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LEGAL PERSPECTIVE

Paul Hastings LLP

Chris Dickerson, Partner 

Matthew Murphy, Partner 

Matthew Micheli, Of Counsel 

Mike Jones, Associate 

When a business experiences an acute cash flow shortfall and is unable to access 

conventional sources for additional financing, directors and officers of the company are 

presented with difficult choices. Preserving the value of the business for all stakeholders is 

critical, and directors and officers, quite rightly, will exhaust all available avenues to unlock 

liquidity to maintain operations and preserve the business. It may be tempting for directors 

and officers to use funds designated for another purpose to cover essential operating 

expenses in the short term, expecting that those funds may be replaced once additional 

revenues are generated. The impulse to preserve the business at all costs, however, must 

be checked against the legal and fiduciary realities that directors and officers face.

This is particularly true with respect to a company’s “trust fund taxes,” which consist of 

funds that are withheld or collected by the company, in trust, for the benefit of applicable 

taxing authorities. These funds are typically collected in the ordinary course of business, 

but are often not paid until future dates, typically on a quarterly basis. Accordingly, these 

funds might seem like a useful short-term, low-cost financing tool to meet immediate 

operational needs, but if future revenue forecasts are inaccurate and anticipated 

revenues fail to materialize within the expected time frame, the result could be significant 

tax delinquency, potential penalties, or worse, personal or criminal liability for directors 

and officers (as well as other responsible employees). It is essential, therefore, that 

directors and officers have a sound understanding of trust fund tax liabilities and ensure 

that the company is collecting and paying all such tax obligations, including in connection 

with a bankruptcy filing of the company.

Trust fund taxes and the trust fund recovery penalty
The phrase “trust fund taxes” encompasses a number of obligations that a company 

may owe to federal, state and local taxing authorities when, pursuant to statutory 

requirements, the company receives the funds in question and holds them in trust for the 

taxing authority. Common forms of trust fund taxes include certain withholdings from 

TRUST FUND TAXES: AVOIDING PERSONAL 
LIABILITY FOR DIRECTORS AND OFFICERS 
IN DISTRESSED SITUATIONS
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an employee’s wages, sales taxes collected at the 

point of sale and excise taxes that are required to be 

collected in connection with activities as diverse as 

the sale of coal mined from specific regions to the 

provision of indoor tanning services.

Trust fund taxes can vary based on state and local 

laws as well as the type of business conducted by 

the company. Directors and officers should consult 

with tax and legal advisors to understand fully the 

company’s actual trust fund tax obligations, including 

all trust fund taxes that are collected or held by the 

company prior to payment to the taxing authority. 

Because the general principles concerning officer and 

director liability for misappropriation of trust fund 

taxes are largely similar regardless of the specific 

type of trust fund tax at issue, a full discussion of all 

possible trust fund tax liabilities will not be addressed 

within this chapter. Instead, this discussion will 

focus primarily on the federal trust fund taxes based 

upon withholdings from employee wages, which is 

applicable to every business that has employees.

Under the Internal Revenue Code (the “IRC”), 

employers are required to withhold amounts 

from employee wages for federal income taxes 

and the employee’s share of Social Security and 

Medicare taxes. The IRC further requires that these 

withholdings be held by the employer in trust for the 

United States government. Pursuant to regulations 

issued by the U.S. Department of the Treasury, 

the amounts withheld from employee wages and 

held in trust by the company must be reported 

and paid to the government each quarter. There 

is no requirement for these funds to be held in a 

segregated account (e.g., they can be held in the 

employer’s general operating account). Nevertheless, 

the withheld amounts are for the exclusive use of 

the government and are not to be used to pay the 

employer’s expenses. If the trust fund taxes are 

not paid, the Internal Revenue Service (“IRS”) has a 

number of tools for collecting the unpaid amount, 

including charging the company penalties of up to 25 

percent of the amount of tax owing.

In addition to the collection efforts that the IRS may 

make against the company, the IRS may also seek 

collection of the full amount of unpaid trust fund taxes 

from any person found to be responsible for their 

payment, such as the company’s officers and directors. 

This provision of the IRC is commonly referred to as the 

“trust fund recovery penalty.” Despite its name, the 

trust fund recovery penalty is not technically a penalty 

but rather a collection device because it allows the IRS 

to collect the original amount of the unpaid trust fund 

tax (plus interest), not an additional penalty amount. 

While the company is, of course, responsible for the 

payment of its trust fund taxes, the taxing authority 

can choose to enforce the trust fund recovery penalty 

against directors and officers prior to attempting 

collection from the company.

