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Themed Bulletin: The statutory test for insolvency 

For the last 25 years it seems that the insolvency profession has misunderstood the nature 

of the statutory test for insolvency.  A glance at numerous practitioner texts, several 

judgments and nearly every solicitors’ standard client note before March of this year would 

attest to the widely held view that insolvency for the purposes of s123 IA 1986 was 

measured using both a “cash flow” test and a “balance sheet” test.   

 

There were, of course, disputes about the extent to which the cash flow test involved an 

element of futurity (see Cheyne Finance below).  The balance sheet test was somewhat 

obscured by decisions that not every company that was balance sheet insolvent should be 

wound up (see Re Cubelock Ltd also known as Secretary of State for Trade and Industry v 

Dodds ) [2001] B.C.C. 523 and Eurosail).  And the meaning of the phrase “contingent and 

prospective liabilities” is far from being comprehensively settled.  But no-one seemed to 

question the existence of the two distinct insolvency tests in terms of cash flow and 

balance sheet. Until now. 

 

Earlier this year, in BNY Corporate Trustee Services v Eurosail and Others [2011] EWCA Civ 

227, the CA (Lord Neuberger MR, Toulson and Wilson LJJ) held that s123 contains but one 

statutory test for insolvency: namely, a company’s inability to pay its debts.  This is to be 

measured in two time frames: the company’s inability to pay its current debts as they fall 

due, and its inability to pay a contingent or prospective liability when it becomes due in the 

future.  The ILA Technical Committee understands that permission to appeal to the SC has 

been granted, although it remains unclear whether such an appeal is to be pursued.   

In this themed bulletin we whistle through the statutory provenance of s123, before 

analysing three key decisions in which s123 was considered: 

 

 In the Matter of Colt Telecom Group Plc [2002] EWHC 2815 (Ch) 

 In the Matter of Cheyne Finance Plc (In Receivership) [2007] EWHC 2402 (Ch); and 

 Eurosail. 

 15 August 2011 
essential reading for members 
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Finally we consider the impact that our new understanding of what we used to call the 

“balance sheet test” will have on other areas of the IA 1986, and on contractual terms, 

which incorporate s123 by reference. 

 

 

The evolution of s123  

 

Before 1871, no account was taken of contingent or prospective liabilities when ascertaining whether a 

company was “unable to pay its debts” (In re European life Assurance Society (1869-70) L.R. 9 Eq. 

122).  This changed for insurance companies with the introduction of the Life Assurance Company Act 1871, 

which directed account to be taken of contingent and prospective liabilities in determining whether an 

insurance company was insolvent.  The requirement to take account of contingent and prospective liabilities 

for companies generally first appeared for registered companies in s28 Companies Act in 1907 and then in 

successive Companies Acts of 1929, 1948 and finally 1985.  The last iteration of the test prior to a significant 

change in 1986 was in s518(1)(e) Companies Act 1985: 

 

“if it is proved to the satisfaction of the court that the company is unable to pay its debts (and, in determining 

that question, the court shall take into account the company’s contingent and prospective liabilities).” 

 

However, a significant change to the wording was introduced when the test was moved from the Companies 

Act in 1985, initially to the Insolvency Act 1985, and then to its present day location in s123 IA 1986.  For the 

purposes of this bulletin, the relevant sub-sections (which were also applied for the first time to unregistered 

companies) are: 

 

“123.- Definition of inability to pay debts. 

 

1. A company is deemed unable to pay its debts - (e) if it is proved to the satisfaction of the court that the 

company is unable to pay its debts as they fall due. 

2. A company is also deemed unable to pay its debts if it is proved to the satisfaction of the court that the 

value of the company's assets is less than the amount of its liabilities, taking into account its contingent 

and prospective liabilities.” 

 

To make an obvious observation, taking account of contingent and prospective liabilities was carved out of 

the main test in s123(1)(e), and moved to a new sub-section s123(2), which subsequently became known as 

the “balance sheet test”. 

