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TAX MANAGEMENT

PORTFOLIOS™
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International Aspects of U.S. Income Tax Withholding on
Wages and Other Compensation for Services

PORTFOLIO DESCRIPTION

Tax Management Portfolio, International Aspects of U.S. Income Tax Withholding on
Wages and Other Compensation for Services, No. 6820, describes the U.S. wage with-
holding rules that apply to nonresident individuals working in the United States, and to
U.S. citizens and tax residents working in foreign countries. Also discussed are the rules
regarding the 30% U.S. withholding tax on U.S.-source compensation for services paid to
self-employed nonresident alien individuals, and U.S. information reporting requirements
concerning wages and compensation for services paid to employees and self-employed
individuals in an international context.

Generally, wage withholding is not imposed on compensation paid to an employee
who is a nonresident alien for services performed outside the United States, but wage
withholding may apply (subject to numerous special rules) if the employee performing
services outside the United States is a resident alien or a U.S. citizen.

In the case of compensation for services paid to a self-employed nonresident alien
individual, withholding is generally required only in the case of compensation paid to non-
resident aliens with respect to services rendered within the United States. A number of
special exceptions may apply, however. In the case of compensation for services fees
paid to self-employed individuals who are resident aliens or U.S. citizens, withholding is
required only in the case of “backup” withholding.

This portfolio may be cited as Harrington, 6820 T.M., International Aspects of U.S.
Income Tax Withholding on Wages and Other Compensation for Services.

This Bloomberg Tax Portfolio is not intended to provide legal, accounting, or tax advice for any purpose
and does not apply to any particular person or factual situation. Neither the author nor the publisher as-
sumes responsibility for the reader's reliance on information or opinions expressed in it, and the reader is
encouraged to verify all items by reviewing the original sources.
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DETAILED ANALYSIS

I. Introduction

A. In General

The U.S. tax system has long used withholding at source
to enforce collection of a taxpayer’s federal income tax liabili-
ty. This is particularly true in two principal areas:

(1) tax withheld at source by employers from the wages
of employees (often referred to hereinafter simply as wage
withholding tax);' and

(2) tax withheld on U.S.-source fixed or determinable an-
nual or periodical income (FDAP) paid to nonresident
alien individuals and foreign corporations, usually at a
30% rate”

Although the amount of tax withheld may differ from the
taxpayer’s actual substantive tax liability on the underlying in-
come as determined at the end of his or her taxable year, with-
holding of tax at source permits a tax authority to collect tax
revenue on a preliminary basis from categories of persons who
might not pay their full tax liability on a voluntary, self-as-
sessment basis. This could occur in the case of employees who
might otherwise have difficulty setting aside sufficient funds
periodically to pay their tax. In the case of foreign persons, the
withholding mechanism collects the tax due from persons who
are outside the jurisdiction of U.S. courts and who might not
pay their tax even if they had no difficulty in setting aside the
necessary funds.

In other cases, however, Congress has determined that the
administrative problems of requiring withholding would be too
burdensome. Thus, as a general rule no withholding is required
in the case of payments made to self-employed individuals who
are U.S. citizens or resident aliens, nor is withholding required
in the case of compensation for services paid to U.S. corpora-
tions or foreign corporations engaged in business in the Unit-
ed States. Withholding is required, however, in the case of
compensation for services performed within the United States
by self-employed nonresident aliens, although this requirement
may be relieved pursuant to an income tax treaty. In many cas-
es in which withholding tax at source is not required, the Code
requires that an information return describing the payment be
furnished to the IRS to assist it in collecting the payments that
are required to be made on a self-assessment basis by the recip-
ient. The “backup withholding” system of §3406 also exists so
as to ensure that some tax is paid by individuals not otherwise
subject to withholding tax but who fail to give a proper social
security number to a payor.

18§3401-§3404. All section references are to the Internal Revenue Code of
1986 (the Code), as amended, and the regulations thereunder unless otherwise
indicated.

7§1441-§1464.
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B. Scope of this Portfolio

This Portfolio examines the U.S. tax withholding and re-
porting rules on wages and other compensation for services
paid in a cross-border context — primarily to individuals who
are not U.S. tax residents working in the United States and U.S.
citizens and tax residents working abroad.

