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Summary 
When a business enters a formal insolvency process, the order of payment of creditors 
(from the proceeds of sale of company assets) is set by the Insolvency Act 1986 (IA 1986).  
Creditors are ranked as follows: 

• Secured creditors with a fixed charge 

• Preferential creditors  

• Secured creditors with a floating charge 

• Unsecured creditors 

• Shareholders 

Each class of creditors must be paid in full before funds are allocated to the next.1   

Preferential creditors (mainly employees of the insolvent company) have unsecured debts 
which, by statute, are to be paid in priority to some other debts. Specifically, preferential 
creditors are paid after fixed charge holders (i.e. those with a charge or mortgage secured 
on a specific asset, such as land) and the expenses of the insolvency but before the 
holders of floating charges (i.e. those with a security interest over a group of ever-
changing assets) and all other unsecured creditors (such as trade suppliers).  

HM Revenue and Customs (HMRC) is currently an unsecured creditor for all its debts. The 
Enterprise Act 2002 removed HMRC’s preferential status (abolished on 15 September 
2003). It was thought this change would make the insolvency process fairer on all 
creditors and encourage enterprise and business rescue.  

In the autumn 2018 Budget, the government said it proposed to introduce legislation in 
the next Finance Bill to make HMRC a secondary preferential creditor in respect of the 
following tax debts paid by employees and customers: 

• VAT 

• PAYE (including student loan repayments) 

• employee NICs and 

• Constriction Industry Scheme deductions 

Under new rules, which the government intends will come into force for all formal 
insolvencies that commence after 6 April 2020, insolvency legislation will be amended to 
make HMRC a secondary preferential creditor but only in respect of these taxes. HMRC 
will remain an unsecured creditor for taxes levied directly on businesses, such as 
Corporation Tax and Employer NICs 

In its consultation document, Protecting your taxes in insolvency, published on 26 
February 2019, HMRC explained why it was necessary to regain preferential status. It 
argued that taxes paid by employees and customers are held by the business on behalf of 
HMRC and should be protected in an insolvency. This will ensure a larger proportion of 
the taxes paid in good faith by that business’ employees and customers will fund public 
services, rather than these being distributed to other creditors (such as banks). In its 
2018 Budget briefing, the government estimates that this change could raise extra 
revenue, up to £185 million annually.2 

                                                                                               
1  The exception being “prescribed part” secured creditors, see Section 1 of this paper 
2  HM Treasury, “Budget 2018 – Protecting your taxes in insolvency”, [online] (accessed 31 January 2020) 

http://www.legislation.gov.uk/ukpga/1986/45/contents
http://www.legislation.gov.uk/ukpga/2002/40/contents
https://www.gov.uk/government/topical-events/budget-2018
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/781323/Protecting_your_taxes_in_insolvency.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/752136/Insolvency_web.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/752136/Insolvency_web.pdf


4 Insolvency: return of HMRC preferential creditor status 

A summary of responses to the consultation was published on 11 July 2019.3 Some 
respondents, largely professional bodies, were concerned about HMRC regaining 
preferential creditor status, arguing that enterprise, business lending and rescue could all 
be undermined. Others were concerned that the measure would reduce returns for 
unsecured creditors, since HMRC is typically one of the largest creditors in an insolvent 
liquidation.   

This Commons briefing paper provides an overview of the background to, and the main 
provisions of, this proposal to reinstate in part HMRC preferential creditor status.

                                                                                               
3  HMRC, “Protecting your taxes in insolvency – Summary of responses”, 11 July 2019, [online] (accessed 31 

January 2020)  

https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/816290/Protecting_your_taxes_in_insolvency_-_summary_of_responses.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/816290/Protecting_your_taxes_in_insolvency_-_summary_of_responses.pdf
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1. Current law 
When a company goes into formal insolvency, the order creditors are 
paid from the proceeds of sale of assets is set by the Insolvency Act 
1986 (IA 1986) and the Insolvency (England and Wales) Rules 2016.The 
current statutory order of priority is outlined in Box 1 below.  