 

As Sir Professor Roy Goode has observed in Principles of Corporate Insolvency Law, 4th edition, 

p113, there is “a remarkable dearth of English authority on the meaning and content of both the two primary 

tests of insolvency".  Whereas English authority is rare, the same is not true of Australian authority.  One 

such Australian authority (The Bell Group Ltd (in liq) v Westpac banking Corp (no.9) [2008] WASC 239 at 

1066 per Owen J) describes the Australian insolvency test (see under Cheyne Finance below) contained in 

s95A(1) Corporations Act 2001 as assessing “the financial health of the company by reference to its capacity 

to finance its current operations” or in other words, can the company pay its way in carrying on its 

business?  However, although Australian authorities are often referred to in practitioner texts, as well as by 

our Judges (e.g. in Cheyne Finance), as an aid to interpreting the English insolvency test, some caution 

should be exercised.  As we shall observe later in this bulletin, the Australian test is a single composite 

test.  There is no equivalent s123(2) assets and liabilities test in Australian statute.  

 

The collective reasoning in Colt Telecom, Cheyne, and Eurosail has advanced our judicial understanding of 

the English statutory test for insolvency.  As appears below, there are some common threads. Both Colt and 

Eurosail illustrate the courts’ reluctance to pronounce a company insolvent prematurely, unless insolvency is 

inevitable. And both Cheyne and Eurosail evidence a statutory intention to protect future and contingent 

creditors, but not so far as to force a company into premature insolvency proceedings. These principles allow 

viable and liquid companies to continue trading without fear of a petition or an order for winding up, even if 
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their assets fall below the value of their liabilities from time to time.  Some may say that this was never much 

of a fear anyway, because the point was dealt with by appropriate use of the court’s discretion under s122 IA 

1986 whether to issue a winding up order.  “Balance sheet insolvency” has never meant that the company 

would be automatically wound up. However, a more detailed examination of each of the decisions reveals 

wider implications. 

 

 

Colt Telecom 

 

Colt Telecom involved a hostile application for an administration order by a distressed debt fund creditor that 

had bought discounted notes issued by Colt Telecom.  At the time of the application, Colt Telecom was a 

member of the FTSE mid-250 index and had a market capitalisation in excess of £550 million, with net 

assets of £977 million.  It had issued a series of notes, but they were not in default, not being due for 

repayment for another 3 to 7 years.  The applicant’s apparent motive was to force Colt into a restructuring 

that would transfer value from its shareholders to the note holders.  Under the then current s8(1) IA 1986, 

one of the pre-requisites to the making of an administration order was that the court was satisfied that the 

“company is or is likely to become unable to pay its debts (within the meaning given to that expression by 

s123 of this Act )”. 

 

In the Judge’s words (at para 83), the applicant’s case on the cash flow insolvency test in s123(1)(e) was 

that: “there was no risk of cash flow insolvency (inability to pay debts as they fell due) until 2006 [which was 

then 4 years into the future]. But by then some of the capital due on the notes will be repayable and the 

company will not, if things carry on as they are, have the wherewithal to do it. In particular it is not clear it will 

be generating enough cash flow from its assets. Nor is it clear that anyone would be willing to re-finance the 

company in 2006.”  Describing the applicant’s evidence on cash flow insolvency as “shaky, tentative, and 

speculative peering into the middle-distance”, the Judge had little difficulty disposing of it. 

 

As for the “balance sheet” insolvency test in s123(2), the Judge focussed on the detail of Financial Reporting 

Standard 11, which is entitled “Impairment of Fixed Assets and Goodwill”.  This accounting standard was 

relevant to the preparation of Colt’s balance sheet because of the volatile nature of the downturn in the 

telecoms market at the time.  However, the Judge had little difficulty rejecting the applicant’s “expert” 

evidence, preferring the solvent balance sheet results of the company.  

 

As the applicant had not satisfied the court that the company was, or was likely to become, insolvent the 

administration application was dismissed. 

 

For the purposes of this bulletin, and our review of the two cases that follow, there are two notable points 

about this judgment.  First, the Judge dismissed the applicant’s attempts to introduce future inability to pay 

debts into the cash flow test in s123(1)(e).  Admittedly, the future debts in contemplation in Colt 

Telecom  were quite distant, but it contrasts to some extent with the approach taken in Cheyne below (which 

did not consider Colt Telecom).  The second point to note is that Jacob J’s application of the “balance sheet” 

test in s123(2) was limited to a consideration of the pure accounting balance sheet (in contrast to 

Eurosail).  There was no analysis of whether a balance sheet approach was the correct one. 