The Portfolio’s focus is on individuals who provide ser-
vices, either as an employee or as a self-employed person, and
who move or travel from their “home country” to work (either
temporarily or permanently) in another country, one of which
is the United States. For this purpose, the term “home coun-
try” refers to the jurisdiction where the individual resides (or
resided prior to leaving) for tax purposes, and the term “host
country” refers to the jurisdiction where he or she is temporar-
ily working. Thus, the scope covers an individual who would
be classified as a nonresident alien who works temporarily in
the United States, whether the individual was sent by his or her
employer (or client or customer) to do so or because the em-
ployee chose or needed to work in the United States during a
short-term stay in the United States.’ The scope also covers in-
dividuals who are U.S. citizens or resident aliens and who are
sent by their employer (or customer or client) to perform ser-
vices in another country or who choose or need to work in a
foreign country during a short-term stay. Further, because the
United States taxes U.S. citizens regardless of where they re-
side, the scope includes U.S. citizens who consider a foreign
country their “home country” and who visit the United States
to work for only temporary periods of time. Similarly, it covers
individuals who are classified as resident aliens, but who move
from the United States to a foreign country and who may there-
by lose their resident alien status but who nevertheless consider
their absence from the United States to be only temporary.

The withholding and reporting rules that apply to individ-
uals working within the United States differ from those that ap-
ply to individuals working outside the United States. As a gen-
eral rule, the U.S. rules on wages paid to employees and com-
pensation for services paid to self-employed individuals apply
on a territorial basis to most payees (whether U.S. citizens or
other tax residents) who work within the United States. With
respect to individuals working outside the United States, how-
ever, U.S. withholding and reporting apply in most cases on-
ly if both the payor and the payee have some nexus with the
United States. As discussed in VI., below, however, there are
gaps in the law that impose withholding on U.S. citizens and
resident aliens working outside the United States even though
the employer may have no nexus whatsoever with the United
States. In practice, it is difficult for the IRS to enforce the law
as written in those situations.

*For example, an individual might be a “digital nomad” who performs ser-
vices remotely and prefers to live in various locales. Alternatively, an individ-
ual might have to interrupt a vacation to work on a project or, for medical or
family reasons, need to remain in the host country longer than expected.
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Detailed Analysis

In discussing the U.S. withholding and reporting rules that
apply in a cross-border context, this Portfolio discusses three
categories of individuals:

(1) U.S. citizens;
(2) resident aliens; and

(3) nonresident aliens.

The format of this Portfolio assumes that in most cases an
individual is “based” either in the United States or in a for-
eign country. Sections II. and III. discuss the general withhold-
ing and reporting rules that apply to employees and to self-
employed individuals. Sections IV. and V. discuss the wage
withholding rules that apply to all three categories of individu-
als (U.S. citizens, resident aliens, and nonresident aliens) who
work as employees primarily within the United States (even
though they may sometimes perform services outside the Unit-
ed States). Sections VI. and VII. then discuss the wage with-
holding rules that apply to these three categories of employ-
ees when they are based in a foreign country (even though they
may sometimes perform services inside the United States). Sec-
tions VIII. and IX. then discuss the withholding and reporting
rules that apply to these three categories if they work primarily
in the United States as self-employed individuals, and sections
X. and XI. discuss the three categories if they work primari-
ly in a foreign country as self-employed individuals. As not-
ed above, the terms “home country” and “host country” will be
used occasionally, where appropriate.

The final two sections deal with compliance-related issues:
special computational problems (section XII.) and the tax pay-
ment and filing procedures for both employees and self-em-
ployed individuals, and for the persons who make payments to
them for services (section XIIL.).

C. Status as a U.S. Citizen, Resident Alien, or Nonresident
Alien

1. Federal Income Tax Distinction Between U.S.
Citizens and Resident Aliens

For most federal income tax purposes, there is no differ-
ence between a citizen and resident of the United States.* In cer-
tain instances, however, the reporting or withholding require-
ments discussed in this Portfolio differ, at least as a technical

*See, e.g., §7701(a)(30) (“The term ‘United States person’ means (A) a cit-
izen or resident of the United States....”).
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matter, depending on whether an individual is a citizen or a res-
ident alien. Accordingly, this Portfolio distinguishes between
U.S. citizens and U.S. resident aliens and notes when the rules
may differ.