Box 1: Current order of asset distribution in insolvency 

The current order of distribution is set out in the Insolvency Act 1986 and the Insolvency (England and 
Wales) Rules 2016. Broadly, asset realisations are paid out in the following order:  
 

• Fixed charge holder (also known as a secured creditor). Fixed charge holders (often banks 
and other asset-based lenders), hold security over a specific asset (such as a building, plant, 
machinery or vehicles etc). When a fixed charge is provided to the lender, the borrower loses the 
right to sell or trade the item. If the business enters formal insolvency, the fixed charge holder 
can sell the secured asset to recover payment of the debt.  

 
• Expenses of the liquidation. In addition to the insolvency practitioner’s remuneration, costs 

are incurred in administering the liquidation. For example, costs and expenses can be incurred 
when realising assets, distributing funds, providing accounts and reports, and investigating the 
conduct of directors.   

 
• Preferential creditors. Preferential creditors have unsecured debts which, by statute, are to be 

paid in priority to all other unsecured debts. They are split into two classes: ordinary preferential 
creditors and secondary preferential creditors.  

 
(i) Ordinary preferential creditors include employees entitled to arrears of wages, accrued 

holiday pay, and other statutory payments up to a certain limit. This class also includes 
deposits that fall within the Financial Services Compensation Scheme (FSCS). The FSCS 
provides protection for customers of failed financial services firms.  

 
(ii) Secondary preferential creditors, who are only paid once ordinary preferential creditors 

are paid, currently include those parts of a deposit which do not fall within the protection 
of the FSCS. 

 

• Prescribed part creditors: The law “ring-fences” a fund that is used by the appointed 
insolvency practitioner to pay a dividend to non-preferential creditors (i.e. unsecured creditors). 
The Prescribed Part is calculated as 50% of the first £10,000 available and 20% thereafter up to 
a maximum of £600,000. In August 2018, the government announced plans to increase the 
prescribed part cap to £800,000.4   
 
n August 2018, the Government announced plans to increase the prescribed part to £800,000 
(from £600,000). 37 

• Secured creditors with a floating charge over assets. A floating charge holder (usually a 
bank) takes a floating charge as security for its financial exposure to the company. Unlike a fixed 
charge, a floating charge does not attach to a specific item of company property. Instead it is a 
charge on those company assets which are constantly changing (e.g. stock, raw materials, book 
debts and work in progress). Assets of this type can be traded in the normal course of business. 
On insolvency (or if the company defaults on the terms of the loan) then the floating charge is 

                                                                                               
4  Department for Business, Energy and Industrial Strategy, “Insolvency and Corporate 

Governance – Government Response”, 26 August 2018, [online] (accessed 31 January 
2020) 

http://www.legislation.gov.uk/ukpga/1986/45/contents
http://www.legislation.gov.uk/ukpga/1986/45/contents
http://www.legislation.gov.uk/uksi/2016/1024/contents/made
http://www.legislation.gov.uk/ukpga/1986/45/contents
http://www.legislation.gov.uk/uksi/2016/1024/contents/made
http://www.legislation.gov.uk/uksi/2016/1024/contents/made
https://www.bankofengland.co.uk/prudential-regulation/authorisations/financial-services-compensation-scheme
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/736207/ICG_-_Government_response_doc_-_24_Aug_clean_version__with_Minister_s_photo_and_signature__AC_final.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/736207/ICG_-_Government_response_doc_-_24_Aug_clean_version__with_Minister_s_photo_and_signature__AC_final.pdf
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said to “crystallise”. At that stage the floating charge is converted to a fixed charge over the 
assets which it covers at that time.  

 
• Non-preferential unsecured creditors. Unsecured creditors include trade creditors, suppliers, 

customers, contractors, and some staff claims.   
 

• Shareholders or individual: in a company insolvency, shareholders are the final group to be 
paid. They are not entitled to a distribution until all other creditor groups have been paid.  

 
Each class of creditor must be paid in full before the insolvency office holder can distribute funds to the 
next class.     

 

As outlined in Box 1, preferential debts are paid after fixed charges and 
the expenses of the insolvency but before holders of floating charges 
and all other unsecured creditors. The current categories of preferential 
debt in England and Wales are defined by section 386 and Schedule 6 
of the IA 1986. In Scotland, the current categories of preferential 
creditors are defined by section 129 and Schedule 3 of the Bankruptcy 
(Scotland) Act 2016.  

