Byrne v. United States of America

UNITED STATES DISTRICT COURT
EASTERN DISTRICTOF MICHIGAN
SOUTHERN DIVISION

ROGERBYRNE,
Plaintiff / Counterclaim Defendant, Case No. 06-12179
V. SENIORUNITED STATES DISTRICT

JUDGE ARTHUR J. TARNOW
UNITED STATES,
Defendant / Counterclaimant,

V.

ErIC Kus,
Counterclaim Defendant

FINDINGSOF FACT AND CONCLUSIONSOF LAW; ORDER TO SUBMIT PROPOSED
JUDGMENT

This matter came before the Court ong22, 2015, for a bench trial. After

the trial concluded on June 24, 2015, @murt took the matter under advisement.

The Court now issues the following finding$ fact and conclusions of law in
accordance with Federal Rule®@ivil Procedure 52(a)(1).

The Court concludes that Byrne andskwillfully withheld payroll taxes for

the third and fourth quarters of 2000 aré liable for those taxes under 26 U.S.C.
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8 6672(a). The United States is ordetegdubmit a proposed judgment within 30
days after issuance of this Order.
FINDINGS OF FACT

In 1998, Eagle Picher Corporatian]arge manufacturing concern, owned a
division that produced interior trim parts for automobiles that the company sold to
vehicle manufacturers like Genedbtors (GM), Ford, and ChryslerThe trim
division’s factory was located in KalkasKslichigan. Hundreds of employees, in
manufacturing and in administration, worka&tthe Kalkaska plant. Eagle Picher’s
trim division also had a sales office iretbetroit area, 250 miles to the southeast
of Kalkaska. In 1998, Eagle Pichaut its trim division up for sale.

Eric Kus and Gary Anderson decidedlioy Eagle Pitcher’s trim division.
They assembled a small group of investaronsisting of Ks, Anderson, Roger
Byrne, Bernard Fuller, Jim Kerstiens, KEasterday, and Dorsey Anderson. They
negotiated a $15 million purcka price with Eagle Piehn; negotiated a financing
package with General Motors Accapte Corporation Business Credit LLC
(GMAC); and closed the deal effective tOloer 31, 1998. Tdake possession of
the purchased property, Eagle Trim, Imnd Eagle Land Holdings, LLC were
created. The new ventureaypted through Eagle Trim. Eagle Land was just a

holding company for the real estate.



Part of the financing package was a revolving line of credit provided by
GMAC to Eagle Trim. The financing agnment gave GMAC the right to have an
accounting firm of its choice examinedt@ Trim’s business records on a periodic
basis. GMAC used different firms, including Lendgervices and lannuzzi &
Darling, LLC, to conduct these “collatéreeviews.” The collateral reviewers’
findings were provided directly to GMAC, not Eagle Trim, and were not routinely
shared with Eagle Trim.

The GMAC financing agreement alsequired Eagle Trim to provide
GMAC with annual financiastatements audited by a CPA firm. Eagle Trim hired
the CPA firm of Weber, Curtin, & Drakd}.C. (WCD) to conduct these year-end
audits and to prepare Eagleim’s corporate income taseturns. In a December
10, 1998 letter describing tiseope of its services (Exhibit 4), WDC stated that it
would design its audits “to provide reasblgassurance of detecting errors or
fraud that would have a material effegh the financial statements.” WDC
cautioned, however, that its audits weutot include a detl@d check of the
company’s transactions and accordinglypuld not constitute a guarantee of
accuracy.

Upon Eagle Trim’s formation, Kus wahe Chairman and Chief Executive

Officer (CEO) of Eagle Trim. Roger Bye was the president of Eagle Trim.



Bernard Fuller was the controller at Eaglrim. Fuller's controller position
required him to assume new duties, inahgdpayroll tax depats and payroll tax
returns. On January 29, 1999, WCD provided Fuller with the forms he needed to
ensure that Eagle Trim’'s tax liabilitieemained current. WCD also enclosed
several pages from a Circular E that pd®d instructions on how to prepare and
file payroll taxes.

In early 1999, Kus and Byrne leathéhat Fuller had not been depositing
payroll taxes with the IRS on time, andstHailure resulted in a large penalty
assessment against Eagle Trim. tAe year 1999 progressed, Kus and Byrne
decided that Fuller was not adequateérforming his duties. On December 17,
1999, Kus gave Fuller a handwritten listtaEks he needed to start completing
accurately and timely.

