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The TRUST FUND DOCTRINE
Under Philippine Corporate Setting
by Cesar L. Villanueva*
Corporate borrowings, aside from direct equity investments, often constit?te
the largest source of financing for large undertakings in modern settings. It 1s a
business truism that opportunity should be taken of making profits out of the
money of others. The important function of debt financing in the commer~ial'
world has spawn devices to encourage creditors to lend to corporate debtors w1th
an assurance of adequate protection against rapacious directors and officers, who
may or may not connive with stockholders.
The "trust fund doctrine" is a more-than-a-century-old corporate. theory
developed in the United States which seeks to protect the interests of corporate
creditors, and is deemed to have been implanted in our jurisdiction with the
adoption >.of the Corporation Law 1 patterned aftqr American corporate statutes,
and carried over to the present Corporation Code.
The article discusses what facets ofthe American doctrine has been adopted
under Philippine jurisdiction.
Historical Background
The trust fund doctrine is a judicial invention credited to Justicj Stor~,
which he first enunciated in the 1824 decision in Wood v. Dummer. A sUJt
in equity was ,brought by creditors of a banking corporation to hold the stockholders of such corporation personally liable, it appearing that the greater p~t
of the capital of the corporation had been distributed to the stockholders as dlVldends, thereby rendering the bank insolvent and leaving the creditors unpaid.
Justice Story announced the doctrine a; follows: "It appears to me very clear
upon general principles, as well as the legislative intention, that the capital stock
of banks is to be deemed a pledge or trust fund for the payment of the debts
contracted by the bank, The public, as well as the legislature, have always
sup_i)osed this to be a fund appropriated for such purpose. Ti.1e individual stockholders are not liable for the debts of the bank in their private capacities. The
c!1arter relieves them from personal responsibility Jnd substitutes the capital
stock in its stead. Credit is universally given to this fund by the public, as the only
meam of repayment. During the existence of the corporation it is the sole property of the corporation, and can be applied only according to its charter, that is,
as a fund for the payment of its debts, upon the security of which it may discount
and circulate notes. Why, otherwise, is any capital stock required by our charters? If the stock may, the next day after it is paid in, be withdrawn l>Y the stockholders without payment of the debts of the corporation, why is its amount so
studiously provided for, and its payment by the stockholders so diligently
required? To me this point appears so plain upon principle$ of law, as well as
common sense, that I cannot be brought into any doubt, that the charters of our
banks make the capital stock a trust fund for the payment of all the debts of
the corporation. The bill holders and other creditors have the first claims_ u~on
it:and the stockholders have no rights, until all the other creditors .are satlsfJecl.
They have the full benefit of all the profits ma~e by the estabhs!1ment, a~d
cannot take any portion of the fund, until all the other claims on 11 are extmuuished. Their rights are not to the capital stock, but to the residuum after all
demands on it are paid ... If I am right in this position, the principal difficulty
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in the cause is overcome. If the capital stock is a trust fund, then it may be followed by the creditors into the hands of any persons, having notice of the trust
attaching to it. As to the stockholders themselves, there can be no pretense to say,
that, both in law and fact, they are not affected with the most ample notice. The
doctrine of following trust funds into the hands of any persons, who are not innocent purchasers, or do not otherwise possess superior equities, has been long
established."4
In adopting the rule, the U.S. Supreme Court held: "Though it be a doctrine
of modern date, we think it now well established that the capital stock of the
corporation, especially its unpaid subscription, is a trust fund for the benefit of
the general creditors of the corporation. And when we consider the rapid development of corporations as instrumentalities of the commercial and business world
in the last few years, with the corresponding necessity of adapting legal principles
to the new and. varying exigencies of this business, it is no solid objection to such
a principle that it is modern, for the occasion for it could no sooner have
arisen."5
Over the years the doctrine received close scrutiny by state supreme courts
and the U.S. Supreme Court itself, with the controversy centering on the proposition as to whether or not the capital stock of a corporation is a trust fund for the
benefit of creditors, and as such whether the capital stock should be protected
and administered as such by the courts. Thus, in invoking the doctrine it was
contended that a corporation debtor does not stand on the same footing as an
individual debtor; that while the latter has supreme dominion over his own property, a corporation is a mere trustee, holding its property for the benefit of its
stockholders and creditors, and that if it fails to pursue its rights against third
persons, whether arising out of fraud or otherwise, it is a breach of trust, and corporate creditors may come into equity to· compel an enforcement of the corporate duty.6
To such a legal position the U.S. Supreme Court held: "A corporation is a
distinct entity. Its affairs are necessarily managed by officers and agents, it is true,
but, in law, it is as distinct a being as an individual is, and is entitled to hold property (if not contrary to its charter) as absolutely as an individual can hold it.
x x x When a corporation becomes insolvent, it is so far civiliy dead that its
property may be administered as a trust fund for the benefit of its stockholders
and creclitors. A court of equity, at the instance of the prcper parties, will then
make those funds trust funds, which, in other circumstances, are as mucJ"i the
absolute property of the corporation as any man's property is liis. We see no
reason why the disposal by a corporation of any of its property should be questioned by subsf:quent creditors of the corporation any more than a like disposal
by an individual of his property should be so. The same principle of law apply to
each."7 In a clearer language, the U.S. Supreme Court held in another case:
"When a corp0ration is solvent, the theory that its capital stock is a trust fund
upon which there is any lien for the payment of its debts has in fact very little
foundation. No general ~reditor has any lien upon t;le fund under sL.ch circumstances, ar,d the right of the corporation to deal with its property is absolute so
long as it does not violate its charter or the law applicable to such corporation."8
It is generally accepted that the proper scope of the trust fund doctrine is
as follows: that the capital stock of a corporation, as well as all its other property
and assets are generally regarded in equity as a trust fund for the payment of