 

 

Cheyne Finance  

 

Cheyne Finance considered whether future debts could be taken into account when determining a 

company’s ability to pay its debts as they fall due (see our bulletin 125). 

 

Cheyne Finance was an Irish structured investment vehicle in receivership/run-off, as a consequence of 

events affecting the US sub-prime market.  Receivers had been appointed.  It was plain that Cheyne was not 

in a position to pay its senior debts in full as they fell due merely by letting its own investments run to 

maturity and collecting the resulting cash.  The receivers were obliged to sell assets before maturity under 

http://ila.createsend1.com/t/r/l/tyiuurk/l/t/
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forced sale conditions in an uncertain market to pay its current debts as they fell due. It had a negative 

balance sheet (for accounting purposes).  A contractual interpretation issue arose as to whether there had 

been an insolvency event of default.  The occurrence of an insolvency event of default would change the 

payment priorities to the benefit of some creditors and detriment of others  The relevant trust deed defined 

“Insolvency Event” by reference only to s123(1)(e) (i.e. inability to pay debts as they fall due).  For reasons 

not apparent from the judgment, it did not incorporate the assets and liabilities test in s123(2).  The issue for 

the court was the extent to which the cash flow test under s123(1)(e) requires or allows a consideration of 

the company’s ability to pay its future debts. 

 

Briggs J held that the words “as they fall due” in s123(1)(e) invites considerations of futurity.  

 

The opposing creditors had argued that the removal of the words “contingent and prospective liabilities” from 

the cash flow test in 1985, and their insertion into the new assets and liabilities test in s123(2), showed that 

Parliament intended the cash flow test to be confined to the company’s ability to pay its presently due and 

payable debts.  Future inability to pay debts (as indicated by the use of “contingent and prospective debts”) 

was, so they asserted, intended to be dealt with by the so-called “balance sheet test” in s123(2).  

 

However, Briggs J rejected this argument.  He reasoned that the English words “as they fall due” in 

s123(1)(e) were equivalent, by analogy, to the Australian words “as and when they become due and 

payable” in the Australian insolvency test.  And as the Australian authorities demonstrated that the phrase 

“become due and payable” requires a consideration of future debts, then, concluded the Judge, so do the 

words “as they fall due”  in the English cash flow test.  

 

The Judge thought that these considerations answered the question of why the words “contingent and 

prospective liabilities” were removed from the cash flow test when it was enacted in s123(1)(e). It was 

because it was unnecessary to retain the phrase in s123(1)(e) because the meaning was implicit from the 

newly inserted words “as they fall due” (para 53). 

 

The Australian test for insolvency is in s95A Corporations Act 2001: 

 

“(1) A person is solvent if, and only if, the person is able to pay all the person's debts, as and when they 

become due and payable; 

(2) A person who is not solvent is insolvent.”  

 

Interestingly, when Briggs J concluded that this test automatically incorporated “contingent and prospective 

liabilities” (and hence there was no need in the English equivalent test for an express reference) he does not 

appear to have been referred to s459D of the same Australian Act, which reads: 

 

“(1)  In determining, for the purposes of an application of a kind referred to in subsection 459C(1), whether or 

not the company is solvent, the Court may take into account a contingent or prospective liability of the 

company.” 

 

This section is concerned with establishing solvency for the purposes of contesting an application to wind up 

based on an unsatisfied demand.  However, if as Briggs J’s assumed in Cheyne,  the words “become due 

and payable” implicitly require contingent and prospective liabilities to be taken into account without the need 

for any express reference to them, why would there be any need for s459D(1)?  It might be thought that the 

existence of this express reference to contingent and prospective liabilities elsewhere in Australian statute 

weakens the conclusion that contingent and prospective liabilities are implicitly to be taken into account in 

our cash flow test in s123(1)(e). 

The other point to note in relation to Cheyne is that the Australian authorities are not reconciled as to how far 

into the future one should look when taking into account the company’s ability to pay future debts.  One 

important Australian case, Bank of Australasia v Hall (1907) 4 C.L.R. 1514, suggests a period of a month.  In 

another case, New Cap Reinsurance Corp Ltd (in liq) v A E Grant [2008] NSWSC 1015, the NS Wales SC 

said that one should look to the reasonably immediate future.   Cheyne itself concerned debts that were due 



 

  5 

up to 6 months into the future, which would appear to be stretching even the Australian concept of futurity to 

its limit.  Cheyne does however cite a NS Wales CA decision, Lewis v Doran [2005] NSWCA 253, which said 

that how far one looks into the future depends on the kind of business conducted by the company and, if 

known, the company’s future liabilities.  