On March 6, 2000, GMAC’swditor Lender Servicesent a letter (Exhibit
11) to GMAC. The letter stated thd&fagle Trim had provided inadequate
supporting documentatn for Lender Services’ collateral reviews and
recommended, among otherinips, that Eagle Trim implement procedures to
“[e]nsure all tax paymentsre made timely with supporting detail retained.”
GMAC forwarded this letter to Eagle ifit, and it was reviewed by Kus. On

March 14, 2000, Fuller serat letter (Exhibit 13) to GMAC, responding to the



points raised by Lender Services. Fuller acknowledged thatidsed two payroll

tax deposits during Eagle Trim’s switch fmoNorthwestern Bank to National City
Bank, but asserted that Eagl'rim was then currentith all tax deposits. Fuller
copied Kus and Byrne on this correspondence.

On March 16, 2000, WCD sent a let{&xhibit 14) to Kus, copying Byrne
and Fuller. The letter advised Eagle Trahdeficits in its accounting practices,
which WCD had observed while conducting 1899 audit. The letter also stated,
however, that WCD’s observations didtrdiscover any “material weaknesses,”
defined as conditions in which Eagle Trsmnternal control structure failed to
“reduce to a relatively low level the rigkat errors or fraud in the amounts that
would be material in relation to the finaalcstatements being audited may occur.”
WCD recommended in its letter that Eagle Thire an assistant controller with an
accounting degree.

On April 3, 2000, accountant Kelly @an joined Fuller's staff as his
assistant controller. Gilman did notricke payroll tax deposits or payroll tax
returns. In July 2000, Andrew Jones was hired ageE&rim’s Chief Financial
Officer. Jones reported twth Kus and Byrne on financial aspects of Eagle Trim.
Fuller reported to Jones and provided humh monthly financial statements for

his review.



On October 2, 2000, the IRS sentglEaTrim a notice (Exhibit 20) of a
penalty assessed for unpaidypml taxes for the first garter of 2000. The notice
stated that $98,622.32 had not been paithwever, the notice also stated that a
$98,622.32 payment was being appliedBagle Trim’'s account and would be
reflected on its next notice. David Deka WCD partner, met with Fuller to
discuss the penalty. Fuller informed Drdkat he had paid the payroll taxes late
because of difficulties associated wiagle Trim’s switch from Northwestern
Savings Bank to National City Bank. Hmid that he had contacted the IRS
several times about the issue and thaltR representative had informed him that
Eagle Trim had made all panll tax deposits in full and on time since June 14,
2000.

Drake took Fuller at his word. On @ber 16, 2000, Drake sent the IRS a
letter (Exhibit 22) repeatinguller's explanation for théate payroll tax deposit.
Drake attached an Eagle Triohmeck to pay the interest on the late payroll taxes
and asked that the penalties be waive@n October 19, 2000, Kus wrote the
following on an Eagle Trim financiaécord (Exhibit 23): “55,000 @MAX payroll
taxes not paid.” On November 10, 2000, Fuller selettar (Exhibit 24) to Kus,
Byrne, and Jones describitite IRS penalty, his meeting with Drake, and Drake’s

request for an abatement of the penalty.



On December 11, 2000, WCD issuedt independent auditors’ report
(Exhibits 25, 61) regarding Eagle Trimfmancial statemes through September
30, 2000. The report opined that the fio@l statements presented Eagle Trim’s
financial position fairly in b material respects. Theport found that Eagle Trim
was current in the paymeaf payroll taxes.

On January 11, 2001, WCD sent anagement letter (Exhibit 28, 64) to
Kus, copying Byrne, Jones, and Fuller. eTlatter identified flaws in Eagle Trim’s
accounting practices observed by WCD in ¢berse of its 200@udit. The letter
included a section devoted to Eagle Trirfdgure to pay payroll taxes in a timely
manner, recounting the IRSmmties assessed for unpaid payroll taxes in 1999 and
the first quarter of 2000. The lettadded that WCD had been informed by
“management” (Fuller) that geoll tax deposits for theecond quarter of 2000 had
been untimely as well, though the IRfad not yet assessed a penalty. WCD
recommended that Eagle Triftake the measures neceass&o ensure that all
payroll taxes and withholdings are dsped in a timely manner.” WCD stated,
however, that its observations did naahver any “material waknesses” in Eagle
Trim’s internal control structure.