2. Status as a Resident Alien or a Nonresident Alien

Generally, an individual who is not a U.S. citizen is con-
sidered a resident of the United States, or a “Resident Alien,”
in any calendar year that the individual:

(1) is a lawful permanent resident of the United States at an
time during such calendar year (a “green card holder”),

(ii) meets the “substantial presence test” of §7701(b)(3), or

(iii) makes the first-year election described in §7701(b)

)

“Nonresident aliens” make up the residual category. Non-
resident aliens are all individuals who are neither U.S. citizens
nor resident aliens (as defined in §7701(b)(1)(A).

Income tax treaties have their own definition of “resident”
and typically include “tie-breaker” rules to determine how to
address an individual who is treated as a resident of both treaty
partners.’ The treaty definition and tie-breaker may affect an
individual’s tax liability, e.g., by limiting source-country taxa-
tion, but they do not override domestic rules outside the cover-
age of the income tax treaty. Accordingly, an individual may be
treated as a resident of only one country under the income tax
treaty but still subject to reporting and other rules of both coun-
tries under their domestic laws. Note also that the treaty tie-
breaker rules have limited effect on U.S. citizens. The United
States traditionally retains its power to tax its citizens as though
the treaty did not enter into force, except in certain identified
areas, through a “saving clause.”

*For a detailed discussion of the U.S. citizenship rules and the expatriation
rules concerning loss of U.S. citizenship, see 837 T.M., Non-Citizens — Estate,
Gift, and Generation-Skipping Transter Taxation (Estates, Gifts and Trusts Se-
ries).

§7701(b)(1)(A).

7§7701(b)(1)(B).

8 See Article 4 of the U.S. Model income tax convention, the OECD Model
income tax convention, and the United Nations income tax convention.

°See, e.g., paragraphs (4) and (5) of Article 1 of the U.S. Model income tax
convention. For more information regarding treaty tie-breaker rules, see 6870
T.M., U.S. Income Tax Treaties — Provisions Relating Only to Individuals.
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D. Summary of Withholding and Reporting Consequences

Services Performed Inside United

Services Performed Outside United

IX.

IX.

States States
U.S. Payor of Foreign Payor of U.S. Payor of Foreign Payor of
Compensation Compensation Compensation Compensation
U.S. Citizens Employee Generally subject to [ Generally subject to | Need to check spe- |Need to check
reporting and with- |reporting and with- |cific rules. See II., |specific rules. See
holding under holding under IV.B., VIL.A. II., IV.B., VLA.
§3402. See I1., §3402. 11, IV.A.
IV.A.
Self-Employed Generally Form Generally Form Need to check spe- |Need to check
1099 reporting only | 1099 reporting only | cific rules. See I1I., |specific rules. See
if payor is a busi- if payor is a busi- [ X. 1., X.
ness and no with- [ ness and no with-
holding (other than |[holding (other than
backup withhold- | backup withhold-
ing) See 1., VIIL.  |ing) See 111., VIII.
Resident Aliens Employee Subject to treaty Subject to treaty Need to check spe- |Need to check
benefits, generally | benefits, generally |cific rules. See II., |specific rules. See
subject to reporting |subject to reporting |IV.B., VL.B. I, IV.B., VL.B.
and withholding un- |and withholding un-
der §3402. See 11., [der §3402. See 1II.,
IV.A. IV.A.
Self-Employed Generally Form Generally Form Need to check spe- |Need to check
1099 reporting only | 1099 reporting only |cific rules. See I11., |specific rules. See
if payor is a busi- if payor is a busi- X. 1., X.
ness (and no excep- [ness (and no excep-
tion applies) and no |tion applies) and no
withholding (other |withholding (other
than backup with- [than backup with-
holding) See I1I., holding) See I1I.,
VIII. VIIL
Nonresident Aliens |Employee Generally subject to [ Generally subject to | Generally not sub- | Generally not
reporting and with- |reporting and with- [ject to reporting and | subject to report-
holding under holding under withholding under |ing and withhold-
§3402 but check ex- | §3402 but check ex- | §3402. See II., VII. |ing under §3402.
ceptions. See I1., V. |ceptions. See Il., V. See 1., VII.
Self-Employed Generally subject to | Generally subject to | Generally not sub- | Generally not
reporting and with- |reporting and with- [ject to reporting and | subject to report-
holding under holding under withholding under |ing and withhold-
§1441 but check ex- | §1441 but check ex- | §1441. See I11., XI. |ing under §1441.
ceptions. See I11., ceptions. See I11., See 111., XI.
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II. U.S. Income Tax Withholding and Reporting on
Employees — General Structure

A. General Statutory Requirements

Section 3402(a)(1) requires “every employer” that pays
“wages” to deduct and withhold tax at source in accordance
with detailed regulations and withholding tables. The term
“wages” is defined in §3401(a) as ““all remuneration ... for ser-
vices performed by an employee for his employer,” subject
to a number of specifically enumerated exceptions. Section
31.3401(c)-1 provides a definition of “employee,” and
§31.3401(d)-1 provides a definition of “employer.” Numerous
court decisions and IRS rulings also address these definitional
issues in specific factual situations.

