ can be difficult to change.


� But see also Table 10.8 and paras 10.84 - 10.89 in Part I.


� This is not to say, of course, that individuals have not pointed the way down a different path or warned of dangers.


� The principal demand for this came from the IPC and was their first recommendation quoted in their 2000 Annual Report - “the JIC should consider strengthening the statement of best practice’.  It did not, apparently receive unanimous support from the JIC when it was first mooted.  The Booklet is due for publication by R3 late summer 2002.    It should be noted that the booklet nowhere approximates to the rigour of the auditable Best Advice Process nominated in Paras 5.50  5.54 of the Data Analysis Paras 5.10  5.15.  In that sense, therefore, it cannot be deemed as an adequate definition of ‘best advice’; more a general explanation of alternatives.  


� (a.)	Due for release late summer 2002 following final clearance by Counsel and was approved by R3 Council in January 2002.  It has been four years in the gestation and seen several drafts.  Its comprehensive nature presents simultaneously benefits and fundamental conflicts.  There is absolutely no doubt that a basic, standard format of contract which reflects the practical, operational (as opposed to legislative) realities of what is indisputably a legal, court approved process has to represent a major step forward, particularly if this is agreed by all the major creditors.  This will save time, costs and the environment.


      (b.)	In its present format, however, it is not ‘debtor friendly’ and completely ignores the reality of the nature of the bulk of current IVAs, the debtor’s non-legal backgrounds, or the needs of unrequited demand.  Its present benefits are solely for the IPs, creditors and creditor’s representatives.  Its nature may leave IPs vulnerable, in case of an IVA failure, to the claim that the debtor ‘did not understand the document and/or it was not properly explained’.  This may be difficult to negate.  


     (c.)	It is suggested, therefore, that :-


(i.)	the STC is used as the accepted sector benchmark - as in house purchase for example - as a reference document


(ii.)	A short form version in plain English - no more than 2 pages and encompassing all the critical elements - is produced for the debtors and accompanies the proposal.


�  Whilst produced by the RPBs it appears, as can best be established, that this was the result of pressure from the IPC and is a cause for real concern on four grounds.


      (i.)	that, as far as can be established, the recommendations, and their subsequent passage through the decision making process into a regulatory demand, was on the basis of no factual evidence whatsoever, nor were any of the lending practitioners presently involved with the IVAs consulted.


                           (ii.)	It adds a further layer of costs (at the very time that costs must be reduced) with no justification or benefit assessment.


                           (iii.)	the demand to reveal sources of work to creditor/creditor’s nominees may be an unlawful demand and seen as an unwarranted intrusion into 


commercial confidentiality.  This particular demand may in fact simply reflect the unsubstantiated concern over ‘ambulance chasers’ and their prevalence.


     (iv.)	It fails to reflect the market realities.  There is no evidence to support the conclusion that the IPC members were


aware of these, any more than were the senior members of R3 or the RPBs.





� Lord Chancellor’s Department


�  Data from the Insolvency Service


� Bank of England :- Lending to Individuals December 2001 - 30.1.2002.  By May 2002 the corresponding figures were £768 billion in total; £147 billion non dwelling lending; credit cards, £44 billion.  December 2002 figures to follow when published (February).


� For an account of the thinking that supports this proposed process see Chapter X in Part I


2 See Paras 4.35 ( 4.50 in Part I


3 This position is demonstrated in Part I by the data from Phase II of the field work particularly in relation to the Debt Yield Calculations (Years and %) at para 3.108(d) and (e).  Table 3© and E/10/EII.  For those who can only match their minimum payment requirement on non dwelling-related debt – typically at a level of 2.4% of the outstanding balance – there is no ongoing capital repayment, simply a recovery of the lender’s interest/costs.  In such a situation a position of insolvency is axiomatic.  See also para 4.13; Fig. 4.1; Fig. 8.1; para 5.20 – 5.24 and 8.30 – 8.33 on lending efficiency and its consequences.


4 It also assumes that the recommendations on the IVA process itself in Para 5.4 have been accepted.


5 Less than 20% of bankruptcies result in distributions.  Source – Insolvency Service


6 The matter of principal should not be confused with the more practical matter of providing prison places.


7 The numbers of individuals going to prison as a result of an investigation following bankruptcy is negligible, that is to say where the State, not the creditor, is the decision-maker in assessing the outcome of a given situation or pattern of behaviour.  It may be, however, that the new BROs may have a deterrent effect as an effective sanction mechanisms if used effectively.  This is a complex area and involves matters of criminal evidence, proof et al.  Nevertheless it is difficult to see that difference between, say, shop theft and what is effectively credit card fraud.


8 Nacab are one organisation who claim that the present level of £370 is too high and should be subsidised by the State for those in this EG1-2 category.  Source – Response to the Enterprise Bill


9 Both subject to recent/impending legislation.


10 See also the comments at para 10.31and its footnote in Part !.


11 In 2001 total new housing starts were 162,000 the lowest since 1924.  Provisional figures for 2002 are of the same order.  Estimated demand was over 250,000 despite 800,000 empty properties with significant imbalances in terms of product mix, price and location (NFHB).


12 This is likely to follow the CDDA routine, i.e. 2-5 minor; 6-10 medium and upper reaches; 11-15 very very serious.


13 £250 petition deposit (to the Insolvency Service) plus £120 Court Fee.


14 Whether this outcome has been the result of ‘professional altruism’ or a recognition that this is a commercially smart way to ensure good levels of fee retention is not a question for this research.  The same position does not reflect in the position of the Profession in corporate insolvency where they are indisputably and regrettably the ‘secured creditors’ men’.


� Principally refinancing 


� Principally Re-scheduling


� Can be 1 and 2 plus Forgiveness and Asset Sales


� Forgiveness plus distribution of all available assets and some future income
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