In January 2001, GMAC’s auditor Lender Services discovered that Eagle

Trim’'s financial statements were #trdulently overstated. Kus and Byrne



approached GMAC and GM for assistancBagle Trim entered a Forbearance
Agreement with GMAC, dated Jamya 31, 2001, and an Access and
Accommodation Agreement with GM, datée@bruary 2, 2001. At the time the
Forbearance and Accommodation Agreemerdse executed, Kus and Byrne were
unaware that Eagle Trim walelinquent on payroll taxdésr the second, third, and
fourth quarters of 2000. Under the Forbearance and Accommodation Agreements,
GM hired a turn-around firm, BBK Ltd. After execution of the Forbearance
Agreement, both GMAC anBBK reviewed and approdeall funding for Eagle

Trim and had complete controver the flow of money imnd out of Eagle Trim.

In late February 2001, Byrne and Kwere informed that Eagle Trim was
delinquent on its payroll tasteposits for the last three qtexs of 2000. Fuller and
Byrne asked BBK for permission to pay these delinquent payroll taxes, and the
BBK reviewers refused to approve this expenditure. Fuller was fired.

On March 1, 2001, WCD sent a let{&xhibit 62) to Byrne, copying Kus.

The letter explained that due to the disagwe “intentional, improper accounting”
resulting in material misstatements, Eadlrim should nodnger rely on WCD’s
audit reports for 1999 and 2000. The salag, Drake sent a letter (Exhibit 68) to
Byrne explaining that WCD was recalling its audit reports due to the discovery that

Fuller had been making “a series of ineatr inaccurate and/or fictitious entries,



primarily related to tooling receivablepre-paid tooling and accounts payable.”
Drake wrote that “there was a significant effon the part of Mr. Fuller to disguise
these activities, and to prevent their digery in the course of our audits.”

On April 25, 2001, Byrne signed a Chapter 11 bankruptcy petition on behalf
of Eagle Trim in the Eastern Districif Michigan. Eagt Trim eventually
liquidated through this bankptcy proceeding. Thbankruptcy proceeding also
eventually yielded payments to the IRS smme of Eagle Trifre unpaid payroll
taxes.

On July 25, 2005, a delegate of tBecretary of the Treasury separately
assessed Byrne and Kus wii855,668.35 in penaltiasnder I.R.C. § 6672 for
Eagle Trim’s unpaid payroll taxes in thesighree quarters of 2000. Byrne paid
$1000 to the IRS and then filed a clain #orefund of the $1000 and an abatement
of the penalty. The IR8enied this claim.

On May 11, 2006, Byrne filed his Compla[1] in this case. On July 14,
2006, the United States filed its Answaand Counterclaim [6], which included a
third-party claim against Kus. On Septber 5, 2006, Kus filed an Answer and

Counterclaim [11] to the United States’ third-party claim against hirhselfn

! Other claims in the case have beenlkesb The United States filed a third-party
claim against Fuller, which was resolvetth the entry of a Stipulated Judgment

[39] in the amount of $533,284.28 agaiRstler on Februarg8, 2008. Byrne and
9



May 12, 2008, the Court issued an Orf{#] granting summary judgment to the
United States on its claims against Byarel Kus. Byrne anlus appealed. On
September 4, 2012, the Sixth Circuitveesed the Court's grant of summary
judgment and remanded for further prodegd. Byrne and Kus filed a Renewed
Motion for Summary Judgment [70] on December 10, 204Hdich the Court
denied in an Order [96] issued June 16, 2015. The case prddeetibench trial.
CONCLUSIONSOF LAW

Any person required to pay over fedaexes who willfullyfails to do so is
liable to a penalty in an amount eq@althe unpaid taxes. 26 U.S.C. § 6672(a).
“[A]ln individual is liable unde § 6672(a) if he or shd.) is responsible for paying
the taxes and 2) willfully fails to turn over the tax money to the government.”
Byrne v. United Sates, 498 F. App’x 555, 560 (6tiCir. 2012) (unpublished)
(citing Bell v. United Sates, 355 F.3d 387, 393 (6th Cir. 2004)). Byrne and Kus
are “responsible persons,” satisfying the first elemdut. However, 8 6672(a)
does not “impose liability without personal fault3odov v. United States, 436
U.S. 238, 254 (1978). Moreover, the dsgof personal fault must exceed mere

negligence.Byrne, 498 F. App’x at 561 (citingsephart v. United Sates, 818 F.2d

Kus also filed crossclaims against each o#red against Fuller. On February 3,
2011, Byrne and Kus filed a Stipulation and Voluntary Dismissal Without

