Case Shows Tricky Issues with
Making “Deposits” with the IRS to
Stop Interest Accrual during Lengthy
Tax Disputes

By Hale E. Sheppard*

I. Introduction

Tax disputes with the Internal Revenue Service (“IRS”) can last a very long time,
even under normal circumstances. The duration of these battles has increased
significantly in recent years because of delays triggered by the Coronavirus. These
holdups cause taxpayers ongoing anxiety and uncertainty. They also hurt taxpayers
financially, as interest charged by the IRS on the ultimate liability (which cov-
ers both taxes and penalties) continues to accumulate while the fighting ensues.
Taxpayers who are aware of this economic reality often seek potential solutions,
among them making a “deposit” with the IRS to halt interest. The rules and issues
associated with doing so are complex, of course, and they prevent some taxpay-
ers from achieving their goals. This article analyzes key issues related to making
“deposits” with the IRS, using a recent Tax Court case, Ahmed v. Commissioner,
as a point of reference.'

Il. Taxpayers Face a Conundrum

When taxpayers are embroiled in a dispute with the IRS, and the IRS “proposes”
additional taxes and penalties, they generally have three main options, each of
which has its pros and cons.
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A taxpayer can fight the IRS to conclusion without first paying the IRS anything.
This is the typical scenario where (i) an individual taxpayer files his Form 1040
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(U.S. Individual Income Tax Return) on April 15 of Year
One, (ii) the IRS starts an audit about two years later
and then issues an unfavorable Examination Report,
(iii) the taxpayer disputes the Examination Report
by filing a Protest Letter and then participating in an
administrative conference with the Appeals Office, (iv)
if the taxpayer is unable to reach an acceptable settle-
ment with the Appeals Office, then the IRS issues a
Notice of Deficiency, and (v) the taxpayer elevates the
fight by filing a Petition with the Tax Court. During
this lengthy process, the taxpayer retains his money,
investing or otherwise using it. This may be financially
beneficial for the taxpayer. However, if the Tax Court
ultimately determines that the IRS was completely or
partially correct in its Notice of Deficiency, then the
taxpayer must pay not only the outstanding taxes and
penalties but also interest on both items. To exacerbate
matters, interest runs from the date on which the Form
1040 in dispute was due (i.e., April 15 of Year One) until
the taxpayer finally makes full payment in response to
the decision by the Tax Court.? This often means many
years of interest accumulation.

B. Second Option—Paying and Then
Fighting

In an effort to avoid the buildup of interest on potential
taxes and penalties, the taxpayer could pay the entire
amount proposed by the IRS right away, file a timely
Claim for Refund with the IRS, and if the IRS either
ignores the Claim for Refund or rejects it by issuing a
Notice of Disallowance, then the taxpayer can file a Suit
for Refund in the appropriate District Court or Court
of Federal Claims.? The upside to this method is that
the taxpayer avoids interest charges because, well, there
is no underpayment on which they can run. There are
several downsides, though. The biggest might be that
the taxpayer will no longer be able to invest, spend,
pledge, collateralize, bet, loan, or otherwise utilize his
money because he paid it to the IRS. Another problem
is that the taxpayer will lose access to the Tax Court,
because it generally lacks jurisdiction over refund actions.
Additionally, if the taxpayer were to change his mind
about the payment to the IRS, he could not recover the
money on demand; he would have to wait until final
resolution of the refund action. One final drawback is
that even if the IRS or District Court were to agree with
the taxpayer that an overpayment existed, the taxpayer
might still not get the corresponding refund because the
IRS has the authority to unilaterally use such overpay-
ment to “administratively offset” other liabilities of the
taxpayer.*
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C. Third Option—Depositing and Then
Fighting

As explained later in this article, the taxpayer could make
a “deposit” with the IRS pursuant to Code Sec. 6603 and
Rev. Proc. 2005-18. The most significant advantage of
depositing money with the IRS is that it generally stops
interest accrual during the pendency of the dispute. Several
disadvantages exist, the most important being that the IRS
has the right not to return a deposit, if the IRS determines
that doing so would jeopardize its ability to collect the
relevant liability and/or if the taxpayer has liabilities for
another period that could be “administratively offset”
using the funds on deposit. Also, making a deposit deprives
the taxpayer of gainful use of the money during what
might turn out to be a multi-year dispute with the IRS.?

