
Lesson 12: Deposits – Chapter 3 and 4 - Escrow

Hello and welcome back to our lesson on escrows in lieu of deposits.  In our last few lessons, we

have been learning about when and how a payor or withholding agent deposits taxes withheld

under section 3406 for backup withholding and chapters 3 and 4.  Here, we will learn about a

special nuance rule for chapters 3 and 4.

There are certain instances where the rules allow a payor or withholding agent to set aside a

withheld amount in escrow instead of depositing the tax.  This means that the payor or

withholding agent can withhold the taxes, but not deposit them.  Instead the payor or

withholding agent sets the deposit money aside and does not remit to the IRS.  Without this

special rule, penalties generally apply to amounts withheld and not deposited with the IRS

based on the rules we just learned in the last lesson.  For this escrow rule, a participating FFI,

remember what those are – they are non-U.S. financial institutions that have entered into an

agreement with the IRS to be compliant under chapter 4 – so, a participating FFI that withholds

tax on a chapter 4 withholdable payment that is not subject to chapter 3 withholding or backup

withholding under section 3406 made to a recalcitrant account holder of a dormant account

may, in lieu of depositing the withheld tax, set aside the amount in escrow until the date that

the account ceases to be a dormant account.  Ah what does all of this mean?  There are special

rules under chapter 4 for accounts that have been dormant for a period of time, meaning that

the financial institution has an inactive account where the account holder has not initiated a

transaction with regard to the account or any account held with the financial institution in the

last three years and the account holder has not communicated with the financial institution that

maintains the account for the last six years.  So, when that account stops being dormant, the tax

withheld becomes due 90 days following the date that the account stops being dormant if the

account holder does not provide the FFI with the required documentation.  Alternatively, if the

dormant account holder provides the correct documentation establishing a status that does not

require chapter 4 withholding, then the withholding agent or payor may refund that amount

and not deposit it with the IRS.  As you can see this rule is very limited, but important to know.



Now, for chapter 3, a withholding agent that withholds on certain payments that include an

undetermined amount of income, the withholding agent or payor may set aside 30 percent of

the payment in escrow until it is able to make a determination.  If the withholding agent is not

able to determine whether the payment is a chapter 4 withholdable payment, because it does

not know whether it is U.S or non-U.S. source or it does not know the type of income, then the

payor or withholding agent may set aside 30 percent of the payment to hold in escrow for

chapter 4 purposes.

So, these rules were meant to help payors and withholding agents working through the difficult

implementation rules under chapter 4.  Since there was more to determine and identify and

situations where withholding agents and payors simply would not be able to make any

determinations at that time of payment and it would be unfair or they would be unable to

withhold anything, the rules softened the deposit requirements to allow for an escrow until the

withholding agent or payor was able to sort things and make a reasonable determination.  This

is something we see quite often in the partnership world, where partnerships are unable to

identify the source or character of income that will be paid or distributed to a partner in the

future. This can happen, for example, when the partnership income is coming from another

partnership.  The character may not be know until the other partnership files its return.

Sometimes they use this rule to set aside the withholding until they are able to make the

correct determination and apply appropriate withholding to the chapter 3 or 4 amount.

And with that, we move on to our lesson on how to deposit or the electronic deposit

requirement.  See you then!