Prejudice [59] of their crossclaims.
10



469, 475 (6th Cir. 1987)). The willfulness element igstablished only if the
responsible person “either [1] delibergtedr recklessly disregarded facts and
known risks that the taxes were not lgeaid, or [2] had knowledge of the tax
delinquency and knowingly failed to rectifywhen there were available funds to
pay the government.’ld. The Sixth Circuit identified factual disputes on both of
these prongs to be resolved on rematlat 561-63.

At issue is Byrne and Kus'’s liability for payroll taxes unpaid by Eagle Trim
in the third and fouh quarters of 2000. Byrne and Kus bear the burden of
showing that they diahot willfully withhold these taxesld. at 560. The Court
concludes that Byrne and Kus havetrttas burden on one prong, but not the
other. At no time did Byrne and Kus have actual knowledge of the tax
delinquency and fail to use unencumbefedds to pay it. However, prior to
acquiring actual knowledge, Byrne and Kus teskly disregarded the risk that the
taxes had not and would not paid. Therefore, Byrnand Kus willfully failed to
turn over payroll taxes fahe third and fourth quarterof 2000 and are liable for
those unpaid taxes und@ 6672(a).

l. Actual Knowledge

% The parties stipulated at trial tHaagle Trim’s unpaid payroll taxes for the

second quarter of 2000 are no longer at issue.
11



At no time did Byrne and Kus haeetual knowledge of the tax delinquency
and fail to rectify it with unecumbered funds:[T]he failure topay taxes will not
be deemed willful unless there are noembered funds available to pay the
outstanding taxes.'Ghandour v. United Sates, 36 Fed. Cl. 53, 62 (Fed. Cl. 1996);
see also Huizinga v. United Sates, 68 F.3d 139, 145 (6th Cir. 1995). Byrne and
Kus did not acquire actual knowledge tiie delinquency until after the
Forbearance Agreement was executed @RBAC/BBK assumed control of Eagle
Trim’s expenditures. Under the Forbaace Agreement, Kus and Byrne lacked
the ability to pay any creditors, including the I1RSAccordingly, their failure to
divert funds to the IRS did not constittevillful failure to pay the taxes.

1. RecklessDisregard
Byrne and Kus recklessly disregardeawn risks that the payroll taxes for

the third and fourth quarters of 2000 waulot be paid. The Court draws support

® The Sixth Circuit, relying on “compieg affidavits” of Mark Matheson and
Anthony Pierfelice, identified a factualsgiute regarding Byrne and Kus’s ability
to pay creditors after executiasf the Forbearance AgreemenByrne, 498 F.
App’x at 563. On remand, Mathesonbsiitted a new affidavit, in which he
agreed with Pierfelice that Byrne and Klacked sufficient control over the funds
to pay the IRS. The United States présdmo evidence at trial to rebut evidence,
including Pierfelice’s sworn statementshis affidavit (Exhibit 75), that the funds
sourced to Eagle Trim accounts undex Horbearance Agreement were not Eagle
Trim property; that Eagle Trim held th®sunds in trust; and that no person at
Eagle Trim had the ability to make ymaents with those funds without BBK

approval.
12



for this conclusion frondenkins v. United Sates, 101 FedCl. 122 (Fed. Cl. 2011).
In Jenkins, the plaintiff CEO and CFO testifiedahas of April 1995, he had been
informed by the company president ttigtere had been a lapse in the timely
payment of [payroll taxes], that it hamseen remedied, and [the president] had
negotiated an installment agreement that he was then operating under with the
approval of the IRS.”Id. at 127 & n.10. The plaintiff admitted, under cross-
examination, that he “did nothing to verifihe president’s] claims that the taxes
were being paid.”ld. 127 n.10. The Court of Federal Claims found that by this
point, the plaintiff knew thg@resident “was unreliable in ensuring that proper and
timely tax payments woulde made,” and therefofeould no longer operate on
the good faith belief that [the compangdathe president] would ensure that the
back taxes were paid.ld. at 135. Thereafter, theoart concluded, the plaintiff
“should have monitored whether thexes, in fact, were being paid.ld. By
failing to do so, the courtonicluded, the plaintiff recklessly disregarded a known
risk that the taxes were not being paid.