Furthermore, the IRS will frequently rule on whether a
particular individual (or class of individuals) is an “employee”
for wage withholding tax purposes, as well as for FICA (Fed-
eral Insurance Contributions Act) and FUTA (Federal Unem-
ployment Taxation Act) purposes, where application for a rul-
ing is made on IRS Form SS-8."

The regulations indicate that an employer-employee rela-
tionship exists “when the person for whom services are per-
formed has the right to control and direct the individual who
performs the services.” Other factors indicative of employee
status are that the individual is furnished with tools and with a
place to work, such as office space on the premises of the per-
son receiving the benefit of the services. However, a number of
other factors may be considered in a particular factual situation
by the IRS or by the courts in ruling on this question."

As a general rule, the determination of whether an em-
ployment relationship exists is made based on the actual facts,
and cannot be changed by an election or putative agreement
of the participants. Thus, if an employment relationship exists,
the employer and employee cannot elect out of the relationship;
the employee can only be classified as a self-employed inde-
pendent contractor if the circumstances of their relationship are
changed so that he or she ceases in fact to be an employee. In
the absence of such a change, compensation for services paid
to the employee will usually be classified as “wages” on which
the employer must withhold. Similarly, a self-employed indi-
vidual and the person for whom he or she performs services
cannot elect to treat him or her as an employee unless, on the
basis of the facts, he or she actually is an employee.

Comment: Although technically a self-employed individ-
ual may not be classified as an employee, in many cases the
IRS might not object even if it learns that the individual is be-
ing treated improperly as an employee. The usual concern with
misclassification of a worker is that employment-related taxes
will not be paid or will be paid only at a much later time. Im-
proper treatment of an independent contractor as an employee
flips that concern: wage withholding taxes on an employee will
usually be paid more rapidly than estimated quarterly tax pay-
ments by an independent contractor, and social security taxes
would often be paid faster than the social security self-employ-

1 See the Worksheets, below.

""For an exhaustive discussion of when an employer-employee relation-
ship exists for federal employment tax purposes, see 391 T.M., Employment
Status — Employee v. Independent Contractor.
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ment tax that an independent contractor would pay (and some-
times even increased). An employer is also required to pay FU-
TA tax and state unemployment taxes on wages paid to an em-
ployee, whereas independent contractors are exempt from FU-
TA tax on their self-employment income.

If an individual is classified as an “employee” for wage
withholding purposes, he or she will usually be classified as an
employee for FICA and FUTA tax purposes as well. Howev-
er, it is advisable to check the FICA and FUTA definitions of
“employer” and “employee,” which sometimes differ slightly
from the wage withholding definitions, as well as any further
distinctions among the three taxes in the respective definitions
of covered employment.

For further details on the general structure of the wage
withholding rules, see 392 T.M., Withholding, Social Security
and Unemployment Taxes on Compensation.

Because the wage withholding tax is one of three kinds of
“employment taxes,” reference is also made to 6830 T.M., In-
ternational Aspects of U.S. Social Security and Unemployment
Taxes (U.S. Income Series), which discusses not only the inter-
national features of the U.S. social security tax (the FICA and
SECA taxes), but also international aspects of the U.S. federal
unemployment tax (FUTA).

B. Definition of “Wages”

1. Statutory Exceptions

As indicated in II.A., above, the term “wages” is broadly
defined in §3401(a) to include “all remuneration ... for services
performed by an employee for his employer” as well as “the
cash value of all remuneration (including benefits) paid in any
medium other than cash.” However, §3401(a) then enumerates
a number of specific exceptions that have the effect of exempt-
ing particular kinds of employment from the tax, as well as spe-
cific types of payments made to or for the benefit of an employ-
ee whose other salary remains subject to the tax.