HMRC is currently an unsecured creditor for all of its debts. Employees 
and the Financial Services Compensation Scheme (FSCS) are the only 
preferential creditors in an insolvency (Box 1). The FSCS provides 
protection for customers of failed financial services firms. All tax claims 
are non-preferential unsecured debts and as such, have no special 
priority over other debts. HMRC stands alongside other unsecured 
creditors and its claim is dealt with on an equal footing.   

http://www.legislation.gov.uk/ukpga/1986/45/contents
http://www.legislation.gov.uk/asp/2016/21/contents
http://www.legislation.gov.uk/asp/2016/21/contents
https://www.bankofengland.co.uk/prudential-regulation/authorisations/financial-services-compensation-scheme
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2. Background to the proposal 

2.1 HMRC’s loss of preferential status in 2002 
Prior to the Enterprise Act 2002 (the “EA 2002”) HMRC was a 
preferential creditor in insolvencies. This gave it priority over both 
floating charge creditors (those who lend against a changing asset, such 
as stock or book debts) and unsecured creditors (such as suppliers and 
customers) in receiving any payments following a company’s insolvency.  

The EA 2002 removed HMRC’s preferential position (abolished on 15 
September 2003), making it rank alongside other unsecured creditors. 
This change was part of several reforms introduced by the then-Labour 
Government to encourage enterprise and business rescue, and to make 
the insolvency process fairer on other creditors (especially unsecured 
creditors). Another aim was to tackle the perception that HMRC was 
winding up distressed but ultimately viable companies in order to 
increase tax revenue.5 

The removal of HMRC preferential creditor status was accompanied by 
the introduction of the “prescribed part”, to avoid floating charge 
holders receiving a windfall payment and to ringfence a specified sum 
from realised floating charge assets for unsecured creditors.6 The 
prescribed part is calculated as a percentage of the value of the 
company’s property which is subject to a floating charge.7 Currently, 50 
per cent of the first £10,000 of net floating charge realisations plus 20 
per cent of anything thereafter, subject to a maximum prescribed part 
of £600,000. In August 2018, the government announced plans to 
increase the prescribed part to £800,000.8  

Other preferential creditors, principally employees in respect of wages 
and certain pension fund contributions, were unaffected by the EA 
2002 and retained their preferential status (see Box 1). 

2.2 Consultation on proposal to reinstate 
HMRC as preferential creditor  

In the autumn 2018 Budget, the government announced that it would 
introduce legislation to make HMRC a secondary preferential 
creditor but only in respect of certain tax debts paid by third parties 
(employees and customers) to the insolvent business.   

HMRC published a consultation document, Protecting your taxes in 
insolvency on 26 February 2019, in which it sought views from 
interested parties on how HMRC could implement this change as 
effectively as possible. The consultation closed on 27 May 2019. A 

                                                                                               
5  R3 (association of Business Recovery Professionals, The return of Crown preference, 6 

December 2018, [online] (accessed 31 January 2020) 
6  See Box 1 for a full explanation of a floating charge 
7  Section 176A of the Insolvency Act 1986 and the Insolvency Act 1986 (Prescribed Part) 

Order 2003 
8  Department for Business, Energy and Industrial Strategy (BEIS), “Consultation on 

insolvency and corporate governance: government response”, 26 August 2018, 
[online] (accessed 31 January 2020) 

http://www.legislation.gov.uk/ukpga/2002/40/contents
http://www.legislation.gov.uk/ukpga/2002/40/contents
https://www.gov.uk/government/topical-events/budget-2018
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/781323/Protecting_your_taxes_in_insolvency.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/781323/Protecting_your_taxes_in_insolvency.pdf
https://www.r3.org.uk/index.cfm?page=1949&element=32814&refpage=1865
http://www.legislation.gov.uk/ukpga/1986/45/section/176A
http://www.legislation.gov.uk/ukpga/1986/45/contents
http://www.legislation.gov.uk/uksi/2003/2097/contents/made
http://www.legislation.gov.uk/uksi/2003/2097/contents/made
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/736207/ICG_-_Government_response_doc_-_24_Aug_clean_version__with_Minister_s_photo_and_signature__AC_final.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/736207/ICG_-_Government_response_doc_-_24_Aug_clean_version__with_Minister_s_photo_and_signature__AC_final.pdf
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Summary of responses to the consultation was published on 11 July 
20199 with a list of respondents set out in Appendix A. (See section 3 
of this paper for the views of stakeholders).    