 

Despite some criticism, Cheyne has not been overruled. It also received some favourable comment in 

Eurosail (see para 50, although there is an apparently contradictory comment in para 52). So we have to 

proceed on the basis that the cash flow test in s123(1)(e) does include an element of futurity despite the 

obvious overlap with the test in s123(2) that this entails.  However, when considering how far into the future 

one must look, it is probably prudent to look only to the reasonably immediate future, within the context of the 

kind of business being conducted by the company.  Taking into account the comments on futurity in Colt, 

Cheyne, and now Eurosail, it seems likely that Lewis v Doran accurately describes the scope of any futurity 

inherent in s123(1)(e).  Where the company is an SIV in run-off (as was the case in Cheyne), it may be 

possible to look with some accuracy, quite far into the future.  However in most situations, the context will not 

often allow a judgment much beyond the fairly immediate future of a few weeks. 

 

It is also useful to note that in Cheyne Finance, if the contractual documentation had incorporated the assets 

and liabilities test of s123(2), then there would have been no need to push the boundaries of futurity in 

relation to s123(1)(e) to get to a common sense conclusion of insolvency. Briggs J was understandably 

influenced by the assumption that the parties would not have intended to apply different payment priorities to 

secured creditors in the same class and the outcome of the case reflected a pari passu distribution. 

 

Ultimately, the case is concerned with the interpretation of a contractual provision.  Briggs J himself pointed 

out at para 58 of his judgment the unique nature of the company’s circumstances: “The irony of the present 

case is that the Insolvency Event test, when applied by the Receivers appointed under the Trust Deed, will 

be in relation to a company in run-off, closed to future business, when its future cash flow profile is 

abnormally clear and when no balance sheet alternative test is available.”  Concluding with the required 

degree of certainty that a company will be commercially insolvent at some point beyond the immediate future 

is likely to be much more difficult outside the context of companies in run-off.  This fact may limit the impact 

of Cheyne and its extension of the cash flow test for insolvency. 

 

 

Eurosail  

 

A more detailed description of facts of Eurosail are set out in our bulletin 339 but in summary it involved a 

complex financial structured vehicle (Eurosail) that had issued £660m of floating-rate notes backed by a pool 

of UK near-prime domestic mortgages. The structure was designed to be bankruptcy remote by virtue, in 

part, upon reliance on some interest and currency swap agreements that had been entered into with other 

Lehman entities.  Eurosail lost the benefit of these swap agreements upon Lehman’s insolvency, giving rise 

to a balance sheet shortfall in assets against future liabilities to repay capital (largely because of a 

deterioration in the value of sterling assets against future euro and dollar obligations).  There were, however, 

no current liquidity issues. 

 

Under the terms of the finance documents, one sub-class of note holders stood to gain from a change in 

priority of payment if the trustee were to call an event of default.  This was possible under the terms of the 

deed if the company was unable to pay its debts within the meaning of s123(2) (as well as in other 

circumstances that did not apply on these facts).  Consequently the case was concerned with the statutory 

interpretation of the test contained in s123(2). 

Put in simple terms, the issue was whether Eurosail’s balance sheet deficit (of between £75m and £130m) 

meant that that the value of its assets were less than the amount of its liabilities, taking into account its 

contingent and prospective liabilities, so that it was deemed to be unable to pay its debts for the purposes of 

s123(2). 

 

http://ila.createsend1.com/t/r/l/tyiuurk/l/i/
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Upholding the High Court decision (but for different reasons), the CA ruled that Eurosail was not unable to 

pay its debts for the purposes of s123(2). 