I1l. Making a “Deposit” with the IRS

Readers need additional information about mak-
ing “deposits” with the IRS in order to appreciate the
recent Tax Court case addressed in this article, Ahmed v.
Commissioner.

A. General Description

The notion of depositing money with the IRS, instead
of simply making an advance payment to the IRS, is not
new. The courts have recognized it since 1945, the IRS
has issued six separate Revenue Procedures on the sub-
ject over the years, and Congress codified it in 2004 by
enacting Code Sec. 6603.¢ Notwithstanding its lengthy
existence, many taxpayers and their advisors are unaware
of the “deposit” option. Even if they know of it broadly,
they often lack details about critical procedures, as this
article demonstrates.

Under current law, taxpayers generally have the option
of making a “deposit,” as opposed to a “payment,” with
respect to certain tax liabilities that have not yet been
assessed.” To the extent that the IRS ultimately uses the
deposit to satisfy the liabilities, the taxes shall be treated as
having been paid by the taxpayer on the date that he made
the deposit.® Simply put, the “deposit” rules essentially
provide a device for taxpayers to halt the accrual of interest
(on both tax liabilities and penalties) during the pendency
of a dispute with the IRS, which might last years.’

The legislative history provides a helpful example:

[A]ssume a calendar year individual taxpayer deposits
$20,000 on May 15, 2005, with respect to a disput-
able item on its 2004 income tax return. On April
15,2007, an examination of the taxpayer’s year 2004
income tax return is completed, and the taxpayer and
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the IRS agree that the taxable year 2004 taxes were
underpaid by $25,000. The $20,000 on deposit is
used to pay $20,000 of the underpayment, and the
taxpayer also pays the remaining $5,000. In this case,
the taxpayer will owe underpayment interest from
April 15,2005 (the original due date of the return) to
the date of payment (April 15, 2007) only with respect
to the $5,000 of the underpayment that is not paid
by the deposit. The taxpayer will owe underpayment
interest on the remaining $20,000 of the underpay-
ment only from April 15, 2005 to May 15, 2005, the
date the $20,000 was deposited.'

B. Key Aspects

Taxpayers must be aware of several limitations on making
“deposits.” For instance, taxpayers can only make deposits
of certain types of taxes. Code Sec. 6603(a) states that
deposits are available for taxes imposed under “Subtitle A
or B or Chapter 41, 42, 43, or 44” of the Internal Revenue
Code. What the heck does that mean? Well, this is vexing
to even seasoned tax professionals. Suffice it to say that
taxpayers can only make deposits of income, gift, estate,
generation-skipping, and certain excise taxes."

Another important tip is that taxpayers can only make
deposits with respect to taxes that the IRS has not yet
“assessed.” Several sources explain that deposits only
pertain to taxes that have “not been assessed at the time

of the deposit.”"?

IV. Substantive and Procedural Issues

Understanding Ahmed v. Commissioner would be impos-
sible without some background on a few substantive and
procedural issues.

A. Trust Fund Recovery Penalties

Several situations exist where the Internal Revenue Code
forcibly deputizes a party, making it serve as an involuntary
tax collector for, and information reporter to, the IRS. For
example, employers must withhold income taxes and cer-
tain other amounts from the compensation they pay their
employees, safeguard such funds for the IRS temporarily,
and then remit them to the IRS at the appropriate time,
along with various returns. If employers fail to complete
these duties, then the IRS can make various individuals
afhliated with the employers personally liable for the
unpaid amounts. This mechanism is called the trust fund
recovery penalty (“TFRP”). Despite its name, the TFRP
does not function like a “penalty,” but rather as a second-
ary tax collection method for the IRS.
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Before the IRS may assert a TFRD, it must show that
(i) the relevant individual was a “responsible person,” and
(ii) such individual “willfully” failed to collect, truthfully
account for, and pay over certain amounts.”> A Policy
Statement by the IRS afhirms that “[r]esponsibility and
willfulness must both be established.”'*

