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Director Responsibility for Unpaid Corporation Tax 

When Corporate Liability Becomes Personal Risk 

1. The Starting Point: Limited Liability in Practice 

The fundamental principle of a limited company is that it is a separate legal entity from its directors 

and shareholders. In most cases, this means that liabilities of the company, including corporation 

tax, remain with the company itself. 

 

For many directors, this creates a sense of protection. If the company cannot pay its tax liabilities, 

the expectation is that the issue remains within the company and does not transfer to the individual. 

 

In straightforward cases, that is correct. A company that has experienced commercial difficulties 

and is unable to pay its corporation tax will not automatically create personal liability for the director. 

 

However, this protection is not absolute. The position changes where the director’s actions, 
decisions or timing of withdrawals fall outside what would be considered reasonable behaviour. 

2. Where the Position Begins to Shift 

HMRC does not routinely pursue directors for unpaid corporation tax. However, it has the power 

to do so in specific circumstances, particularly where there is evidence that the tax has not been 

paid as a result of the director’s conduct rather than genuine commercial failure. 

 

The distinction is important. There is a clear difference between a business that fails despite 

reasonable management, and a business where funds have been extracted in a way that leaves 

the company unable to meet its obligations. 

 

In practice, HMRC will look beyond the headline position and consider how the company’s finances 
were managed in the period leading up to the liability arising. 

3. Modelling Scenario: Extraction Prior to Insolvency 

Consider a company that has generated profits over a number of years, but begins to experience 

cash flow difficulties. 

 

At the point the company enters financial distress: 

• Corporation tax liability: £60,000   

• Available cash: insufficient to settle the liability.  

 

In the months leading up to this position, the director has: 

• Taken dividends or withdrawals totalling £40,000   

• Continued to extract funds despite deteriorating cash flow. 

 

From a legal perspective, the question becomes whether those withdrawals were reasonable in 

light of the company’s position at the time. 

 

If it is determined that funds were extracted when the company was, or should have been, aware 

that it could not meet its tax obligations, there is a risk that those amounts could be challenged. 
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This does not automatically create personal liability, but it moves the position away from 

straightforward limited liability and into an area where recovery action becomes possible. 

4. The Role of Director Loan Accounts 

One of the most common areas of risk arises through director loan accounts. 

 

Where a director withdraws funds from the company that are not treated as salary or dividends, 

those amounts are typically recorded as a loan. If that loan remains outstanding, it creates both 

tax and legal considerations. 

 

From a tax perspective, overdrawn loan accounts can trigger additional charges. From a broader 

perspective, they can indicate that funds have been extracted without a corresponding reduction 

in the company’s obligations. 

 

In a situation where a company subsequently becomes unable to pay its corporation tax, an 

overdrawn loan account may be viewed as evidence that value has been taken out of the business 

at the expense of creditors. 

 

This is particularly relevant where the loan is not repaid, or where it has been rolled forward over 

a number of years. 

5. Insolvency and Director Conduct 

When a company becomes insolvent, the behaviour of the directors leading up to that point is 

subject to closer scrutiny. 

 

Insolvency practitioners, as well as HMRC, will consider whether the directors: 

- Continued trading when there was no reasonable prospect of avoiding insolvency   

- Prioritised certain payments over others   

- Extracted funds in a way that disadvantaged creditors. 

 

Corporation tax, as a liability to HMRC, is treated as a creditor position. If it can be shown that 

funds were extracted while tax liabilities were building up, this may form part of a broader 

assessment of director conduct. 

 

In more serious cases, this can lead to: 

- Recovery action against the director   

- Director disqualification proceedings   

- Personal liability notices in specific circumstances. 

6. Phoenixing and Repeated Non-Payment 

Another area of focus for HMRC is so-called “phoenix” behaviour, where a business is allowed to 

fail with unpaid tax liabilities and a new business is established shortly afterwards, often carrying 

on the same activity. 

 

While there are legitimate reasons for restructuring or starting a new business, repeated patterns 

of non-payment followed by continuation of trade can attract scrutiny. 
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Where HMRC believes that liabilities are being avoided through this type of behaviour, it has the 

power to take action against individuals involved, including making them personally liable for 

certain tax debts. 

 

This is not triggered by a single failure, but by patterns of behaviour that suggest that tax 
obligations are not being treated appropriately. 

7. Timing: The Most Overlooked Factor 

In many cases, the issue is not whether funds were extracted, but when they were extracted. 

 

A dividend taken during a period of profitability, where the company is clearly able to meet its 

obligations, is unlikely to raise concern. The same dividend taken at a point where the company is 

struggling to meet liabilities may be viewed very differently. 

 

This creates a subtle but important point. Directors need to consider not just whether a payment is 

technically permissible, but whether it is appropriate in the context of the company’s financial 

position. 

 

The closer a company moves towards financial difficulty, the more cautious that approach needs 

to become. 

8. Practical Risk Areas in Owner-Managed Businesses 

In practice, the following areas tend to create the greatest exposure: 

- Large dividends taken without considering upcoming tax liabilities   

- Overdrawn director loan accounts that are not repaid   

- Failure to set aside funds for corporation tax   

- Continuing to extract funds during periods of declining cash flow   

 

These are not unusual situations. They often arise not from deliberate behaviour, but from a lack 

of forward planning or a misunderstanding of how obligations build up over time. 

 

However, once the company reaches a point where it cannot meet its liabilities, these factors are 

likely to be examined more closely. 

9. Key Takeaways 

The principle of limited liability remains fundamental, but it is not absolute. Where a company is 

unable to pay its corporation tax, the default position is that the liability remains with the company. 

However, that position can change where the director’s conduct is brought into question. 

 

The key factors are behaviour, timing and awareness. Decisions that are reasonable in a profitable 

business can become problematic in a business under financial pressure. 

 

In many cases, the difference between a straightforward insolvency and a more complex position 

comes down to how the business was managed in the period leading up to the liability arising. 
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10. Talk to us 

If you are concerned about your company’s ability to meet its tax liabilities, or if you have taken 

funds from the business in a period of uncertainty, it is worth reviewing the position before issues 

escalate. 

 

We can assess your exposure, review how funds have been extracted, and help you understand 

whether any risk areas exist. Where appropriate, we can also help you restructure or plan future 

extraction in a way that reduces potential exposure. 

 

As with most areas of tax and compliance, early intervention provides the greatest flexibility. 

 

You can: 

 
• Email: info@drs-tax.com 

• Telephone: 020 8059 1891 

• Submit an enquiry via our Contact Us page 

• Book a free 15-minute consultation  

mailto:info@drs-tax.com
https://www.drs-tax.com/contact-us/
https://drstax.simplybook.it/v2/
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