The principal exemptions based on the nature of the em-
ployee’s services are:

(i) active service of members of the Armed Forces receiv-
ing combat pay (§3401(a)(1)) if the employee is entitled to
the benefits of §112;

(i1) agricultural labor (§3401(a)(2)) unless the remunera-
tion paid for the labor is wages (as defined in §3121(a));

(iii) certain domestic service (§3401(a)(3));

(iv) certain services that are not part of the employer’s
trade or business (§3401(a)(4));

(v) work as the employee of a foreign government or inter-
national organization (§3401(a)(5)), discussed further in
V.B.3., below;

(vi) services performed outside the United States, and in
certain circumstances within the United States, by nonres-
ident alien individuals (§3401(a)(6)), discussed further in
V.A., below;

(vii) services performed outside the United States in a
number of situations by U.S. citizens (§3401(a)(8)), dis-
cussed further in VI.A., below;
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(viii) services performed by a duly ordained, commis-
sioned, or licensed minister (§3401(a)(9));

(ix) work done by Peace Corps volunteers (§3401(a)(13));
and

(x) certain fishing-related activities (§3401(a)(17)).

The principal exemptions which are based not on the na-
ture of the employee’s services, but on the nature of the par-
ticular kind of payment made to the employee or for his or her
benefit, are as follows:

(1) non-cash remuneration paid for services not in the
course of the employer’s trade or business, such as free
housing or food furnished to an employee of a homeowner
whose cash salary is otherwise subject to wage withhold-
ing (§3401(a)(11));

(i1) payments made to employee benefit plans, employee
annuities, and individual retirement plans pursuant to sim-
plified employee pensions for the benefit of an employee
or his or her beneficiary (§3401(a)(12));

(iii) premiums on group-term life insurance (even to the
extent that such premiums may be taxable because they
exceed the $50,000 limit of §79(a)(2) (§3401(a)(14));

(iv) reimbursed moving expenses, if it is reasonable to be-
lieve that the employee will be allowed a deduction under
§217 (§3401(a)(15));"

(v) certain cash tips received by employees (§3401(a)
(16));

(vi) payments under educational assistance programs and
dependent care assistance programs under §127, §129,
§134(b)(4) and §134(b)(5) (§3401(a)(18));

(vii) any employee achievement award, a scholarship, fel-
lowship, or any fringe benefit provided to an employee
where it is reasonable to believe that an exclusion will
be available under §74(c), §108(f)(4), §117, or §132
(§3401(a)(19));" and

(viii) medical care reimbursements that are excluded from
gross income under §105(h)(6), under an Archer medical

">The Tax Cuts and Jobs Act (TCJA), Pub. L. No. 115-97, §11049(a) sus-
pended the deductibility of moving expenses under §217 for taxable years 2018
through 2025 by adding §217(k), which provides that except for members of
the Armed Forces, §217 shall not apply to any taxable year beginning after
2018 and before 2026. However, the TCJA did not make any conforming
amendment to §3401(a)(15). Nor did the Omnibus Budget Reconciliation Act
of 1993, Pub. L. No. 103-66, §13213(d)(2) (1993 OBRA) make a conforming
amendment to §3401(a) when it added §132(g) to the Code, which provides
an exclusion from the gross income of an employee for the reimbursement of
“qualified moving expense reimbursement” by an employer, which is also sus-
pended for taxable years 2018 through 2025 by the TCJA (Pub. L. No. 115-97,
§11048(a)), by the addition of §132(g)(2), exclusive of members of the Armed
Forces on active duty who move pursuant to a military order and incident to a
permanent change of station. See 594 T.M., Tax Implications of Home Owner-
ship (U.S. Income Series), for a more detailed discussion of moving expenses.

" The TCJA, Pub. L. No. 115-97, §11048(a), added §132(g)(2), which sus-
pends the exclusion from gross income of qualified moving expense reimburse-
ments for taxable years 2018 through 2025 for all U.S. taxpayers except mem-
bers of the Armed Forces on active duty who move pursuant to a military order
and incident to a permanent change of station. However, no amendment was
made to §3401(a), therefore, any such reimbursement should still be considered
wages under §3401(a)(19).
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savings account described in §106(b), or under a health

savings account described in §106(d) (§3401(a)

(20)-§3401(a)(22)).