Following this consultation, the government published draft legislation,  
an explanatory note and a tax information and impact note (TIIN). Under 
new rules, which the government intends will come into force for all 
formal insolvencies that commence after 6 April 2020, insolvency 
legislation will be amended to move HMRC up the creditor hierarchy for 
the distribution of assets with respect to certain taxes held by any 
insolvent entity.  

2.3 Policy objective 
In its consultation paper, HMRC explained its policy objective as follows:  

[This proposal] will ensure that when a business becomes 
insolvent, more of the taxes paid in good faith by that business’ 
employees and customers will fund public services, rather than 
these being distributed to other creditors such as financial 
institutions.10   

As a statutory body, HMRC thinks of itself as an involuntary creditor. 
Taxes paid by employees and customers do not always go to the 
Exchequer and to funding public services, if the business temporarily 
holding that money goes into insolvency before passing the tax on to 
HMRC. Instead, the money often goes towards paying off debts to 
other creditors, such as financial institutions holding a floating charge.  

HMRC has also highlighted the fact that since 2003 losses to the 
Exchequer have increased:   

Currently, when an organisation goes insolvent, the taxes that it 
temporarily holds on behalf of employees and customers may be 
used to pay other creditors rather than being spent on public 
services as intended. As such, around £1.9 billion paid by 
employees and customers each year does not reach the 
government as was intended.11 

The restatement in part of HMRC preferential creditor status will 
increase Treasury tax revenue to fund public services. In its 2018 Budget 
briefing, the government suggested that this change could raise up to  
£185 million annually.12 

Commenting on the scope of the proposal, some respondents to the 
government’s consultation paper asked whether HMRC could make 
better use of its current powers on debt collection rather than making 
changes to the order or distribution of assets when a company goes 
insolvent. There were also comments on why this was a stage 2 (policy 

                                                                                               
9  HMRC, “Protecting your taxes in insolvency – Summary of responses”, 11 July 2019, 

[online] (accessed 31 January 2020)  
10  Ibid 
11  HM Revenue & Customs, “Protecting your taxes in insolvency – Summary of 

responses”, 11 July 2019, [online] (accessed 31 January 2020] 
12  HM Treasury, Budget 2018, HC 1629, October 2018, p.39 (Table 2.1: item 69): 

+£10million (2019-20); +£65 million (2020-21); +£150 million (2021-22); +£195 
million (2022-23); and +£185 million (2023-24)   

https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/816290/Protecting_your_taxes_in_insolvency_-_summary_of_responses.pdf
https://www.gov.uk/government/publications/changes-to-protect-tax-in-insolvency-cases
https://www.gov.uk/government/publications/changes-to-protect-tax-in-insolvency-cases
https://www.gov.uk/government/publications/changes-to-protect-tax-in-insolvency-caseshttps:/www.gov.uk/government/publications/changes-to-protect-tax-in-insolvency-cases
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/781323/Protecting_your_taxes_in_insolvency.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/752136/Insolvency_web.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/752136/Insolvency_web.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/781323/Protecting_your_taxes_in_insolvency.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/816290/Protecting_your_taxes_in_insolvency_-_summary_of_responses.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/816290/Protecting_your_taxes_in_insolvency_-_summary_of_responses.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/816290/Protecting_your_taxes_in_insolvency_-_summary_of_responses.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/752202/Budget_2018_red_web.pdf#page=41
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implementation) consultation rather than stage 1 (policy intent).13 An 
extract from the Government’s response is reproduced below: 

2.6 The government is committed to giving HMRC priority for 
collecting taxes paid by employees and customers to businesses. 
This is because this represents tax that was paid by citizens with 
the full expectation that it would be used to fund public services, 
but under current rules actually gets distributed to creditors 
instead. Therefore, the government sought views on policy 
implementation rather than policy intent.  

2.7 The government is clear that this measure represents a 
balanced position in protecting taxes that are held by businesses, 
but which have been paid by employees and customers. When a 
business goes insolvent, the government understands that the 
remaining assets may not cover all their tax liabilities. However, 
the government does not believe it is fair that taxes paid by 
employees and customers should be diverted to other creditors, 
when these are only held temporarily by businesses whose role is 
to transfer these payments to the government. The government 
view is that this is a fair approach that balances the interests of 
creditors and the Exchequer, which relies on these taxes to fund 
public services. 

