
Lesson 5: Form 1042-S Walkthrough Part 3

Next, we have Box 3b for Tax Rate.  Here, the withholding agent enters the correct rate of

withholding that applies to the income in Box 2, gross income or Box 6, which is for net income.

So, what rates do the IRS expect to see here?  First, we know that maximum chapter 3

withholding is 30 percent, so 30.00 would be appropriate.  The rate is always two digits,

followed by a decimal point, and then two more digits.  This is why 30 percent is 30.00.  We

have talked a bit about the specified federal procurement payments subject to section 5000C

withholding.  This rate is 2 percent, so the Box 3b would reflect 02.00.  We report section 5000C

withholding as though it is chapter 3 withholding on Form 1042-S.  If there is no withholding

required, then the rate would be 00.00 for 0 percent.  Other valid tax rates include certain

treaty rates of 10 percent, or 10.00, 15 percent or 15.00, 25 percent or 25.00.   We know that

certain non-U.S. private foundations have a rate of 4 percent or 04.00.

Here is a list of withholding rates that the IRS expects and will not trigger a notice as of the year

2020.

00.00 10.00 24.00

02.00 12.00 25.00

04.00 12.50 27.50

04.90 14.00 28.00

04.95 15.00 30.00

05.00 17.50 37.00

07.00 20.00  

08.00 21.00  



One important point on the tax rate is that the rate entered is the required rate and not the

actual rate of withholding applied.  For example, if a payment was subject to 30 percent

withholding under chapter 3 and the withholding agent only withheld 22 percent, 30.00 should

be entered in box 3b as the required rate.  This discrepancy between the required rate and the

actual rate is reconciled on the Form 1042.  If you remember from our walkthrough of that

form, any amount required to be withheld and not withheld are amounts we refer to as paid by

the withholding agent when deposited.

Now, let’s move on to the corresponding boxes for chapter 4 in 4a, for chapter 4 exemption

code and 4b for chapter 4 tax rate.

In Box 4a, withholding agents enter the appropriate chapter 4 exemption code for the payment.

Now, if there is no exemption and they withheld 30 percent chapter 4 withholding, then the IRS

would not expect to see an exemption code in Box 4a.  Here, the withholding agent would enter

00.  The IRS would expect to see a corresponding withholding rate of 30 percent or 30.00 in Box

4b.  This is the only allowable rate of withholding for chapter 4, 30 percent.  The only other rate

is an exemption, which is 0 percent or 00.00.

It is important to remember that the chapter 4 exemption codes apply to chapter 4 payments

and are limited to Box 4a.  Chapter 3 exemption codes apply to chapter 3 payments and are

limited to Box 3a.



So, let’s take a look at the types of exemptions that could require a 0 percent rate of chapter 4

withholding.  First, we have grandfathered payment, or Exemption Code 13.  We talked a bit

about these payments as being in effect prior to the enactment of chapter 4, so these payments

will be exempt from chapter 4 withholding.  Next, ECI, is another exemption that we have talked

about.  Now, here is the Exemption Code that withholding agents may see most often, Code 15,

payee not subject to chapter 4 withholding.  This is the code for payees or recipients that have

provided a reliable chapter 4 status and do not require chapter 4 withholding.    Code 16 is also

one that withholding agents use often in the nonfinancial sector.  This code is for excluded

nonfinancial payments.  These are the payments that fall into the nonfinancial category, like

payments for personal services.

The rest are fairly straightforward in name, but are concepts we will discuss more in our module

on chapter 4.

Now, if there is a rate in Box 4b and a 00 exemption code in Box 4a, then the IRS would not

expect to see a withholding rate in Box 3b for the chapter 3 withholding rate.  Remember, the

maximum withholding here is 30 percent, so either full chapter 4 withholding applies and

chapter 3 withholding does not – or – chapter 4 withholding does not apply and chapter 3

withholding does.  If for some reason a withholding agent applied more than one withholding

rate to one payment made to one payee or recipient, then the withholding agent would have to

complete and file a Form 1042-S for each withholding rate applied to that portion of the

payment.

So, as a rule of thumb, if the amount in Box 4b is greater than zero and is not due to backup

withholding under section 3406, then Box 4a must reflect 00, for no exemption codes.  If the tax

rate in Box 4b is 00.00, then Box 4a must reflect an exemption code.  If Box 3b is greater than

zero and is not due to backup withholding then the exemption code in Box 3a must be 00.  If the

tax rate in Box 3b for chapter 3 withholding is due to backup withholding, then Box 3a must be

blank.



But, as with all of these rules, we have an exception.  If the withholding agent withheld an

amount under chapter 4, it may also include a chapter 3 exemption code and tax rate in Boxes

3a and 3b.  This would show a rate that would otherwise apply as if the payment had been later

determined to be exempt from withholding under chapter 4.  This limited rule may be used to

assist beneficial owners in pursuing a claim for refund, because chapter 4 does not apply to

treaty rates and other jurisdictions do not recognize chapter 4 withholding.  It is kind of a

complicated concept.  Since we have Income Tax Treaties that are agreements between the

United States and other countries, if a payee or recipient resides in a country outside of the

United States and realizes that he or she is eligible for a refund due to overwithholding by a

withholding agent, then that person may request a refund locally from its own tax authorities.

Since the United States is the only country that will apply and recognize chapter 4 withholding,

it has been difficult for these folks to request a refund where chapter 4 withholding should not

have been applied.  This process allows them a chance to request a refund locally for a

recognized treaty rate.  We will cover this more in our lessons on chapters 3 and 4 in the deep

dive modules.