Liability under the trust fund 
recovery penalty
In order to be found liable for a company’s unpaid trust 

fund taxes, an individual must be found to be both 

a “responsible person” and to have acted “willfully” 

with respect to the nonpayment of the trust fund tax 

obligation. (IRC § 6672(a); Slodov v. United States, 1978). 

These terms have been the subject of substantial 

litigation and courts have developed criteria for 

determining when an individual is a “responsible 

person” and when the nonpayment of trust fund taxes 

is “willful” but, as described below, it will be difficult for 

directors and officers to avoid liability when a company 

fails to pay required trust fund taxes.

Generally, a “responsible person” is anyone who is 

required to collect, withhold (account for) or pay 

the trust fund taxes. Whether an individual is a 

responsible person is a very fact-intensive inquiry and 

can be the source of extensive and costly litigation, 

the costs of which could fall to the directors and 

officers. While the number of factors considered 

by various courts may differ, the substance of the 

analysis is largely the same and is focused on whether 

the individual (i) is an officer, director or shareholder 

of the company, (ii) is active in the day–to–day 

management of the company, (iii) makes decisions 

concerning the priority in which taxes and debts will 

be paid, (iv) has the ability to hire and fire employees, 

(v) has check signing authority and (vi) exercises 

control over accounts and disbursement records. 

These factors cover a wide range of potentially 

responsible parties, and directors and officers often 
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are identified specifically by courts as meeting the 

criteria of a responsible person.

There are other factors that courts have used to 

expand the parties that can be a responsible person. 

For example, an individual needs only to have 

the authority to exercise control of the financial 

decisions of the company and is not required to 

actually exercise that power. This could directly 

expose directors and officers who have authority 

over certain matters but may not exercise that 

authority on a day–to–day basis, delegating such 

tasks to others. Further, exclusive control is not 

required, so the authority and decision making 

can be shared by multiple individuals. By contrast, 

individuals that perform purely ministerial acts that 

do not involve exercising independent judgment or 

control are not considered responsible persons for 

purposes of trust fund recovery penalty liability, 

although this exception will be of little use to anyone 

occupying a director or officer position.

To be liable for a trust fund recovery penalty, a 

responsible person’s failure to collect, account 

for or pay the trust fund tax must also be willful. 

A merely negligent failure to pay trust fund taxes 

may be excusable. Willfulness is considered to be a 

voluntary, conscious, intentional act to prefer other 

creditors over the taxing authority, but willfulness 

does not require a showing of bad motives or an 

actual intent to defraud the government. Willfulness 

has also been established based upon an individual’s 

reckless disregard for the payment of trust fund taxes 

where there was a grave risk that the taxes would 

not be paid, the taxpayer clearly should have known 

about the risk, and the taxpayer was in a position to 

find out for certain very easily.

There are two common situations where courts have 

found, as a matter of law, that funds were willfully 

misappropriated. The first is where other creditors of 

the company are paid with funds that are needed to 

pay the trust fund taxes. For example, a responsible 

person that elects to pay company employees 

their full net wages and then is unable to pay the 

applicable withholding taxes, would be liable for a 

willful misappropriation of the trust fund taxes. In 

such a circumstance, the wage claims of employees 

are treated as any other creditor of the business, 

and giving preference to those claims over the 

claims of the taxing authority is willful. Continuing 

with this example, suppose that a company has 

enough available cash to pay the full amount of net 

wages owing to its employees but, after doing so, 

would have insufficient funds to pay the required 

withholding taxes for the same pay period. In that 

case, to avoid liability for a willful misappropriation 

of the trust fund taxes, the company would have 

to reduce the amount of net wages that it pays to 

employees to a point where it can also pay the full 

amount of withholding taxes for the net wages 

that are actually remitted. Courts have upheld this 

principle even in cases where employees threaten 

to quit if they did not receive the full amount of net 

wages owed to them. The second situation where 

willful misappropriation may be found as a matter of 

law is where a responsible person becomes aware of 

a delinquency in the payment of trust fund taxes and 

subsequently permits the payment of other creditors 

ahead of the taxing authority. In such a situation, 

the responsible person must use all unencumbered 

funds (i.e., funds that are not subject to a security 

interest senior to the taxing authority that prevents 

payment of the delinquency) to satisfy the trust fund 

tax delinquency before paying other creditors.

