
Lesson 2: Backup Withholding Under Section 3406 and Form 1099 Reporting Under Chapter

61

Hello and welcome back to our lesson on backup withholding under Section 3406.  In our last

lesson, we talked in very basic terms about what a payment is and what withholding is.  More

importantly, we talked about why we care and how each is impacted based on the rules we are

using to govern our payments and withholding.  In this lesson, we will take a dive into

understanding the rules for payments and withholding under the backup withholding rules in

section 3406 and how they work with Form 1099 reporting under chapter 61.

So, we have talked about backup withholding a number of times in this course, but here we will

think about it again in terms of the payment itself and withholding.  As a quick refresher, when a

payor makes certain payments to payees, it must withhold and pay the IRS a specified

percentage of those payments under certain conditions.

Over our last lessons and modules, we have been talking about these payments in the context

of who might make the payments and who might receive them.  So, this should not be a

surprise. What may be a surprise is that there are a number of other types of income that we

will not discuss here, such as patronage dividends reported on Form 1099-PATR or payment

card and third-party network transactions reported on Form 1099-K.  It is important to know

that there are all kinds of Forms 1099 out there, but we are focusing here on smaller bites of

information that include the most common forms for you to digest.

Payors must backup withhold on any of these types of payments that they make to U.S. persons

if any of the following four conditions apply.

1. The U.S. person has not provided its TIN, in the manner required.  The rules in section

3406 tell us the manner required to provide a TIN.  For instance, persons receiving

payments for personal services income are able to provide a TIN to a payor verbally or in

writing.  There is no formal requirement in terms of manner.  On the other hand, an



account holder receiving interest or dividend payments from a bank or broker will have

to provide a TIN on a signed Form W-9, Certification of TIN.  So, this is what we mean by

manner required. From a practical standpoint, the majority of payors have internal

policies requiring a signed Form W-9 from all payees.  When we get to the next level, the

Deep Dive, we will go through the rules under section 3406 in much greater detail.

2. Next, we have situations where the IRS notifies the payor that the TIN furnished by the

payee is incorrect.  This process is called the B Notice Process.  The IRS matches names

and TINs and will notify the payor of the mismatches or where there is a missing TIN.

3. Third is where there has been a notified payee underreporting.  This is the C Notice

Process.

4. And last, is where there has been a payee certification failure. This scenario exists when

the payee basically crosses out certain items and is telling the payor that backup

withholding should apply.  This scenario is rarely seen, but it is important for you to be

aware and knowledgeable of what it means.

We will learn more about the details surrounding these four instances in our module on section

3406.  For now, we wanted to name the four instances where a payor may be on the hook for

backup withholding.

As of 2020, the rate of backup withholding is 24 percent.  This means, where a payor must apply

backup withholding, then it must withhold 24 percent of the total.  So, if a bank is making a

$100 U.S. source interest payment to an account holder that the IRS has informed must be

subject to backup withholding,  then it must withhold $24 from the payment to the account

holder.

Now, are there payments that are excluded from backup withholding?  Yes, there are.  Some

include real estate transactions, foreclosures, abandonments, cancelled debts, long-term care

benefits, retirement distributions, employee stock ownership plan distributions, fish purchases

for cash, unemployment compensation, state or local income tax refunds, and qualified tuition



program earnings. You will learn that section 3406 specifies which payments are subject to

backup withholding.  Other payment types may be subject to withholding under different code

sections, such as wages or pension distributions.

So, when does backup withholding need to occur?  The rules under section 3406 tell us that

backup withholding is required on a reportable payment, which are listed in that section,  at the

time the payor makes the payment to the payee or to the payee’s account that is subject to

withholding.  The amount is considered to be paid when it is credited to the account of, or

made available to the payee.  Amounts that are posted to an account, but not yet made

available or credited to the payee, are not considered made to the payee.  To clarify this

concept, think about this in terms of a deposit account at a U.S. bank that is earning interest at

a rate of .2 percent.  Just because the account holder receives a statement stating that he or she

will receive 2 percent interest next month does not mean that the account holder has received

the interest.  It has not yet been made available or credited to his or her account.  The payor or

bank will not be required to backup withhold until the payee or account holder has access to

the interest, or the interest is made available or credited to the account.   The payment will be

made when the bank actually makes the interest available by posting the funds to the account

.Make sense?

You may be asking, what can a payor or payee do so that backup withholding does not apply?

From a payor perspective, it should require that a payee provide a TIN in the manner required

prior to making any payments or more conservatively at the very start of the relationship

between payor and payee.  In practice, many payors require a signed Form W-9, either on paper

or by obtaining an electric Form W-9.  A payee can avoid backup withholding by providing a TIN

to a payor whenever asked and updating the payor as to any changes regarding the TIN as soon

as possible.  Payors also need to be sure they have a process in place for any IRS notices that

they receive regarding backup withholding that should apply to one of their payees.  These are

the B Notices and C Notices mentioned earlier.  If a payor receives this notice, generally, it must

begin backup withholding immediately on payments made to the payee in question.  Payors



need to have a tight process that allows them to monitor when backup withholding should

begin and when it should stop. The code and regulations provide detailed rules around the start

and stop of withholding due to one of these notices.  We will discuss in great detail in the Deep

Dive Course.  For now, you need to understand that these rules exist and a general

understanding that there are withholding requirements.

So, When should backup withholding stop?  Well, for B Notices, it stops when the payee

provides the payor a TIN if the TIN is the issue.  If a C Notice was received, It stops when the IRS

tells the payor that the payee is no longer subject to backup withholding.  In general, It stops

when everything is in good order and there are no impediments to the four situations where we

mentioned backup withholding must occur at the beginning of this lesson.

Now, this is a great place for us to pause.  What did we learn?  Well, we learned a bit more

about backup withholding.  We learned who is required to apply backup withholding.  We

learned what payments are subject to backup withholding and which are not.  We learned what

payees are subject to backup withholding and which are not.  All of these rules were brought to

us through section 3406 of the Code and its corresponding regulations.  Be sure to refer to our

module on this section for an even deeper dive into this subject matter.  For now, we will end

this lesson and see you next time where we talk about amounts subject to chapter 3

withholding and answer all of the same questions for you.  See you then!