 

Lord Neuberger MR noted that although the audited accounts of the company had shown a net asset 

deficiency for the last three years, and whilst this was (in this case at least) probably the correct starting point 

in applying the s123(2) test, this should only be considered as the beginning of the enquiry rather than being 

definitive.  He stated that it would be impractical and undesirable for s123(2) to be satisfied every time a 

company's liabilities exceeded the value of its assets on the basis of the face value because it would result in 

many solvent and successful companies falling within s123(2) and being at risk of the presentation of a 

winding-up petition.  In carrying out the test under s123(2), assets and liabilities need to be valued sensibly 

taking into account when the debts are due, the value of the debts and with " a firm eye on commercial 

reality and commercial fairness". Valuation of contingent and prospective liabilities is not an exact science 

and s123(2) does not mandate the way that they should be taken into account. It was however held that it is 

correct to value future and contingent liabilities in a foreign currency at the present exchange rate. 

The court held that in order for the s123(2) test to be satisfied, it would be necessary for the company to 

have reached the "point of no return".   This expression is not defined or mentioned in the legislation, but 

Lord Neuberger MR said it was when directors should have "put the shutters up" or, in other words, when 

use of the company's cash or other assets for current purposes amounts to a fraud on the future or 

contingent creditors. 

 

Toulson LJ agreed with Lord Neuberger MR but made additional comments.  From the structure and 

phraseology of s123, and from a reading of the Cork Report that preceded the Insolvency Act 1985 (which 

was not referred to in argument), he concluded that s123(2) was intended to represent a splitting of the 

previously combined insolvency test, and be a supplement to s123(1)(e).  Toulson LJ provided (para 119) his 

own interpretation of the s123(2) test: 

 

“I recognise that Professor Goode’s reference to a company having “reached the point of no return because 

of an incurable deficiency in its assets” illuminates the purpose of the subsection [s123(2)] but does not 

purport to be a paraphrase of it.  Essentially, section 123(2) requires the court to make a judgment 

whether it has been established that, looking at the company’s assets and making proper allowance 

for its prospective and contingent liabilities, it cannot reasonably be expected to be able to meet 

those liabilities. If so, it will be deemed insolvent although it is currently able to pay its debts as they fall 

due.  The more distant the liabilities, the harder this will be to establish.” (emphasis added) 

 

 

Eurosail on Cheyne 

 

Lord Neuberger MR in Eurosail, in obiter comments, discussed the Cheyne decision, (even though Eurosail 

was predominantly about s123(2)). Lord Neuberger referred at para 50 of his judgment with approval to 

Briggs J’s view in Cheyne that future inability to pay debts should (in appropriate cases) be taken into 

account for the purposes of the s123(1)(e) cash flow test. He interpreted Briggs J’s decision in Cheyne as 

meaning that the s123(1)(e) test “does not require slavish adherence to the immediate present.”  However, 

he also says later in para 52: 

 

“In my view the closing words [of s123(2), i.e. “taking into account its contingent and prospective liabilities”] 

were included to indicate that, unlike section 123(1)(e), section 123(2) is concerned with future and 

contingent liabilities.”  [emphasis added] 

 

The view quoted above sits uneasily with Briggs J’s finding in Cheyne on futurity (see above) and even with 

Lord Neuberger MR’s own comments a few paragraphs earlier in para 50. 
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Impact of Eurosail – grounds for winding up   

 

It is perhaps ironic that s123(2) is not often relied upon as a ground for a creditor’s winding-up petition, 

presumably because outsiders will rarely have sufficient inside and up-to-date information to meet the 

evidential burden.  Therefore, in the context of winding up orders, although Eurosail has changed our 

understanding of the assets and liabilities test in s123(2), it may not have much of an impact in 

practice.  When applicable, it might operate to shift the scope of the judge’s discretion whether to make a 

winding up order under s122 towards a fact-based judgement  -  how to apply the assets and liabilities test in 

s123(2) to assess a company’s ability to pay future and contingent liabilities. When it becomes necessary to 

use the s123(2) test there will be a move away from settled accounting policy rules towards an assessment 

by the court as to which assets and liabilities to include in the calculation and the values to place on them. 

 

 

Impact of Eurosail – beyond s123  

 

Looking at the various references to insolvency in IA 1986 and beyond, and in case law, it is clear that “the 

concept of solvency can, and does, differ according to the context in which it is used, in the words of Owen J 

in Bell Group v Westpac.  For example, there is a difference between “prospective” and “retrospective” 

assessments of solvency: contrast the grounds on which a winding up order should be made with the need 

to show insolvency in order to prove that a floating charge is void or that there was a transaction at an 

undervalue.  In the former case, as we have observed, there is a marked reluctance to pronounce a 

company insolvent by the making of a winding-up order unless it has reached the “point of no return” in 

recognition of the fact that any (viable) alternative outcome is likely to be better for the company’s creditors, 

employees and members.  However, once a company is in liquidation, the need to establish insolvency at a 

particular point in time is usually in the context of transaction avoidance actions to swell the assets of the 

insolvent estate for the benefit of creditors, and is assisted by the benefit of hindsight. 

