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As part of the UK Budget on 29 October 2018, HM Treasury announced that as of April 2020 HMRC will have greater priority

to recover taxes paid by employees and customers when a company goes into insolvency. In a short policy paper en�tled

“Protec�ng your taxes in insolvency” the government explained that it will change the rules so that more of the taxes paid by

employees and customers but held, in its words, in trust by a business, go to fund public services rather than being distributed

to other creditors such as financial ins�tu�ons.

At present, there is no detail as to how this change will be implemented, other than that HMRC would again become a

preferen�al creditor in an insolvency for certain tax liabili�es (including Value Added Tax (“VAT”), Pay-As-You-Earn Income Tax

(“PAYE”), employee Na�onal Insurance contribu�ons (“NICs”) and Construc�on Industry Scheme (“CIS”) deduc�ons). However,

other taxes payable by a company on its own behalf (e.g. Corpora�on Tax and employer NICs) would not have priority status.

 

This change is something of a surprise, par�cularly given that Crown preference was

abolished in 2003 by the Enterprise Act 2002. That reform was part of a wider

package of changes to the UK insolvency regime and the result of careful

considera�on of the lessons learned from the previous experience of company

insolvencies, par�cularly through the recession of the early 1990s. The aboli�on of

Crown preference was described by the government at the �me as an “integral part”

of that package of reforms. That characterisa�on was well founded, given that the

aboli�on of Crown preference sat alongside the introduc�on of the prescribed part

that is set aside from floa�ng charge recoveries to be paid to unsecured creditors.

Together these reforms were intended to achieve some return to unsecured

creditors, whereas previously an insolvent company’s assets o�en went to repay

secured and preferen�al creditors (including the Crown for tax debts) with very li�le

or nothing le� for unsecured creditors.
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Therefore, whilst this change is not a complete reversal of the policy decision made in 2002, it does represent a significant

change of heart (albeit by a different government and in a different na�onal climate). The policy has already a�racted some

cri�cism from R3 (The Associa�on of Business Recovery Professionals, the leading organisa�on for insolvency, restructuring and

turnaround specialists in the UK), which has said that it is poten�ally a “retrograde and damaging step”.

We can see why the proposal may be a�rac�ve in the current na�onal climate: the policy seems to be that, where tax has been

collected from taxpayers (e.g. employees, customers and suppliers) by a business on behalf of HMRC, the collec�ons should be

passed from the business to HMRC and not used, say, to prop up the working capital requirements of a struggling business. A�er

all, why should the public coffers be used to help a business trade out of a precarious economic posi�on? That, looked at in

isola�on, makes perfect sense.

But, some taxes have long been collected by business on behalf of HMRC and that feature of the tax system would presumably

have been taken into account in abolishing the Crown preference – so, it would be helpful to understand, given the policy trade-

offs that were delicately balanced to arrive at that outcome in 2002, why it is now appropriate to row back from that posi�on,

par�cularly as it was noted at the �me that there had been a trend in other jurisdic�ons towards restric�ng or abolishing Crown

or State preference. This trend was viewed as more equitable, as the benefit went to unsecured creditors (an outcome that was

in part ensured through the prescribed part in the case of the reformed UK insolvency regime).

Further, there are other commercial contexts where monies are collected by one party for onward payment to another party, in

some cases under a specified legal obliga�on and in others as part of a chain of contractual payments where commercially the

expecta�on is that payment to one party will lead to a payment down the chain. The receiving party’s treatment as an

unsecured creditor in the insolvency of the collec�ng party is o�en thought to lead to unfairness, but that has not led to any

preferen�al treatment under the UK insolvency regime.

Separately, it is worth no�ng that it is not en�rely clear from the materials released so far whether the new preference would

apply only in a scenario where the business actually “collects” the cash tax concerned (or, in HM Treasury’s terms, holds the tax

in trust). PAYE and employees’ NICs liabili�es can arise where cash payments have not been made to employees; and, in such

cases, depending on the circumstances, a business can be taxed a further amount if it then fails to recover the tax from the

employee (and so in effect bears the employee’s tax as a benefit-in-kind). A business may also fail to pass a VAT charge onto a

customer, such as where it does not believe the supply to be taxable and that treatment is subsequently successfully challenged

by HMRC. Details like these will need to be addressed in the coming months.

CONCLUS ION
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The development of this policy will need to be watched closely to see how it is implemented and whether any modifica�ons are

subsequently proposed to offset the effect on unsecured creditors. We understand that, quite sensibly, the government intends

to consult on the proposal later in the year.9 That will hopefully give business and insolvency and restructuring advisers the

opportunity to raise some of the points men�oned above. However, it is clear that there may be an impact on secured creditors

in rela�on to the amount realised from floa�ng charge security, which is likely to be relevant for book debts and cash held in

bank accounts. That may in turn increase the risk for lenders and raise the cost of financing. For unsecured creditors, it will be

important to take any available steps to improve their posi�on on an insolvency, for example ensuring that any reten�on of �tle

arrangements are robust and enforceable.
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