A responsible person, under certain circumstances, 

may be excused for relying on false statements 

made by another person attesting that the trust 

fund taxes have been paid; however, directors 

and officers should take additional measures to 

verify such statements because relying on simple 

assertions of others, without more, is insufficient 

to avoid liability. In addition, a responsible person 

generally cannot assert a defense to a claim based on 

the fact that they were merely following the orders 

of their supervisor. Further, it is not an excuse that 

the company did not have sufficient funds to pay 

the taxes when due because the withheld amounts 

were used to pay other debts that were essential 

to maintain operations. Similarly, a taxpayer’s 

claim that it expected the financial condition of the 

business to improve has been uniformly rejected as 

a defense to the willfulness of a responsible person 

that does not pay trust fund taxes. Simply put, an 
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inability to pay is unlikely to be a successful defense, 

even if the motivation of the director or officer was to 

save the company for the benefit of all stakeholders.

In addition to the civil claims that may be brought 

to collect under the trust fund recovery penalty, in 

egregious cases failure to pay trust fund taxes may 

result in felony criminal prosecution. In statutory 

language that mirrors the responsible person and 

willfulness provisions of the trust fund recovery 

penalty, the IRC also provides for a fine of up to $10,000 

and imprisonment for up to 5 years. (IRC § 7202).

Proper planning for trust fund 
taxes (in and out of bankruptcy)
In every scenario, it is critical for directors and officers 

to properly plan and prepare for payment of trust fund 

taxes. Further, in cases where a company becomes 

insolvent or is forced to file for bankruptcy protection, 

if appropriate procedures and safeguards are not put 

in place, a company’s bankruptcy filing could increase 

the likelihood that directors and officers become 

subject to claims under the trust fund recovery penalty 

or similar statutes for unpaid trust fund taxes.

An example of how a company and its officers and 

directors could be liable for unpaid trust fund taxes 

may be helpful. Consider a situation where, faced with 

an acute cash flow shortfall, management used cash 

withheld from employee wages to cover immediate 

operating expenses with the expectation of replacing 

the funds with anticipated future revenues that never 

materialized and the company subsequently filed 

for bankruptcy. The unpaid trust fund taxes are now 

a pre-petition debt of the company and the IRS, like 

other creditors, is prohibited from attempting to 

collect the debt from the company because of the 

automatic stay that was put in place upon the filing 

of the company’s bankruptcy petition. However, 

while the automatic stay prevents the IRS from taking 

action against the company, it does not prohibit 

the IRS from pursuing collection of the trust fund 

recovery penalty from the officers and directors 

(and any other responsible persons) of the company, 

and it is difficult to get court approval to extend the 

automatic stay to protect the company’s officers 

and directors with respect to trust fund recovery 

penalty liability. In this scenario, pursuit of the trust 

fund recovery penalty against officers or directors 

who were responsible for the nonpayment of the 

trust fund taxes is likely the most appealing and least 

burdensome course of action for the IRS. Moreover, it 

is possible that any amounts that the company does 

pay to the IRS on account of delinquent taxes (e.g., 

through a Chapter 11 plan of reorganization) may first 

be applied to non–trust fund taxes and, therefore, will 

not reduce the liability of responsible persons under 

the trust fund recovery penalty.

This situation is entirely avoidable through careful 

planning and the implementation of some common 

sense safeguards. First, the company should consult 

with its tax and legal advisors to ensure that all 

relevant personnel have a complete understanding 

of the company’s trust fund tax responsibilities at the 

federal, state and local levels. Second, the company 

should limit the number of individuals that can be 

considered responsible persons by designating the 

authority for the collection, accounting and payment 

of trust fund taxes to a small group of individuals. 

Third, the company should implement procedures 

to ensure that all applicable trust fund taxes are 

collected and paid at every applicable interval. In the 

event that the company faces a potential bankruptcy 

filing, it should coordinate with its legal and financial 

advisors concerning the timing of collection and 

payment of its trust fund taxes to ensure that no 

amounts are unpaid as of the bankruptcy filing date. 

Bankruptcy counsel will typically also prepare a 

motion to seek authority from the bankruptcy court 

to continue paying the company’s tax obligations 

(including trust fund taxes) during the bankruptcy, 

and such motions are routinely approved.

Regardless of how strong the desire to preserve 

a distressed business may be, the legal and 

fiduciary requirements related to the collection 

and payment of a company’s trust fund taxes are 

clear, and the potential liability for officers or 

directors that run afoul of those requirements is 

severe. By understanding the rules regarding trust 

fund taxes and taking appropriate measures to 

ensure compliance, officers and directors can avoid 

potential pitfalls while managing financial distress.
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