The term “responsible person” is not defined in the
Internal Revenue Code or the corresponding regulations.
Accordingly, one must turn to other sources. Some courts
have held that an individual will be considered a “responsi-
ble person” only if he has the last word, ultimate authority,
or absolute control regarding a company’s financial affairs
and the payment of creditors."”” However, most courts have
adopted a lower standard, determining that an individual
is “responsible person” if he had a significant authority or
control.'® The IRS’s own standards are instructive, too.
According to the Internal Revenue Manual, responsibility
for purposes of the TFRP is generally “a matter of status,
duty and authority.”"” In summarizing the relevant case
law, the Internal Revenue Manual explains that certain
acts that an individual performs and certain positions
that he holds tend to indicate that he is a “responsible
person.” Among these are where the individual (i) is an
officer, director, and/or shareholder in the company, (ii)
controls the company’s voting stock, (iii) can hire and fire
employees, (iv) decides which creditors to pay, (v) signs
or files employment tax returns, (vi) makes federal tax
deposits, (vii) controls payroll and other disbursements,
(viii) sign checks, or (ix) controls the financial affairs of
the company.'®

Even if an individual is a “responsible person,” he will
not be liable unless his actions or inactions were “will-
ful.” Some courts dictate that “willfulness” exists where
the responsible person (i) was aware that taxes remained
outstanding, yet signed checks paying other creditors,
or (ii) acted “grossly negligent” or in “reckless disregard”
of the fact that the taxes were due and would not be
paid."”” Other courts have held that where a responsible
person lacks knowledge that the trust fund taxes were
not being paid to the IRS, “willfulness” does not exist,
unless the responsible person’s ignorance is the result of
recklessness.?® Still other courts have determined that
mere negligence by an individual does not equate to
“willfulness” for these purposes.?! The IRS, for its part,
takes the position that “willfulness” means “intentional,
deliberate, voluntary, reckless, knowing” failure to pay
employment taxes.”

B. Collection Due Process Hearings

Readers also must have a basic understanding of collection
due process (“CDP”) hearings.
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Taxpayers often have trouble paying their taxes, and the
situation has worsened in recent years as the economy has
struggled in the wake of the Coronavirus. Given this real-
ity, the IRS frequently finds itself taking forced collection
actions, including actions to collect TFRPs.

Within five days affer filing a tax lien, the IRS must
provide the affected taxpayer a Notice of Federal Tax Lien
informing him of various things, including the amount
of the liability and his right to request a CDP hearing.*®
Likewise, the IRS is required to send the taxpayer a Final
Notice of Intent to Levy at least 30 days before it seizes
his property to satisfy tax debts.?* This, too, informs the
taxpayer of his legal right to demand a CDP hearing.

To contest either the tax lien or proposed levy, the tax-
payer must file a timely Form 12153 (Request for a Collection
Due Process Hearing) with the IRS. The taxpayer is entitled
to raise “any relevant issue relating to the unpaid tax or
the proposed levy” at the CDP hearing.” This includes
challenges to the appropriateness of the IRS’s collection
activities, the applicability of innocent spouse relief, and
the taxpayer’s entitlement to a payment alternative, such as
offer-in-compromise or installment agreement.”® In cases
where the taxpayer did not receive a Notice of Deficiency
or have another chance to question an alleged tax liability
earlier, he can do so during the CDP hearing.”’

The Appeals Officer who conducts the CDP hearing
must decide whether the IRS’s tax lien or proposed levy
“balances the need for efficient collection of taxes with
the legitimate concern of the person that any collection
action be no more intrusive than necessary.”*® It should
come as no surprise to tax practitioners that the Appeals
Officer often concludes that the need for swift tax col-
lection prevails. In such cases, the Appeals Officer issues
a so-called Notice of Determination upholding the tax
lien or proposed levy. Down but not altogether out, the
taxpayer still has the right to seek further review, this time
from the Tax Court.”

It is important to note that IRS collections actions
ordinarily are suspended from the time a taxpayer requests
a CDP hearing until the Appeals Office issues its Notice
of Determination.*® This halt on IRS collection efforts
also tends to continue throughout any subsequent Tax
Court litigation.”" At a time when the Appeals Office is
inundated with work and the Tax Court’s docket is con-
sistently full, this collection suspension could last many
months. According to a recent report by the Government
Accountability Office, “the delay in collection activity
until Appeals issues its [Notice of Determination] may be
an incentive to request an Appeal, even though penalties
and interest continue to accrue during the time the case
is with Appeals.”*
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C. Dismissal of CDP Cases on Grounds of
Mootness

Before getting to the case at hand, Ahmed v. Commissioner,
readers need some background on another issue: when the
Tax Court can dismiss CDP cases filed by taxpayers as
“moot.” Several cases elucidate this circumstance.