 

In this last section of the themed bulletin, we consider how (if at all) the Eurosail interpretation of s123(2) will 

impact those other statutory and contractual provisions that adopt the statutory definition of insolvency. 

 

Contractual insolvency events of default: S123 is incorporated either by express reference, or by use of 

the same words, in many contracts as an insolvency event of default (as in Eurosail).  A cursory reading of 

the judgments in the recent SC decision in Belmont Park Investments Pty Ltd v BNY Corporate Trustee 

Services Ltd and others [2011] UKSC 38 reveals the many circumstances in which contracting parties 

habitually seek to define “insolvency” in their contracts as an event which triggers substantial change. Where 

the contractual interpretation requires a Eurosail interpretation of the test (i.e. either where s123(2) is 

referred to expressly in the contract, or where the same drafting is used and the parties intended to 

incorporate the statutory meaning), it will now generally be more difficult to prove that a s123(2) insolvency 

event of default has occurred because the test is now less straightforward.  Pure balance sheet insolvency 

(as it was known) will not now, in itself, be sufficient.  Whilst in many (or most) finance arrangements it may 

not have an immediate impact because it is likely that a borrower will be in breach of other financial events of 

defaults before the s123(2) test is triggered, conventional wisdom will need to be re-visited and the new 

approach applied. 

 

Transactions at an undervalue and Preferences: S240(2) provides that the time at which an alleged 

transaction at an undervalue was entered into or preference given shall not be "a relevant time" unless the 

company was at that time unable to pay its debts within the meaning of s123. This is an example of a 

retrospective assessment of insolvency.  So, for example, in Re Exchange Travel (Holdings) Ltd [1996] BCC 

933 a preference was established and a restoration order made on the basis that “the value of the assets of 

[the company] was less than the amount of its liabilities, even without taking account of contingent liabilities” 

at the relevant time where it was accepted that the company was not cash flow insolvent.  Interestingly, the 

Judge in Re Exchange Travel did consider a more favourable asset valuation than that shown in the 

management accounts, but this also showed a net deficit.  There were contingent liabilities in the case, but 
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they were not considered in detail and the Judge did not consider it necessary to attribute a value to them.  It 

is impossible to tell with hindsight if the Judge would have considered the company in Exchange Travel to be 

at “the point of no return” when the alleged preferences were made. Future cases will have to deal with the 

issue of insolvency differently and it may well be more difficult now to show, after the event, that a company 

was at “the point of no return” when a particular transaction was entered into.    

 

Avoidance of floating charge to unconnected persons: Similar insolvency test considerations apply to 

avoiding floating charges under s245 where the charge is given in favour of an unconnected person.  If the 

company has carried on trading for up to a year after the creation of the charge then can it be said to have 

been at “the point of no return”?  Unless there is evidence of a (more than momentary) inability to pay debts 

when the charge was created, insolvency may be now very difficult to prove.  Eurosail might make avoidance 

actions such as preferences, transactions at an undervalue and floating charge avoidance more difficult to 

pursue successfully, and therefore less of a deterrent. 

 

Disqualification: A person who is or has been a director of a company which has at any time become 

insolvent may have a disqualification order made against him where the conditions of s6(1) CDDA 1986 are 

satisfied.  The balance sheet test is often relied upon for "trading whilst insolvent" allegations and for so-

called "Crown Debt" allegations. In addition, for a company that has not gone into liquidation or 

administration, the balance sheet test is the threshold for jurisdiction.  Again, it is now likely to be harder to 

show insolvency at the relevant time. 

 

Directors’ duties to have regard to creditors’ interests: Directors of a solvent company are under a 

statutory duty to promote the success of the company in the interests of members.  However, the proviso in 

s172(3) CA 2006 is generally interpreted as meaning that the directors’ usual duty is overridden where 

insolvency laws require directors to have regard to creditors' interests.  The point at which directors are 

required to have regard to creditors’ interests is not completely clear but most consider that it arises when 

the company is in the zone or vicinity of insolvency – where the company is of “doubtful solvency” or where 

there is a “risk of insolvency”.  None of these terms has been properly defined but both will occur before 

technical s123 insolvency.  Consequently, a change in the interpretation of s123 should not impact upon this 

duty. 

