
Lesson 5: Amounts Subject to Chapter 3 Withholding – Exemptions and Treaty Rates

Hello and welcome back to our lesson where we continue on amounts subject to chapter 3

withholding – except here we will talk about the amounts exempt from chapter 3 withholding

and amounts that are eligible for a reduced rate of withholding pursuant to an income tax

treaty.

Now, let’s keep moving to the amounts that are not subject to or as we say exempt from

chapter 3 withholding:

- First is portfolio interest, we talked about this a bit over this course.  In short, it is

interest and original issue discount on debt obligations that meet certain requirements.

This type of income is not subject to chapter 3 withholding if it is paid to a non-U.S.

person.  Careful, though!  It is still reportable on Form 1042-S.

- Second is bank deposit interest that is not effectively connected with the conduct of a

U.S. trade or business. Same caution – it may not be subject to withholding, but it is still

reportable on Form 1042-S.

- Third, we have original issue discount on certain short-term obligations.  Remember

short term means less than 183 days.

- Next, nonbusiness gambling income of a non-U.S. person playing blackjack, baccarat,

craps, roulette, or big-6 wheel in the United States.

- Amounts paid for interest as part of the purchase price of an obligation sold between

interest payment dates

- Insurance premiums paid on a contract by a non-U.S. insurer, and

- Last, U.S. source transportation income subject to 4 percent tax on gross income.

These amounts will have a 0 percent withholding rate, so long as the non-U.S. person makes a

certification of their status.  Do you remember how a person certifies itself as a non-U.S. person

and not subject to chapter 3 withholding if it is paid one of these amounts?  It does so on a

Form W-8.  We talked all about those in prior modules on identifying the payee and the form



walk throughs.  As an example, a person who is receiving portfolio interest and seeking to use

the portfolio interest exemption to get a 0 rate of withholding under chapter 3, would have to

provide a reliable Form W-8 certifying status as a non-U.S. person.

What about those treaty rates we keep hearing about?  These rates are determined by the

income tax treaties between other countries and the United States.  The IRS maintains a list of

these countries and the treaty rates for each type of income.  We use these rates to determine

the amount of chapter 3 withholding paid to a non-U.S. person who is eligible for a reduced rate

of withholding pursuant to a treaty in their country of residence.  Persons that are eligible for

treaty benefits or a reduced rate of withholding pursuant to an income tax treaty will request

this on a Form W-8BEN-E for entities, a Form W-8BEN for individuals – but not for personal

services income, and Form 8233 for individuals requesting treaty benefits for personal services

income.

So, our point here is that even if a person is eligible for a reduced rate of withholding or an

exemption from withholding, that person will still have to document itself as a non-U.S. person

eligible for that rate on a withholding certificate.  Otherwise, the withholding agent is not

allowed to withhold at a rate lower than 30 percent.

On that note, let’s get back to the withholding agent, its liability, and the actual act of

withholding.  We will cover this, and more, starting in our next lesson.  See you then!