In Chocallo v. Commissioner, the taxpayer filed a Petition
with the Tax Court to contest a Notice of Determination.*
The IRS later determined that the tax liability it was trying
to collect by levy had been improperly assessed, refunded
certain amounts previously collected, represented to the
Tax Court that it would not pursue any further levy action
against the taxpayer, and moved to dismiss the case as
moot. The Tax Court explained that its jurisdiction in
CDP cases was limited to reviewing the appropriateness of
the proposed levy action. Since the IRS agreed that there
was no longer a tax deficiency on which it could levy, the
Tax Court dismissed the case for mootness.

In Gerakios v. Commissioner, the taxpayer filed a Petition
with the Tax Court to dispute a Notice of Determination.**
At some point during the litigation, the taxpayer volun-
tarily paid the full liability, and the IRS indicated that it
no longer intended to pursue the levy action. The IRS
moved to dismiss the case as moot, and the Tax Court
granted its request.

The taxpayer in Greene- Thapedi v. Commissioneralso filed
a Petition contesting a Notice of Determination.” Later, the
IRS applied the taxpayer’s overpayment in a subsequent year
to offset her liability for the year at issue. In other words, the
taxpayer involuntarily paid the full liability. Thus satisfied,
the IRS informed the Tax Court that it had no intention
of taking further collection actions and requested that the
case be dismissed for mootness. The Tax Court approved.

In Bullock v. Commissioner, the IRS initiated collections
actions, and the taxpayer ultimately filed a Petition for
judicial review with the Tax Court.*® During the adminis-
trative portion, the Appeals Office allowed the taxpayer to
file amended income tax returns for 1993 through 1996.
Those returns revealed that the taxpayer had ample tax
withholding in the relevant years to cover the proposed
deficiency. The IRS indicated that it would not be taking
additional collection actions, and the Tax Court granted
the IRS’s request to dismiss the case for mootness.

Finally, in Demos v. Commissioner, the IRS took col-
lection actions and the taxpayer sought protection from
the Tax Court. Subsequently, the proposed deficiency
was satisfied through a combination of voluntary and
involuntary payments. The IRS suggested that the case
was moot because all the liabilities had been paid and the
tax liens had been released. The Tax Court thus dismissed
the case as moot.”’
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The IRS’s own CDP Handbook contains portions
regarding mootness. Citing several of the cases described
above, it summarizes Tax Court precedent as follows:

If subsequent to [ie., the CDP hearing] the tax,
including all interest and penalty accruals, is fully paid
and the assessment abated, generally the case should
be dismissed as moot. There is no tax liability to col-
lect, the [Notice of Federal Tax Lien] will be or has
been released, the proposed levy will be abandoned,
and there is therefore no case or controversy for the
Tax Court to adjudicate.®®

D. Withdrawal versus Release

The final background issue that readers need to appreciate
Abmed v. Commissioner is the difference between “with-
drawal” and “release” in the context of tax liens.

If a person liable for taxes cannot or will not pay them
after a demand by the IRS, then a lien for the total amount
due (including taxes, penalties, and interest) is created
in favor of the IRS. #? Such a lien covers all personal and
real property belonging to the tax debtor.”” Generally, the
lien remains in effect from the time the IRS assesses the
taxes until the taxpayer fully satisfies them or the general
10-year collection period expires.” Once either of these
two events occurs, the IRS will “release” the lien by issuing
a Certificate of Release.”

Even better for a taxpayer, the IRS can “withdraw” a
Notice of Federal Tax Lien in a number of situations,
such as when the IRS issued it prematurely, the IRS did
not follow all administrative procedures, the taxpayer
has entered into an acceptable installment agreement
with the IRS, withdrawal will facilitate tax collection, or
withdrawal would be in the best interests of the IRS and
the taxpayer.” The IRS accomplishes this by issuing the
Notice of Withdrawal, publicly filing it, and “promptly
making reasonable efforts to notify any credit reporting
agency and any financial institution or creditor identified
by the taxpayer of the withdrawal.”#

In simplified terms, taxpayers normally prefer to
have the IRS “withdraw” a Notice of Federal Tax Lien
instead of “release” the tax lien. The former essentially
causes public knowledge of the tax-payment problems
to disappear, and taxpayers might enjoy higher credit
ratings, lower interest rates, more positive background
checks, better job opportunities, and more as a result.
The latter, on the other hand, never obviates the negative
stigma associated with being a tax debtor. The Notice of
Federal Tax Lien and Certificate of Release remain on
a taxpayer’s record, which tells the entire world that he
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previously had tax issues, even if he ultimately managed
to resolve them.