 

Duomatic principle: One area related to the directors’ duties point immediately above is the Duomatic 

principle (see [1969] 2 W.L.R. 114) that the informed and unanimous consent of all the shareholders, given 

informally, can sometimes cure the absence of a formal shareholder resolution.  However, the principle does 

not apply when the company is approaching insolvency because its creditors are said to intervene.  In SoS v 

Doffman and Isaacs [2010] EWHC 3175, Newey J reviewed the authorities as to when the Duomatic 

principle ceases to be available and concluded, in reliance on Park J in Re MDA Investment Management 

Ltd [2004] 1 BCLC 217, that it was at the imprecise point “… when a company, whether technically insolvent 

or not, is in financial difficulties to the extent that its creditors are at risk”.  This trigger point falls prior to 

s123(2) insolvency or  “technical insolvency” and so Eurosail should not affect it. 

 

Wrongful trading: s214(6) contains a definition of “insolvent liquidation” (which is a pre-requisite to director 

liability for wrongful trading) by reference to the company’s assets being insufficient for the payment of its 

debts and other liabilities and winding up expenses.  Despite the s214 version of “insolvent” therefore 

bearing a resemblance to the test in s123(2) in terms of assets and liabilities, the changed interpretation of 

s123(2) may not have much of an impact on wrongful trading duties.  This is because s214 liability 

concentrates on the time when a director should foresee that there is no reasonable prospect of avoiding 

insolvent liquidation, not the actual moment when technical insolvency occurs.  In addition, advice is usually 

based upon cash flow considerations rather than s123(2).  But in a case where the insolvency concern is 

purely balance sheet related, then wrongful trading might be considered to be less of a concern. 
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Conclusion  

 

In considering what impact the CA decision in Eurosail will have in the longer term, it is necessary to look at 

the various meanings of “insolvency” in their differing contexts.  In effect, we have a sliding scale of 

insolvency triggers for companies facing potential insolvency. 

 

At the first stage, a financially distressed company will cross the threshold that requires the directors to have 

regard to creditors’ interests at some point when the company is of doubtful solvency and/or the creditors’ 

interests are at risk, but formal or technical insolvency may not yet be inevitable. This is also the point at 

which the Duomatic remedy will no longer be available because the interests of creditors override the 

interest of members as the main stakeholders in the business. 

 

The second stage will usually be the wrongful trading threshold, where there is no reasonable prospect of 

avoiding insolvent liquidation.  This will be the point at which the directors must take every step with a view to 

minimising the potential loss to the company’s creditors.  However, by definition, it does not necessarily 

mean, in every case, that liquidation is inevitable and so it may not in all cases coincide with a Eurosail 

conclusion of the “point of no return”. 

 

The third and final stage (i.e. prior to the entry into a formal insolvency procedure) is “technical insolvency” 

within the meaning of either of the two tests in s123.  Either the company has run out of cash to fund its 

current operations, and/or it has reached “the point of no return” because it cannot pay its future or 

contingent creditors. 

 

Noting that others have already written on this subject in “Inability to pay debts: where are we now?” by 

Duncan Henderson (Insolv. Int. 2011, 24(4), 54-59), and predicting that there will be future decisions on the 

application of s123(2) particularly in the context of anti-avoidance actions, we doubt that this will be the last 

word on the subject. However, the evidence so far following the Eurosail judgment is that, with the possible 

exception of transaction avoidance assessments, it requires only marginal adjustments of interpretation 

rather than a completely new tack. 

 

As noted above, there is a chance that this topic will be reviewed by the SC if the Eurosail appeal is pursued 

but, unless and until it is, in the meantime every member should think twice before deploying the time-

honoured and discrete concepts of “cash flow insolvency” and “balance sheet insolvency” respectively and 

should convert to thinking of the blended version of the test delivered up by the CA in Eurosail. 

 

Topics Covered: s123 IA 1986, wrongful trading, preferences, transaction at an undervalue, avoidance of 

floating charge, directors’ duties 

 

 