As a general rule, the statutory exceptions to the definition
of the term wages mirror fairly closely the exemptions from
substantive personal income tax liability that are available to
employees, although in a few instances a withholding tax ex-
emption is allowed for administrative reasons even though the
employee may be subject to personal income tax on the partic-
ular amounts paid to him or her by the employer.

2. Administrative Exceptions

There are a few instances in which an employee is exempt
from personal income tax on a particular item of employer-pro-
vided remuneration, but where there is no statutory exception
from wage withholding tax. Examples include employer contri-
butions to employer-sponsored accident or health plans which
are excluded from the employee’s gross income under §106(a),
and meals and lodging furnished for the convenience of the em-
ployer and excluded under §119. The IRS practice generally
has been to allow an administrative exemption from wage with-
holding tax in these situations."

3. “Worldwide” Embrace of Section 3401 (a)

In general §3401(a) embraces all “wages” paid by every
employer in the world to every employee in the world. Thus,
§3401 is comparable to the provisions of the Code imposing
substantive income tax liability on individuals, particularly §1,
§871 and §911. In effect, §1 imposes federal income tax on
every individual in the world. However, §871 then provides an
exception from U.S. tax on most foreign-source income of non-
resident aliens, while §911 exempts qualifying foreign-source
earned income of U.S. citizens and resident aliens.

Section 3401 imperfectly mirrors the substantive tax rules
contained in §1, §871 and §911, and other sections. As a result,
wages paid to certain important categories of individuals are
technically subject to wage withholding tax even though little
or no substantive tax liability may result. By the same token,
wage withholding tax is imposed where the employee will
clearly have substantive U.S. tax liability, but where the IRS
may nevertheless lack jurisdictional power to collect the tax
from the employer. Examples of both situations are given in the
more detailed discussion of the international wage withholding
rules in VI., below.

C. Withholding Tax Rates and Procedures

1. In General

To comply with its obligation to withhold taxes on wages,
an employer must establish a formal payroll system consistent
with the requirements of §3402 and its applicable regulations.
For an analysis and explanation of the wage withholding tables
and withholding methods, see 392 T.M., Withholding, Social

14 See Reg. §31.3401(a)-1(b)(9) (wage withholding exemption for remu-
neration that is expected to be excluded under §119); Rev. Rul. 61-146 (em-
ployer payment of group health insurance premiums for benefit of employees
held not “wages” for §3401 purposes).
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Security and Unemployment Taxes on Compensation (U.S. In-
come Series).

The general scheme of the wage withholding rules is that
the employer first computes the amount of annual wages (as
defined in §3401(a)) that it expects to pay to each employee.
The employer then decides which of several computation meth-
ods to use in calculating the amount to be withheld from the
employees’ wages in each pay period. With respect to each
computation method, the relevant wage withholding tables pre-
scribe how much tax is to be withheld in each pay period, based
on the employee’s salary level and marital status. These ta-
bles assume that the employee has no dependents (other than
a spouse), and that the employee will claim no deductions or
credits on his or her federal income tax return. If the employee
has other dependents or expects to claim deductions or credits,
however, the employee may provide a statement to the employ-
er on Form W-4, Employee’s Withholding Certificate, in order
to authorize the employer to reduce the employee’s withhold-
ing tax so that it will approximate the amount of the employ-
ee’s expected federal income tax for the year."”

Special withholding rules (described in II.C.8., below)
may apply to employees who work for the employer for only
part of the year, or who are exempt from U.S. withholding for
part of the year. An employer who complies with its obligation
to establish a payroll system to effect wage withholding will
need to choose one of two alternative withholding methods to
use (see I1.C.2., immediately below) and timely deposit with-
held taxes and other federal payroll taxes. See 392 T.M., With-
holding, Social Security and Unemployment Taxes on Com-
pensation (U.S. Income Series) for more detail on withholding
from wages and collection at the source.

2. Percentage Method and Wage Bracket Method

The two principal methods prescribed by §3402 are the
“percentage” method'® and the “wage bracket” method."” While
the two methods will usually result in approximately equal
amounts of withholding with respect to a particular employee,
the principal feature of the wage bracket method is that it is
based on IRS tables which minimize calculations for the em-

" The withholding rules under §3402 were substantially modified to pro-
vide that withholding is based, in part, on an employee’s withholding al-
lowances, and not on the number of exemptions claimed by the employee. See
Pub. L. No. 115-97, §11401(a), §11401(c), which generally applies to taxable
years beginning after 2017. See also Personal Exemption Tables in Federal Tax
Tables, Charts & Lists for personal exemption amounts in recent years under
§151.

