
Lesson 8 – Form 1042 walkthrough Part 7

Now we are finally on Section 2, which is near the end of this Form 1042.  It is where the

withholding agent will reconcile its U.S. source FDAP income for the calendar year.  The

reconciliation is between the income reportable under chapter 4 and paid by the withholding

agent during the year and the total amount of U.S. source FDAP income reported on all Forms

1042-S filed by the withholding agent for the calendar year.  This includes the amounts reported

under both chapter 3 and chapter 4.  Section 2 is a mandatory section and the withholding

agent must complete it even where it did not make any chapter 4 withholdable payments

during the year.  This reconciliation is one of the key items you should include in your

workpapers and remember to resolve any open items with clear explanations!

Let’s have a quick refresher of the amounts of U.S. source FDAP income that are reportable for

purposes of chapter 4.

- First, we have payments of U.S. source FDAP income for which withholding under

chapter 4 was applied to the payment.  This likely means that the withholding agent

made a payment of U.S. source interest or dividends to a person that did not certify a

chapter 4 status or certified status as a nonparticipating FFI that is subject to chapter 4

withholding.

- Second, we have payments of U.S. source FDAP income for which withholding under

chapter 4 was not required, but that are subject to reporting for chapter 3 purposes on

Form 1042-S.  This likely means that the withholding agent made a payment of U.S.

source interest or dividends, but the recipient provided a reliable chapter 4 status in the

manner required, which would not require chapter 4 withholding; however, it may

require chapter 3 withholding instead.

So, we understand the purpose of Section 2, now let’s move on to the line by line discussion.

First, we have Line 1.  This is where the withholding agent will enter the amounts of U.S. source

FDAP income required to be withheld upon under chapter 4.  This includes amounts to which



the withholding agent applied withholding, but has not made a deposit under the escrow

procedure.  In other words, the withholding agent intends to deposit the amount with the IRS,

because it has correctly determined the withholding rate and does not need to escrow that

amount because it needs additional information to make that determination.  The withholding

agent is ready to deposit with the IRS.

Line 2 is for the withholding agent to enter amounts of U.S. source FDAP income that is not

required to be withheld upon under chapter 4 on Lines 2a through 2d according to an exception

to withholding that applied to each payment reportable on Form 1042-S.  Ah, so what does this

mean?

Okay, as you can see, this Line 2 has five subparts.  So, let’s take a look at what these Lines 2a

through 2d require.  First, Line 2a is for the withholding agent to enter the amount of income

paid to recipients whose chapter 4 status established no withholding is required.  So, these are

the amounts of U.S. source interest and dividends that did not require chapter 4 withholding.  A

good example here is a participating FFI.  This type of entity has an agreement with the IRS to

be compliant with chapter 4 and likely provided the withholding agent with a valid GIIN on a

reliable Form W-8.  This type of entity would not be subject to chapter 4 withholding even if it

received a withholdable payment, such as U.S. source interest or dividends.   One important

note here is that the amount reported on this line generally equals the aggregate amount

reported in box 2 and a corresponding exemption code 15 in box 4a on all of the Forms 1042-S

that the withholding agent filed for the calendar year.  Box 2 on the Form 1042-S is for gross

income and exemption code 15 is for payees not subject to chapter 4 withholding.  You can see

how these amounts should reconcile, right?

Next, is Line 2b for amounts of excluded nonfinancial payments.  Now, these are different,

because they are excluded from chapter 4 withholding and are not withholdable payments.

Examples of these excluded nonfinancial payments include exactly that - nonfinancial payments,

such as a payment for services, royalties, or even rental income.  We will learn more about



these types of payments in our deep dive module on chapter 4.  Here, the amount reported on

Line 2b reconciles with the aggregate amount reported in Box 2 with the corresponding

exemption code 16 in Box 4a on all Forms 1042-S that the withholding agent filed for the

calendar year.  As you remember, Box 2 is for gross income and Box 4a is for exemption code.

The exemption code 16 is for excluded nonfinancial payments.

So, we have Line 2a, for all chapter 4 withholdable amounts paid and to which no chapter 4

withholding was required and Line 2b for all amounts excluded from chapter 4 – or the excluded

nonfinancial payments.  Next is Line 2c, which is for the amount of income paid with respect to

grandfathered obligations.  We have not talked much about these, but we will in our module on

chapter 4.  Here, it is important to understand that these are financial obligations that were in

place before chapter 4 was enacted or July 1, 2014.  They are truly grandfathered, because the

rules of chapter 4 do not apply to them, because it would be unfair to apply rules retroactively

to folks that did not know about a future rule that will be in place.  So, these are grandfathered

obligations and they are not subject to chapter 4 withholding and are not treated as

withholdable payments under chapter 4.  They should reconcile with Forms 1042-S, Box 2 and

the corresponding Box 4a Exemption Code 33 for grandfathered payments.

Now, as a recap we have Line 2a for the withholdable payments that did not require chapter 4

withholding, Line 2b for the excluded nonfinancial payments, Line 2c for the grandfathered

obligations, and now we are up to Line 2d, which is for amounts of U.S. source FDAP income

that are not withholdable payments, because they are effectively connected income.  This

amount equals the amount reported on Form 1042-S in Box 2 with corresponding Box 4a

Exemption Code 14 for effectively connected income.

Okay, we are on the final Line 2e here, which is for the total U.S. source FDAP income required

to be reported under chapter 4, but where withholding was not required under chapter 4.  The

withholding agent now adds Lines 2a, 2b, 2c, and 2d, then enters that total on Line 2e.



 