V. Recent Tax Court Case

With that extensive preamble under the reader’s belt, this
article now turns to the recent Tax Court case, Ahmed v.
Commissioner.

A. Procedure and Disputed Issues

This case involved unpaid employment taxes, which trig-
gered the assessment of TFRPs against the taxpayer with
respect to four periods in 2016. Apparently, the taxpayer
disputed certain aspects of the TFRPs by filing a request
for a CDP hearing. The Appeals Office disagreed with the
taxpayer’s positions and issued an unfavorable Notice of
Determination. Dissatisfied, the taxpayer filed a Petition
with the Tax Court.

The Tax Court then issued an Order, remanding the
case back for a “supplemental” CDP hearing to determine
whether the Appeals Officer had received from the IRS
the required “verification” that all applicable law and
administrative procedures had been met.”> In particular,
the taxpayer demanded that the Appeals Officer verify
that the IRS met the conditions for assessing the TFRPs
in the first place, obtained the managerial approval for
imposing penalties necessitated by Code Sec. 6751(b), and
calculated interest abatement amounts correctly.

The Appeals Office conducted the “supplemental” hear-
ing. About three weeks later, the taxpayer sent the IRS a
check for $625,000. In the corresponding cover letter, the
taxpayer (i) stated that the funds constituted a “cash bond
deposit” for the TFRDPs, (ii) claimed that the check slightly
exceeded the total amount due, (iii) referenced the rules
and procedures for making deposits contained in Code
Sec. 6603 and Rev. Proc. 2005-18, (vi) instructed the
IRS to use any overpayment to cover a future tax liability,
and (v) directed the IRS to issue a refund of any amounts
remaining after satisfaction of the overpayment.

After approximately three more weeks, the IRS char-
acterized the taxpayer’s remittance of $625,000 as a
“payment” of the TFRPs, not as a “deposit.” The IRS’s
records thus indicated that the taxpayer had paid in full.
As a result, the IRS issued a Certificate of Release of the
tax lien related to the TFRPs. The next step was for the
IRS attorneys to file a Motion with the Tax Court, asking
it to dismiss the case filed by the taxpayer on the grounds
of mootness because the liability had been paid, the IRS
had released the lien, no further dispute existed, and the
Tax Court lacked jurisdiction to continue addressing the
matter.
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The taxpayer, of course, disagreed with Motion filed by
the IRS attorneys. He maintained that the TFRPs had not
been paid because the check for $625,000 was a “deposit,”
and such a deposit did not nullify the taxpayer’s challenges
to the invalidity of the assessment, the supposed lack of
managerial approval, the calculation of interest charges,
and whether the IRS should have “withdrawn” the Notice
of Federal Tax Lien instead of “releasing” the tax lien.

B. Decision by the Tax Court

The Tax Court rejected the taxpayer’s arguments for sev-
eral reasons. First, the Tax Court noted that the taxpayer
had already paid the TFRP for one of the three relevant
periods before he sent the check for $625,000 to the IRS.
Thus, the it-was-a-deposit-not-a-payment position was
inapplicable to that period, leaving only three in question.

Failure to identify and diligently
follow all relevant procedures can
lead to several negative things for
taxpayers, including the IRS applying
their remittance as a “payment,”
missing out on the benefit of interest
suspension, losing access to Tax
Court review, and more.