2.8 This measure does not seek to address a gap in HMRC’s debt 
collection powers or strategy, but instead seeks to ensure that 
when a business goes insolvent, the tax paid by employees and 
customers goes to fund public services. Therefore, the 
government believes that this legislative change is required.  

2.9 The government will continue to work with insolvency 
practitioners and professionals to ensure that the measure is 
implemented in the most effective way.14 

                                                                                               
13  The different stages to tax policy making are set out in HM Treasury document, “Policy 

paper – The new Budget timetable and the tax policy making process”, 6 December 
2017, section 2.4,  [online] (accessed 31 January 2020] 

14  HM Revenue & Customs, “Protecting your taxes in insolvency – Summary of 
responses”, 11 July 2019, pages 4-5, [online] (accessed 31 January 2020] 

  

https://www.gov.uk/government/publications/the-new-budget-timetable-and-the-tax-policy-making-process/the-new-budget-timetable-and-the-tax-policy-making-process
https://www.gov.uk/government/publications/the-new-budget-timetable-and-the-tax-policy-making-process/the-new-budget-timetable-and-the-tax-policy-making-process
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/816290/Protecting_your_taxes_in_insolvency_-_summary_of_responses.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/816290/Protecting_your_taxes_in_insolvency_-_summary_of_responses.pdf
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3. The proposal in detail  
The expectation is that the Finance Bill 2020 will amend the IA 1986 
and the Bankruptcy (Scotland) Act 2016 to give HMRC priority in the 
recovery of certain taxes owed to HMRC in insolvency proceedings by 
making HMRC a secondary preferential creditor. The changes are 
expected to come into force for all formal insolvencies that commence 
after 6 April 2020. The debts included are VAT and, through the 
making of regulations by HMRC, other taxes or amounts due to HMRC 
paid by employees or customers through a deduction by the business. 
For example, this would include:  

• PAYE (including student loan repayments)  

• Employee NICs and  

• Construction Industry Scheme deductions. 

In respect of these debts, HMRC would move ahead of floating charge 
holders (mainly banks and other financial institutions) and the general 
body of unsecured creditors. HMRC would, however, remain below 
holders of fixed charges (also financial institutions) and higher-ranking 
preferential creditors (see Box 1). 

It is important to note that HMRC would be accorded “secondary” 
rather than “ordinary” preferential status. The distinction is as follows:  

• Ordinary preferential creditors include employees entitled to 
arrears of wages, holiday pay, and other statutory payments up to 
a certain limit. This category also includes deposits that fall within 
the Financial Services Compensation Scheme (FSCS).  

• Secondary preferential creditors, who are only paid once ordinary 
preferential creditors are paid, currently include those parts of a 
deposit which do not fall within the protection of the FSCS. 

In respect of the proposal, it means that HMRC would rank behind 
employee claims and alongside depositor claims against failed financial 
institutions.    

HMRC would remain an unsecured creditor for taxes levied directly on 
businesses, such as Corporation Tax and Employer NICs. This is a 
different to the situation before 2002, when all tax debts enjoyed 
preferential status. 

 

 

 

  

 

http://www.legislation.gov.uk/ukpga/1986/45/contents
http://www.legislation.gov.uk/asp/2016/21/contents
https://www.bankofengland.co.uk/prudential-regulation/authorisations/financial-services-compensation-scheme
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4. Views of stakeholders 

4.1 Impact on business lending   
The creditor groups most affected by a change in HMRC preferential 
status will be those leapfrogged by HMRC, namely, floating charge and 
unsecured creditors (see Box 1). Several professional bodies have 
argued that change will have a significant impact on asset backed 
lending and business rescue. 

For example, Grant Thornton points out that lenders can support 
business growth and turnaround by relying on floating charge assets for 
security. However, since the proposal would reduce the funds available 
for floating charge security, it could mean that lenders reduce or 
withdraw their levels of finance. It outlined the position as follows:  

As the new rules will affect the whole market equally, it will 
become increasingly challenging to refinance facilities with 
alternative funders, even if the lending market remains as buoyant 
as it is today.15  

R3 (Association of Business Recovery Professionals)16 highlights the fact 
that this proposal to restore HMRC preferential creditor status at least in 
part, has appeared at the same time as the Insolvency Service has 
proposed increasing the “prescribed part”17 from a maximum of 
£600,000 to £800,000. It said: 

Coordinated or not, floating charge holders will feel squeezed.18 

In other words, if HMRC returns to preferential status, floating charge 
holders will not only rank behind HMRC as preferential creditor, but the 
balance of floating charge assets will be further reduced by the increase 
in the prescribed part.19  According to R3, this squeeze on floating 
charge lenders could impact on business rescue and funding: 

With these lenders facing the possibility of not seeing any of their 
money back if a company becomes insolvent, they will be less 
willing to lend, particularly to those companies already in financial 
distress (but who might be able to turn themselves around with 
some extra cash). This isn’t good news for the UK’s small 
businesses, which need reliable access to finance to operate. 

