
Lesson 1 – Overview

You remember the amounts subject to chapter 3 withholding are generally U.S. source fixed, 

determinable annual, or periodical income, and chapter 4 withholdable payments are generally 

U.S. source interest and dividends.  As usual, we have a few exceptions here.

The first relates to income tax withholding on pensions, wages, annuities, and certain other 

deferred income.  Generally, payors or withholding agents would use Form 941, Employers 

QUARTERLY Federal Tax Return, to report income tax withheld and social security and Medicare 

taxes on wages paid to non-U.S. persons who are employees.  They would not use a Form 1042 

for this information; however, they would use Form 1042 to report non-wage payments of 

pensions, annuities, and certain other deferred income paid to non-U.S. persons.  These 

payments when made to non-U.S. persons are amounts subject to withholding under chapter 3 

and reported on Forms 1042 and 1042-S.

The second relates to backup withholding under section 3406.  Under chapter 4, Participating 

Foreign Financial Institutions or FFIs are allowed to make an election to backup withhold under 

section 3406 instead of withholding under chapter 4.  In this case, the Participating FFI would 

report this information on Form 945, Annual Return of Withheld Federal Income Tax, and not on 

Form 1042.  This would happen when a Participating FFI has to report tax withheld on a chapter 

4 withholdable payment that is also a reportable payment made to a recalcitrant account holder 

that is a U.S. nonexempt recipient subject to backup withholding.  Wow!  By this time in the 

course, you are able to fully understand that this means an individual or human who has not 

provided a certification of status as a U.S. or non-U.S. person to a Participating FFI on a Form 

W-8 or W-9.  As such, this individual is a recalcitrant account holder under chapter 4 and is 

subject to chapter 4 withholding.  The Participating FFI elected not to apply chapter 4 

withholding and instead elected to apply backup withholding under section 3406 of the Code. 

So, if we apply the backup withholding rules, because this individual has not provided a valid 

TIN in the manner required, he or she is treated as a U.S. nonexempt recipient subject to



backup withholding.  This amount is not reported on a Form 1042.  It is reported on Form 945

instead.

Now, let’s talk about the situations where a withholding agent must file a Form 1042.

- First, a withholding agent will have to file Form 1042 if it is required to file Forms 1042-S

for purposes of either chapter 3 or 4, whether or not tax was withheld or was required

to be withheld from those payments.  You will remember that we learned there are

certain payments that are amounts subject to chapter 3 withholding, but the rate of

withholding may be reduced to 0 percent or eliminated.  This would still require the

amount to be reported on Form 1042-S and 1042, even though there was no

withholding.  The same is true for a chapter 4 withholdable payment where no

withholding applies, because of an exception or exemption.

- Second, is where a withholding agent must file Forms 1042 to report a recipient tax

withheld by your withholding agent.

- Third, is where the withholding agent pays gross investment income to a non-U.S.

private foundation that is subject to tax under section 4948(a), which you may recall

from our Form W-8EXP discussion is related to the application of taxes and denial of

exemption with respect to certain non-U.S. organizations treated as private foundations

and subject to 4% withholding .

- Fourth is where the withholding agent pays any non-U.S. person a specified federal

procurement payment that is subject to withholding under section 5000C.  This section

provides the rules for the imposition of tax on certain non-U.S. procurement related to

contracts with the Federal government.  These payment types are not covered in this

course.

- Fifth, is where the withholding agent pays an eligible deferred compensation item to a

covered expatriate of the United States or the withholding agent is a trustee making a

distribution from a nongrantor trust to a covered expatriate of the United States under

section 877A.  This section provides the rules for tax responsibilities of expatriation.



- And sixth, is where the withholding agent is a qualified intermediary, or QI, withholding

partnership, or WP, participating foreign financial institution, or FFI, or reporting Model

1 FFI, making a claim for a collective refund under its respective agreement with the

Internal Revenue Service, or IRS.

Now, let’s walk through a few ground rules before we hop into the line by line discussion.

Withholding agents will file only one Form 1042 that consolidates all of its Form 1042-S

recipient payment and withholding information for both chapter 3 and chapter 4 purposes.  This

is regardless of the number of different clients, branches, divisions, or types of income that the

withholding agent pays.  Withholding agents that act in more than one capacity will file a

separate Form 1042 for each capacity.  This means that a withholding agent that acts in its own

capacity as a financial institution and separately as a QI, then it will need to file two Forms 1042.

One will be on its own behalf using its own EIN and the other will be in its capacity as a QI and

using its QI-EIN.  The same is true for U.S. branches of participating FFIs that are required to

report amounts under chapter 4.  They also must file a separate Form 1042 for each capacity as

a U.S. branch and on its own behalf.

While we are on the topic of EINs, we apply this rule to WPs and WTs.  These folks would enter

their WP-EIN or WT-EIN when acting in their capacity as a WP or WT and their own EIN when on

their own behalf.

Another ground rule is related to the amounts that the withholding agent enters.  They must

round the amounts to whole U.S. dollars.  This means that they cannot enter any amounts less

than a dollar.  If the amount is $300.50, then the withholding agent will enter $301.