Here, the Court concludes that Byared Kus exhibited similar recklessness
by relying on Fuller to pay the payrdtixes. Before executing the Forbearance
Agreement, Byrne and Kus knew that Fulhead failed to pay payroll taxes when

due in 1999 and for the first and secondrgers of 2000. Accordingly, they knew

13



that Fuller “was unreliable in ensuringathproper and timely tax payments would
be made.”ld. By failing to take action to veyi timely payroll tax deposits for the
third and fourth quarters of 2000, ByrnedaKus recklessly disregarded a risk that
the taxes would not be paid.

Byrne and Kus may have believed #&ras no need for them to personally
verify timely deposits, since WCD walldo so. Indeed, WCD’s January 2000
audit report indicated that Eagle Trinad no current tax delquency. Further,
Byrne and Kus knew that Drake (the “Df WCD) had written a letter to the IRS
repeating Fuller's bank-relateexcuses for missing the déad for the first quarter
of 2000, as well as Fuller’'s claim tovebrought Eagle Trim up-to-date with the
IRS as of October 2000. The Courtkaowledges that these facts make the
recklessness issue a close call.

However, Byrne and Kus could notyen WCD to verify that Fuller had
become a responsible taxpayer withonaking any inquiry into what WCD
actually did to review his performance o§lpayroll tax duties.Drake testified at

his deposition (incorporated into the recatdrial) that when he drafted his letter

* Unpaid taxes become “late” taxes omigtroactively, as a result of a back
payment. Byrne and Kus executed #arbearance Agreement knowing that it
would render Eagle Trim unable to keaback payments without third-party
approval. At that point, the risk that Fuller had not yet madk payments for the

third and fourth quarters @000 was equivalent to aski that the payments would

never be made.
14



to the IRS regarding the penalty for thesfiquarter of 200Qall he did was write
down Fuller's “story” regarding the miss@adyments and add some formality to
the languagé. By implication, Drake did nothing teerify the “story.” In fact, the
letter itself hinted that Drake did nottg® the bottom of what had happened,;
Drake wrote that “for some reason,” Farls use of the wrong checking account to
make payroll tax deposits was miscovered for two months.

WCD’s January 2000 managementtde similarly hinted that WCD was
relying on Fuller for information abouthe payroll tax deposits rather than
verifying his claims. The letter stateédat “management” (Fuller) had informed
WCD of the reason for the late depositsl899 and, more troublingly, of the fact
that deposits for theecond quarter of 2000 had also been late, though no penalty
had yet been assessed. WCD did nporeany explanation from Fuller for the
untimely deposits for the second quartdr 2000, let alone report that it had
investigated Fuller's explanatiofsIn fact, WCD’s letter highlighted the risk of

continued untimely paymengnd offered no concrete sugtjens for averting that

> Fuller's story was that (1) he mismanagettansfer of Eagle Trim’s accounts to
a new bank, causing genefalancial disarray, and (Zfter transfer to the new
bank was completed, he nakenly issued payroll tax deposits against the payroll
checking account instead thie general checking account.

® The report of late payments for tBecond quarter of 2000 should have been
especially alarming to Byrne and Kus ight of the fact that Fuller neglected to
mention them in his Novembéatter regarding the IRS penalty for the first quarter

of 2000.
15



risk, indicating that Fuller’s reliability weastill in question and that WCD had not
examined it in any comprehaws manner. In this context, the information from
WCD was no cure for Byrne and Kus’s rexdsness in relying on Fuller to fulfill
duties he had fulfilled so unreliably in the past.
CONCLUSION

The Court concludes that Byrne andskwillfully withheld payroll taxes for
the third and fourth quarters of 2000 aaré liable for those taxes under 26 U.S.C.
§ 6672(a).

IT IS ORDERED that the United States will submit a proposed judgment

within 30 days after issunce of this Order.

SO ORDERED.
s/Arthur J. Tarnow
Arthur J. Tarnow
Dated: August 4, 2015 Senionited States District Judge
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