The changes may force lenders to switch to less flexible ‘secured 
lending’ (where money is lent against a fixed asset, like a 
building). Secured lenders trump all other creditors when it comes 
to post-insolvency repayments, so more secured lending means 
less money back for everyone else, too.20 

                                                                                               
15  “Insight: What HMRC’s preferential creditor status means for lenders”,  Chris Laverty 

for Grant Thornton, 16 October 2019 [online] (accessed 31 January 2020) 
16  R3 is the trade body for insolvency professionals and represents UK insolvency 

practitioners 
17  The Prescribed part is a pot of money which would otherwise be paid to floating 

charge holders, but which is ring-fenced for unsecured creditors 
18  R3 (Association of Business Recovery Professionals, The return of Crown preference, 

6 December 2018 
19  Ibid 
20  Ibid, see also, R3, “Press and Policy Update”, [both online] (both accessed 31 January 

2020) 
 

https://www.grantthornton.co.uk/
https://www.r3.org.uk/what-we-do
https://www.gov.uk/government/organisations/insolvency-service/about
https://www.r3.org.uk/what-we-do
https://www.grantthornton.co.uk/insights/what-hmrcs-preferential-creditor-status-means-for-lenders/
https://www.r3.org.uk/what-we-do
https://www.r3.org.uk/index.cfm?page=1949&element=32814&refpage=1865
https://www.r3.org.uk/index.cfm?page=1949&element=33783&refpage=1865
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Others comment on the fact that small businesses are often required to 
renew their facilities with their lenders annually. It is suggested that the 
return of HMRC preference in respect of certain taxes is bound to 
influence a lender when deciding if, and how much, to advance. 
Lenders may need to consider the tax position of potential borrowers 
when conducting due diligence and assess what impact it may have on 
floating charge security or on unsecured debt. Lenders might also 
require the borrower to deliver regular information on any changes to 
their tax affairs and any HMRC arrears. Crucially, it is suggested that 
some lenders might take the view that only fixed charge security is 
appropriate given the size of the loan or debenture.  

4.2 Impact on UK’s insolvency and 
restructuring framework   

In a joint stakeholder letter to Sajid Javid MP, Chancellor of the 
Exchequer, dated 3 September 2019, a group headed by R3, raised 
similar concerns about the elevation of tax debts above floating 
charges.21 With floating charges providing a useful form of funding to 
help businesses purchase or expand stock or machinery, often in rescue 
situations, the group argued that the new measure to restore HMRC 
preferential status would make this form of lending riskier. The group 
were jointly of the view that the proposal would reverse successive 
governments’ attempts to encourage a culture of business rescue in the 
UK and would undermine the government’s recent work to strengthen 
the UK’s insolvency and restructuring framework. An extract from this 
letter is reproduced below:  

UK businesses have benefitted greatly from the growth in 
alternative finance providers over recent years, many of whom 
lend on a ‘floating charge’ basis. ‘Floating charge’ lending is a 
popular, affordable, and flexible form of funding for many 
businesses. It is used to help businesses purchase or expand stock 
or machinery and can be particularly helpful in rescue situations. 
SMEs and key sectors, including the retail sector, find this type of 
lending particularly useful.  

One of the most important consequences of the Government’s 
policy is that it will make lending on a ‘floating charge’ basis 
much riskier for the lender.  

With the repayment of some tax debts set to take priority over 
repayments of ‘floating charge’ debts in insolvency procedures 
from 6 April 2020, those who provide finance on a ‘floating 
charge’ basis will have to take steps to mitigate this risk to the 
value of their capital. Simply put, this proposal will limit the 
appetite of lenders to provide capital to businesses on a ‘floating 
charge’ basis. UK businesses, including, crucially, SMEs, will 
therefore have fewer financing options available to them.  

