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Some Thoughts Regarding Insolvency and 
Bankruptcy Tax Planning
Roger J. Higgins, Esq.

Income Tax Insolvency Insights

Planning for when a business faces the prospect of an insolvency restructuring, whether 
as a bankruptcy case, a state law proceeding, or an out-of-court workout, can be very 
complicated. And, the landscape can be as charged as a minefield. Throw in income 

tax considerations, and matters become even more interesting. This discussion provides 
an overview of some of the more fraught income tax issues that often arise within a 

restructuring or insolvency context.

InTroducTIon
Businesses potentially face many and varied tax 
issues at the best of times. Such issues become 
even more complicated when a business faces the 
prospect of an insolvency restructuring, whether 
as a bankruptcy case, a state law proceeding, or an 
out-of-court workout.

How well a business plans before-hand to handle 
its tax issues during a restructuring may dictate 
whether a business survives. This discussion sum-
marizes the income tax issues to think about—
issues that could form the beginning of a checklist 
as part of any insolvency preparation.

FIrsT and ForemosT, has 
The busIness PaId ITs Taxes 
(ParTIcularly ITs TrusT Fund 
Taxes)?

You may laugh, but I cannot tell you how many 
times my partners and I have been called in to 
advise a business that has encountered difficulties, 
and it turns out that its taxes haven’t been paid, 
particularly so-called “trust fund taxes.”

Very often, management may decide in the heat 
of the moment that it must pay vendors and employ-
ees to keep the doors open, even though cash flow 

is insufficient to cover those obligations. Monies set 
aside for “trust fund taxes” and/or income and other 
non-trust-fund tax payments can often become a 
tempting source for “short-term borrowing.

Succumbing to such temptation is almost always 
a very, very bad idea. Uncle Sam should never be a 
lender of last resort. The same is true for state and 
local taxing authorities.

As a threshold matter, Internal Revenue Code 
Section (“Section”) 6672 provides that “responsible 
persons” may become personally liable to pay 100 
percent of the tax owed when a business does not 
pay federal “trust fund taxes.” States impose similar 
types of penalties.

If a responsible person does not pay his or her 
obligations, the applicable taxing authority can 
go after the responsible person’s personal assets, 
including, potentially, houses, savings accounts, and 
other personal assets.

Worse, even if the responsible person did file 
a personal bankruptcy case, such penalties could 
be nondischargeable. In other words, such penal-
ties—which incur interest—potentially could dog a 
person for the rest of his or her life.

Determining who may be responsible persons 
will turn on the particular circumstances. Typically, 
presidents, CEOs, chief financial officers, board 
directors, and owners of small businesses are prime 
candidates.
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In certain circumstances, even nonmanagement 
employees who are responsible for making tax pay-
ments potentially could be found to be responsible 
persons.

Trust fund taxes include federal employee FICA 
and income tax withholding and state employee and 
withholding and unemployment taxes, as well as 
sales taxes and certain excise taxes.

Businesses also may incur other kinds of penal-
ties for failing to timely pay taxes. Interest will also 
accrue (at least prepetition).

Such additional costs will, at the very least, 
impede a business’s ability to restructure—and to 
survive.

Indeed, significant tax liabilities could neces-
sitate a business filing a chapter 11 case to deal 
with such liabilities. This occurs when, but for 
such liabilities, the business may have been able to 
restructure out of court.

haVe all The busIness’s Tax 
reTurns been FIled?

A failure to file a return will have two immediate 
consequences—imposition of penalties in addition 
to penalties and interest accruing on unpaid tax. 

Moreover, even commencing a bankruptcy case 
will not relieve the taxpayer of the obligation to file 
tax returns.

dealIng wITh ongoIng Tax 
lITIgaTIon, audITs and oTher 
Tax ProceedIngs

Commencing a bankruptcy case will profoundly 
affect ongoing tax litigation, audits, and other tax 
proceedings at the federal, state, and local levels. 

The U.S. Bankruptcy Code Section 362 provides 
in relevant part that:

1. ongoing tax litigation, whether in federal 
district court, tax court, or state court, and 
ongoing audits and other administrative 
proceedings to recover prepetition claims 
are stayed;

2. commencement, whether by a tax authority 
or a debtor, of new tax litigation, is similarly 
stayed as a general matter; 

3. tax authorities cannot enforce prepetition 
judgments against the debtors;

4. actions to obtain possession or control over 
property of the estate are stayed;

5. liens cannot be cre-
ated, perfected, or 
enforced against 
any property of the 
debtor’s estate; and

6. statutory rights of 
setoff of tax liabili-
ties against refunds 
owed to satisfy 
prepetition tax 
claims are stayed.

