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Bankruptcy has become an increasingly prevalent feature in ancillary relief proceedings. Many practitioners are familiar with the following scenario: husband and wife are co-owners of their home, husband goes bankrupt and under Insolvency Act 1986, s 306: husband’s interest vests in a trustee in bankruptcy. The matrimonial home has little value at the time so there is no application by the trustee to sell it. Husband and wife then continue to live there and, over time, start to believe that the trustee’s lack of interest means the home is theirs. Many years later, when the value of the property has increased, the trustee reappears and applies for an order for sale.

It was to counter the perceived unfairness of this situation that the ‘use it or lose it’ provisions for trustees in bankruptcy were introduced by the Enterprise Act 2003 and incorporated into the Insolvency Act 1986. Broadly speaking, the position is that a trustee has 3 years to make arrangements to sell a matrimonial home or seek an order for sale of a property. If he fails to do so within this time, the property reverts to the bankrupt. A difficulty for the trustee is that if the value of the bankrupt’s interest is less than £1,000 (in practical terms if the property is in negative equity) the court must dismiss any application for sale whereupon the interest in the property reverts to the bankrupt.

As we enter another period of economic uncertainty, it is timely that the Court of Appeal has provided clarification of the ‘use it or lose it’ provisions in Lewis v Metropolitan Property Realisations Ltd [2009] EWCA Civ 448, [2010] 1 FLR 86. In part, the ruling here assists the bankrupt but it also identifies an important loophole, namely, if a trustee in bankruptcy sells his interest to a third party, that third party is not similarly constrained by the legislation. Unlike a trustee, he may hang on seemingly indefinitely before selling a property, as the 3 year time limit does not apply to him.

The Facts
The facts of Lewis v MPRL are as follows: Mr and Mrs Lewis lived in the matrimonial home of which they were co-owners. The property was worth approximately £1m with charges of about £720,000 affecting it. On 12 July 2004 Mr Lewis was declared bankrupt. On 11 July 2007 the trustee in bankruptcy assigned to MPRL (a creditor) for a consideration of £1 all its ‘equitable and beneficial rights and interest . . . in the property’ for a future consideration of 25% of the net proceeds (it was conceded by all parties that that the assignment only related to Mr Lewis’s interest in the property).

This device, if it had worked, would have driven a hole through the ‘use it or lose it’ provisions. The trustee, by selling the property to a third party, would have avoided the 3 year time bar but he would have managed to retain an expectation to share in the rise in any value of the property over time. The question the court had to decide was whether, by selling his interest in return for a share of future profits, the trustee had ‘realised’ his interest.

The Law
Section 283A of the Insolvency Act is as follows:

	
	(1)
	This section applies where property comprised in the bankrupt’s estate consists of an interest in a dwelling-house which at the date of the bankruptcy was the sole or principle residence of –


	
	
	(a)
	the bankrupt;


	
	
	(b)
	the bankrupt’s spouse or [civil partner]; or


	
	
	(c)
	a former spouse [or former civil partner] of the bankrupt.


	
	(2)
	At the end of the period of 3 years beginning with the date of the bankruptcy the interest mentioned in subsection (1) shall –


	
	
	(a)
	cease to be comprised in the bankrupt’s estate; and


	
	
	(b)
	vest in the bankrupt (without conveyance, assignment or transfer).


	
	(3)
	Subsection (2) shall not apply if during the period mentioned in that subsection –


	
	
	(a)
	the trustee realises the interest mentioned in subsection (1);


	
	
	(b)
	the trustee applies for an order for sale in respect of the dwelling house;


	
	
	(c)
	the trustee applies for an order for possession of the dwelling house;


	
	
	(d)
	the trustee applies for an order under s 313 in Chapter IV in respect of that interest [a charging order]; or


	
	
	(e)
	the trustee and the bankrupt agree that the bankrupt shall incur a specified liability to his estate (with or without interest from the date of the agreement) in consideration of which the interest mentioned in subsection (1) shall cease to form part of the estate.


	
	(4)
	Where an application of a kind described in subsection (3)(b) to (d) is made during the period mentioned in subsection (2) and is dismissed, unless the court orders otherwise the interest to which the application relates shall on dismissal of the application –


	
	
	(a)
	cease to be comprised in the bankrupt’s estate, and


	
	
	(b)
	vest in the bankrupt (without conveyance, assignment or transfer).


What a Trustee in Bankruptcy Can Do
Laws LJ summarised the scheme of the relevant parts of s 283A (assuming a jointly owned home) as follows:

	
	
	The section only applies to that part of the bankrupt’s estate ‘(i) comprising his or his spouse/civil partner’s dwelling-house. It does not apply to other property.


	
	
	The trustee has 3 years to decide where the estate has such an (ii) interest.


	
	
	If he does nothing, then (subject to subs (6) which presumably allow (iii) for special cases which we do not consider further) the estate loses the property interest.