                                                                                               
21  Other co-signatories were: Alternative Credit Council; ACCA; British Property 

Federation; British Private Equity and Venture Capital Association; Chartered Institute 
of Credit Management; City of London Law Society; ICAEW; ICAS; Insolvency 
Practitioners Association; and Professor Peter Walton University of Wolverhampton    

https://www.r3.org.uk/media/documents/policy/policy_papers/corporate_insolvency/R3-Joint_stakeholder_letter_to_the_Chancellor_(September_2019)_FINAL.pdf
https://www.r3.org.uk/what-we-do
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Worse, with existing ‘floating charge’ facilities likely to be reduced 
in response to the Government’s policy, some business borrowers 
will be pushed into default. Indeed, we have heard reports that 
some lenders are already planning to restrict available floating 
charge lending. 

A restriction on access to finance will further mean it is harder to 
rescue businesses.  

And, while extra money for HMRC in insolvency procedures may 
appear positive, it means less will be going back to trade creditors, 
pension schemes, and consumers. This will hurt the economy in 
the long run. Poor returns from insolvency procedures can 
jeopardise the health of other businesses, can make creditors 
more likely to vote down rescue proposals, and can trigger further 
insolvencies. The Government’s policy increases the chances of 
this happening.  

Reduced access to finance and more business failure mean less 
business growth – and reduced tax receipts for the Government.  

A change of direction needed  

If the Government’s policy is introduced, it is likely to undermine 
confidence in trading, lending, and investing in the UK economy. 
It will also not help make the UK a good place to do business. 
And, with the UK preparing to leave the EU, and with businesses 
already facing a number of economic challenges, the timing of 
this move is particularly unhelpful.  

We urge the Government to consider the bigger picture. Based on 
its wider impact on UK corporates and the economy, this policy 
proposal should be withdrawn.22  

4.3 Impact on unsecured creditors 
Other business commentators have focused on the possible impact of 
this change on unsecured creditors (including company suppliers who 
are often SMEs). Since HMRC can be one of the largest creditors in an 
insolvency, it is thought highly likely that restoring its preferential status 
for certain taxes will result in reduced returns for unsecured creditors. 
This could potentially cause a “ripple effect” to other small suppliers. A 
Tax Journal article has also considered creditor apathy:  

If Crown preference is reintroduced whilst any return to 
unsecured creditors may currently only be small (the consultation 
quotes that unsecured creditors recover on average 4% of their 
debt), reducing that recovery in many cases to nil removes any 
interest that unsecured creditors have in the process. Why would 
they then engage at all? 23 

In another letter to the Chancellor of the Exchequer, also dated 3 
September 2019, the City of London Law Society expressed some 
further concerns about the incompatibility of the proposal with other 
government policy and its Brexit preparations.24 This representation was 

                                                                                               
22  Joint stakeholders letter to Rt. Hon. Sajid Javid MP, Chancellor of the Exchequer, 

“Preferential Status for tax debts in corporate insolvencies – A blow to the UK 
economy”, 3 September 2019, [online] (accessed 31 January 2020) 

23  “The Proposals on Insolvency and Crown preference”, Rachel Markham, Tax Journal, 
22 March 2019, [online] (accessed 31 January 2020) 

24  The City of London Law Society, “Preferential status for tax debts in corporate 
insolvencies – Brexit implications”, 3 September 2019, [online] (accessed 31 January 
2020) 

http://www.citysolicitors.org.uk/clls/who-we-are/
https://www.r3.org.uk/media/documents/policy/policy_papers/corporate_insolvency/R3-Joint_stakeholder_letter_to_the_Chancellor_(September_2019)_FINAL.pdf
https://www.r3.org.uk/media/documents/policy/policy_papers/corporate_insolvency/R3-Joint_stakeholder_letter_to_the_Chancellor_(September_2019)_FINAL.pdf
http://www.citysolicitors.org.uk/storage/2019/09/Letter-to-Rt-Hon-Sajid-Javid-MP-re-preferential-status-for-tax-debts.pdf
http://www.citysolicitors.org.uk/storage/2019/09/Letter-to-Rt-Hon-Sajid-Javid-MP-re-preferential-status-for-tax-debts.pdf


14 Insolvency: return of HMRC preferential creditor status 

noted by the Tax Journal, an extract from this article is reproduced 
below: 