In short, the automatic 
stay is a powerful statutory 
protection. But it has signifi-
cant statutory limitations. 
For example, commencing 
a bankruptcy case will not 
stay a tax authority’s ability to:

1. commence or continue an audit,

2. issue a notice of tax deficiency,

3. demand tax returns or

4. make assessments of prepetition taxes owed 
or to make demands for payment of such 
prepetition taxes.

Finally, the automatic stay does not prevent tax 
authorities from commencing any of the aforemen-
tioned actions as to post-petition tax liabilities.

The PaymenT PrIorITy oF Tax 
claIms

Certain unsecured tax claims are accorded an 
eighth priority in payment, after administrative 
and certain other statutorily preferred claims. 
The types of taxes accorded such priority gener-
ally include income taxes, employment taxes, 
gross receipts taxes, excise taxes, property taxes 
assessed before the commencement of a case, and 
trust fund taxes. 

That means that such tax claims must be paid in 
their entirety before general unsecured claims may 
be paid. 

Prepetition penalties may or may not be accord-
ed such priority status, depending upon whether the 
penalties are pecuniary or compensatory in nature, 
and whether the penalties are imposed on priority 
taxes.

Prepetition interest is generally accorded the 
same priority as the underlying tax. Penalties and 
interest on unsecured prepetition taxes generally do 
not accrue once a bankruptcy case has commenced.

“In certain cir-
cumstances, even 
nonmanagement 
employees who are 
responsible for 
making tax pay-
ments potentially 
could be found to 
be responsible 
persons.”
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1. no economic damages that were attributable 
to the alleged wrongful acts of SARMC, or

2. economic damages that were no greater 
than $2.1 million.

The jury VerdIcT
After approximately 10 weeks of trial, and hearing 
the arguments and theories presented by counsel 
and their respective experts, the jury awarded 
approximately $52 million in economic damages to 
MRIA, attributable to the alleged wrongful acts of 
SARMC.

The economic damages awarded by the jury 
compared to economic damages presented at trial 
by BWS of approximately $60 million, represent-
ing the cumulative total of historical damages and 
future damages calculated by FTI and WMA.

summary and conclusIon
In the matter of MRIA v. SARMC, the jury deci-
sion rendered in favor of MRIA suggests that the 
regression analysis serving as the foundation for the 
SARMC damages expert was not persuasive.

Further, the legal strategy presented by BWS—
bifurcating economic damages into historical lost 
profits and future lost profits—after apparently 
having established a solid causation foundation, 
appears to have resulted in an unbeatable position, 
for the second time in a row.

The outcome of this judicial decision is instruc-
tive for parties involved in medical joint ventures. 

In addition, from an analytical perspective, 
financial experts should take note that a combina-
tion of “but-for” analysis and projection analysis, 
combined with generally accepted business valua-
tion methodology, resulted in a successful presenta-
tion of economic damages.

Notes:

1. MRI Associates, Inc., et al. v. Saint Alphonsus 
Diversified Care, Inc., et al., CV-OC-2004-08219 
Id. Dist. Ct. (4th Jud. Dist. Oct. 31, 2011).
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director at Willamette Management 
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Insolvency and Bankruptcy tax 
plannIng
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Such decisions can have tax consequences, 
including whether—and when—an “excess loss 
account” would be triggered under the consolidated 
return regulations.

erIsa lIabIlITIes
Proper insolvency planning should take into account 
whether a business has:

1. unfunded pension plan liabilities, including 
multiemployer plan exposure or

2. potential liabilities for violations of the 
statutes governing the administration and 
operation of employee benefit plans.

While outside the scope of this discussion, such 
liabilities may often determine the fate of a busi-
ness reorganization. And, such considerations can 
be very difficult to shed or otherwise modify, even 
within the context of a chapter 11 plan.

secTIon 382 neT oPeraTIng 
loss consIderaTIons

Even a cursory examination of this subject would 
consume far more space than permitted in this 
overview.

Suffice it to say that limitations on net operating 
losses will be affected differently, depending upon 
whether a restructuring is conducted in a bank-
ruptcy proceeding.

Moreover, other NOL limitations based on chang-
es in ownership may be triggered by the actions of 
a controlling shareholder, claims trading, and post-
petition sales of stock.
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