	
	
	[Laws LJ sets out the provisions for low value interest ie not more (iv) than £1000]


	
	
	If the interest is of significant value [ie more than £1000], the (v) trustee can do the following:


	
	
	
	Apply for an order for sale. This keeps the interest out of the scope of (a) s.283A while the proceedings are alive and gives the co-owner the opportunity to buy the trustee out at the then value. Alternatively the property will be ordered to be sold and the trustee gets the then value.


	
	
	
	Apply for a charging order (if the conditions of s. 313 are fulfilled). (b) This secures the then value to the trustee, with future increases going to the bankrupt.


	
	
	
	Reach an agreement with the bankrupt under subs (3)(e) – in effect, sell (c) to the bankrupt. That will obviously reflect the then value and secure future increases for the bankrupt.


	
	
	Sell the interest to someone other than the bankrupt or the civil (vi) partner/spouse at a price payable and paid on sale . . .It would be a sale at the then value, with future increases accruing to the purchaser.


	
	
	It should not be forgotten that he might agree with the co-owner to (vii) sell, or the co-owner might want to sell anyway, in which case the trustee gets the estate’s interest at its then value.’


The effect of these provisions is to prevent trustees in bankruptcy obtaining any share in the future profits from the sale of the property. The trustee must act within 3 years, and will only obtain the value of the bankrupt’s interest at the time of acting.

The Court Of Appeal
It was the trustee’s argument that a transfer of his interest in the Lewis matrimonial home for £1 and 25% share of proceeds of sale, amounted to a realisation. He was successful at first instance before Proudman J. However, the Court of Appeal overturned that decision. The judgment turns on the meaning of ‘realises’ in s 283A(3). The issue was whether ‘… it is capable of covering a transaction where there is a deferred monetary consideration’. The Court of Appeal made it clear that ‘realises’, in their view, meant ‘getting in the full cash consideration for the deal’. The trustee in bankruptcy had not realised the property if there was a deferred consideration.

Laws LJ noted that the Oxford English Dictionary defines ‘realise’ as ‘convert into cash or money’. He then referred to previous authorities in the field of bankruptcy which had used the same definition. He pointed out that when the word ‘realise’ is used elsewhere in Insolvency Act 1986 it was used in a sense inconsistent with deferred consideration. He then looked at the purpose behind the legislation enacting the ‘use it or lose it’ provisions and stated as follows:

	
	‘The central feature which emerges is that . . . the trustee if he can achieve anything that is worthwhile at all, gets the equivalent of the then value of the property and is not allowed to hang on for ever as a co-owner, waiting to see property values rise. The provisions also achieve a reasonable degree of certainty for the bankrupt and the co-owner in that by the end of the third year . . . they will by and large know whether the property has to be sold, how much the trustee will get out of the property, that the trustee will no longer be a co-owner, and that the opportunity to make money out of a rising market will not remain with the trustee (giving him the incentive to hang on for some considerable time) but will enure to the benefit of the bankrupt, the co-owner or some other assignee.’


The Loophole: Third Parties
Sub-Paragraph (vi) of Laws LJ’s summary produces the problem. The trustee’s interest can still be sold to a third party for its then value and that purchaser will not be constrained by the ‘use it or lose it’ provisions – he may do nothing for years, and then, when the economic conditions are more favourable, apply for an order for sale. Laws LJ recognised this:

	
	‘On any footing the trustee can sell the beneficial interest for cash to someone, who would then be able to sit and wait for property values to rise, and provide a source of an unknown and unpredictable future request for sale or application for an order for sale. That possibility compromises the desire for certainty that otherwise seems to underpin the section. It might be thought to be as undesirable that such a person should sit and wait as for the trustee to do so (see the observations of Lawrence Collins J in Byford). However, that is not a particularly likely scenario. There is no market in beneficial interests in matrimonial homes; in general the only likely cash purchasers re the co-owner, or perhaps a member of the family. The same certainty objections do not arise when such a person becomes a co-owner. If one is looking at out and out acquisitions, it is unlikely in practice that an unconnected third party would come in and occupy the same position as the trustee. So this compromise is more apparent than real.’


The question of whether this problem is ‘more apparent than real’ is debatable. It is not hard to imagine a vulture fund becoming interested in exactly this sort of purchase should the economic conditions be right (and surely we are in such an economic climate now). And also, isn’t this virtually the situation on the facts of this case – albeit that MPRL were not an unconnected third party, but a creditor. If MPRL had paid a proper price for the assignment they would have successfully got around subsection (3)(a) – and Mr and Mrs Lewis would have had to seek to persuade a judge not to order a sale by relying on the Trusts of Land and Appointment of Trustees Act 1996. The outcome for them would have been far less certain. MPRL’s mistake was to agree to pay in the future. Had they paid a proper market price (future consideration no doubt seemed far more tempting) they would have had their beneficial interest in the property

Conclusion
There is now considerably more certainty in the timescale for all parties. It seems only fair that people should not live indefinitely with the threat of having their home sold. It remains to be seen, however, whether there will be a problem with third parties. Practitioners should advise any client in the position of Mr and Mrs Lewis to be active in their approach to the trustee. They should be quick to purchase the trustee’s interest if at all possible.