In a letter to the chancellor, the Society's insolvency law 
committee makes the following points: 

• while the amount of lost tax revenue is a tiny proportion of 
total government revenue, its potential effect on 
distributions to creditors in any given insolvency could be 
very substantial; 

• this change would rank the relevant tax debts alongside 
claims of retail depositors, which are outside the limits of 
the financial services compensation scheme, inviting 
criticism that debt due to HMRC is being paid out of 
depositors' savings; 

• since secondary preferential status for depositors is an EU 
standard, the change would invite adverse comparisons 
between the treatment of depositors with UK banks and 
EU banks, at a time when UK financial institutions will be 
competing for business after Brexit; 

• while the policy is presented as transferring the burden of 
loss from the taxpayer on to banks, those banks are likely 
to respond by increasing their reliance on asset-based 
lending to the disadvantage of all other creditors, with the 
real impact felt by unsecured creditors; and 

• it is 'inexplicable' that the government is reported to be 
preparing a new contingency fund as part of its Brexit 
planning, with the express purpose of supporting 
businesses experiencing temporary solvency issues, at the 
same time as pushing ahead with proposals to elevate the 
collection of tax debts over the claims of other creditors.25 

4.4 Government’s response 
Responding to these concerns, the government has said it does not 
expect the reinstatement of secondary preferential creditor status to the 
HMRC in respect of certain taxes to have a “material impact.”26 It 
anticipates that the loss to lenders will be a very small fraction of total 
lending compared to the financial benefits to HMRC.27  

Similarly, responding to a Parliamentary Question (PQ) asked by 
Baroness Burt on what economic analysis the government used to 
support to make this proposal, Lord Bates gave the following written 
answer [in extract]:  

The government does not expect this reform to significantly 
impact access to finance or the cost of borrowing. The 
independent OBR did not make any adjustments to their 
economic forecast in regard to this measure.28 

                                                                                               
25  Tax Journal, “City solicitors urge halt to HMRC preferential creditor status in 

insolvencies”, issue 1458, 25 September 2019, [online] (accessed 31 January 2020) 
26  HM Revenue & Customs, “Protecting your taxes in insolvency – Summary of 

responses”, 11 July 2019, page 4, [online] (accessed 31 January 2020] 
27  Ibid 
28  See HL11553 and HL11555 

 

https://www.taxjournal.com/articles/city-solicitors-urge-halt-to-hmrc-preferential-creditor-status-in-insolvencies
https://www.taxjournal.com/articles/city-solicitors-urge-halt-to-hmrc-preferential-creditor-status-in-insolvencies
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/816290/Protecting_your_taxes_in_insolvency_-_summary_of_responses.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/816290/Protecting_your_taxes_in_insolvency_-_summary_of_responses.pdf
https://www.parliament.uk/business/publications/written-questions-answers-statements/written-question/Lords/2018-11-19/HL11553/
https://www.parliament.uk/business/publications/written-questions-answers-statements/written-question/Lords/2018-11-19/HL11555/
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On 8 October 2019, in response to a PQ asked by Adrian Bailey MP on 
what assessment the government had made of the effect of establishing 
HMRC as a secondary preferential creditor in insolvencies on the ability 
of SMEs to access finance, Jesse Norman, Financial Secretary to the 
Treasury, gave the following written answer: 

The Government carefully considered the case for reform prior to 
announcing this change last year, and it is the Government’s view 
that taxpayers can reasonably expect that when they have 
successfully paid their taxes, these go to fund public services as 
intended. 

This measure represents a proportionate approach that balances 
the interests of taxpayers, the Exchequer, and other creditors. 

The Government expects the impact on the sustainability of 
Pension Protection Fund (PPF) to be marginal. This reform will not 
lead to a significant change in recoveries to the PPF compared to 
current returns. 

The Government does not expect this reform to affect significantly 
SMEs’ access to finance or corporate insolvencies, and in line with 
the Government’s commitment to open and consultative 
policymaking is engaging with a wide variety of stakeholders to 
ensure policy changes are well informed and based upon the best 
available evidence.29 

 

 

 

 
 
 
 
 

 

                                                                                               
29  WPQ 292835 
 

https://www.parliament.uk/business/publications/written-questions-answers-statements/written-question/Commons/2019-10-01/292835/
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