Second, the Tax Court pointed out that both the
taxpayer’s counsel and the IRS attorneys overlooked a
“fundamental impediment” to classifying the check of
$625,000 as a deposit.* As explained above, Code Sec.
6603(a), the legislative history, and Rev. Proc. 2005-18
state that taxpayers can on/y make deposits of income, gift,
estate, generation-skipping, and certain excise taxes.” The
items at issue in Ahmed v. Commissioner, TFRPs assessed
under Code Sec. 6672, do not fall into any of these cat-
egories of taxes.*®

Third, the Tax Court underscored that taxpayers can
only make deposits with respect to certain taxes that have
“not been assessed at the time of the deposit.”* Not to
get overly technical, but TFRPs are “assessable penalties.”
This means that when the IRS unilaterally determines that
TFRPs are appropriate, the IRS can immediately impose
them against a taxpayer, without first granting the taxpayer
a chance to dispute matters, and without waiting for a
court to intervene.’® Because the IRS had already assessed
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the TFRPs against the taxpayer well before he sent the
check for $625,000, it was impossible for the taxpayer to
qualify for the deposit rules.

Fourth, the taxpayer suggested that even though the
check did not constitute a deposit under Code Sec. 6603
because the IRS had already assessed the TFRPs, it nev-
ertheless should be treated as a deposit under a facts-and-
circumstances test, derived from case law, which existed
before the enactment of Code Sec. 6603 in 2004. The Tax
Court swiftly rejected this argument, emphasizing that
the two cases that the taxpayer cited as authority involved
situations where taxpayers made remittances to the IRS
before the relevant amounts had been assessed, not after.

Fifth, this article summarized above several cases that
the Tax Court dismissed based on mootness, including
Greene-Thapedi v. Commissioner.”' That case involved the
issue of whether the Tax Court had authority to review
a refund claim by a taxpayer during a CDP hearing. The
Tax Court noted there that it would not completely rule
out the possibility that it might consider during a CDP
hearing whether a taxpayer has overpaid, if such issue
were necessary to correctly and completely decide the
collection aspects. The taxpayer in Ahmed v. Commissioner
suggested that he fell precisely within that narrow excep-
tion created by the Tax Court in the earlier case. The Tax
Court disagreed, explaining that it had previously reviewed
and rejected a similar “misreading” of Greene-Thapedi
v. Commissioner. The Tax Court clarified that its earlier
hypothetical presupposed the existence of an unpaid tax
liability, not TFRPs that have been fully satisfied.

Sixth, the Tax Court distinguished a previous case,
which the taxpayer cited for the notion that his current
case should not be moot, even if the check for $625,000
were considered a payment, instead of a deposit. The ear-
lier case involved a taxpayer who challenged the accuracy
of the underlying tax liability triggering the tax lien, where
the IRS abated the related penalties and then released the
lien.>* The Tax Court held that the prior case was not moot
because, unlike in Abmed v. Commissioner, the taxpayer
there still disputed the tax liability, the IRS specifically
reserved the right to restart collection actions regarding
penalties, the IRS abated the penalties, and the taxpayer
did not satisfy them with a check.

Seventh, the taxpayer suggests that the case was not
moot because the IRS should have “withdrawn” the Notice
of Federal Tax Lien, as opposed to “releasing” the tax lien.
The Tax Court noted that this position was premised on
treating the check for $625,000 as a deposit, which the
Tax Court previously rejected. The Tax Court emphasized
that the IRS assessed the TFRPs, the IRS then filed the
Notice of Federal Tax Lien, and the IRS finally “released”
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the tax lien after receipt of full payment, in accordance
with the Internal Revenue Code.”

The Tax Court concluded that the case was indeed
“moot” because the taxpayer fully paid the liabilities, the
IRS released the tax lien, there was no outstanding liability
on which the IRS could take further collection actions,
and there remained “no justiciable case or controversy” to
grant Tax Court jurisdiction over the matter.

VI. Conclusion

This article shows that taxpayers must make a complicated
decision when they get audited and the IRS “proposes”

additional taxes and penalties. One available option is to
send a “deposit” to the IRS in order to stop the accrual of
interest while the tax dispute plays out. As demonstrated
here, this task might appear simple, but like most things
involving the IRS, it is not. Failure to identify and dili-
gently follow all relevant procedures can lead to several
negative things for taxpayers, including the IRS applying
their remittance as a “payment,” missing out on the benefit
of interest suspension, losing access to Tax Court review,
and more. Therefore, taxpayers facing IRS scrutiny should
always retain experienced defense counsel with a serious
understanding of “deposits” and other obscure, yet critical,
tax dispute issues.
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