'9§3402(b); Reg. §31.3402(b)-1 (clarifying that employers using percent-
age method of withholding must compute withheld tax amount based on entry
for employee’s anticipated filing status or marital status and other entries on
employee’s Form W-4 using applicable percentage method tables and compu-
tational procedures in applicable forms, instructions, publications, and other
IRS issued guidance prescribed for use with respect to period in which wages
are paid). Percentage method tables and computational procedures are provided
in Publication 15-T, Federal Income Tax Withholding Methods. T.D. 9924, 85
Fed. Reg. 63,019.

1783402(c); Reg. §31.3402(c)-1 (clarifying that using wage bracket with-
holding method and computational procedures based on entry for employee’s
anticipated filing status or marital status and other entries on the employee’s
Form W-4 should use applicable wage bracket method tables and computa-
tional procedures in forms, instructions, publications, and other IRS prescribed
guidance issued for use with respect to period in which wages are paid). Wage
bracket method tables and computational procedures are provided in Publica-
tion 15-T, Federal Income Tax Withholding Methods.
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ployer. In contrast, the percentage method requires the employ-
er to make calculations that go through several steps:

(1) the calculation of how much of the employees’ with-
holding exemptions' are allocable to wages paid during
the pay period (these amounts then have the effect of re-
ducing the amount of taxable wages for the pay period);
and

(2) the calculation of wage withholding tax on net taxable
wages for the pay period using incremental brackets which
require one step of multiplication and one step of addition.

The wage bracket method is generally viewed as the better
alternative and is more widely used by employers and by pro-
fessional payroll services than is the percentage method.

The wage bracket tables may be used only if the em-
ployer’s pay period is daily, weekly, biweekly, semimonthly,
or monthly. The percentage method may be used as an alter-
native in these cases. If pay periods are longer than monthly
(e.g., quarterly, semiannually, or annually), then the percentage
method must be used.

The Code also contemplates that other methods may be
devised by employers, so long as they result in withholding
which is comparable to the percentage method or the wage
bracket method.” IRS Publication 15-T, Federal Income Tax
Withholding Methods, annually provides alternative formula
tables for percentage method withholding and wage bracket
method withholding for automated payroll systems. It also pro-
vides combined income tax and social security tax withholding
tables, among other methods available for figuring income tax
withholding.

3. Shorthand Features of the IRS Methods

Because of several “shorthand” features in the wage with-
holding system, it is rare that the amount of an employee’s
wage withholding tax for the year equals his or her actual per-
sonal income tax liability for the year.

The first shorthand feature is that historically the rates of
withholding tax, and the brackets used, have not mirrored the
dollar amounts and the percentages of the §1 income tax brack-
ets. In recent years, however, the disparity has narrowed sub-
stantially. In addition, there are several shorthand features in
the way that IRS Form W-4 (discussed below) calculates an
employee’s permissible withholding allowances.

Second, the more widely used wage bracket method only
applies two sets of tables based on the employee’s filing status
— married and single — whereas the less commonly used per-
centage method contains the same four methods of §1 — mar-
ried filing jointly, single, married filing separately, and head of
household. The absence of married filing separately and head-
of-household wage bracket tables has a particular impact on
nonresident alien employees who are married. This is because
a married nonresident alien employee must file a married fil-
ing separately tax return. All nonresident aliens (whether mar-
ried or not) are subject under the Code to wage withholding as
if they were single,” however, resulting in underwithholding if

" For personal exemption amounts in recent years under §151, see Person-
al Exemption Tables in Federal Tax Tables, Charts & Lists.

12§3402(h); Reg. §31.3402(h)(4)-1.

0§3402(1)(3)(A); Reg. 31.3402(D)-1(d)(1)(i).
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the nonresident alien is married because the single rates result
in lower tax than the married filing separately rates.”

4. Avoidance of Overwithholding; Form W-4

When starting employment, an employee is expected (al-
though not required) to provide a Form W-4 to their employer,
showing the amount of the employee’s withholding al-
lowances, including the standard deduction, and the total
amount of other deductions and credits that the employee ex-
pects will reduce the employee’s substantive tax liability for the
year.”> The calculations on Form W-4 will have the effect of re-
ducing the employee’s withholding tax so that any overwith-
holding that might otherwise occur will be reduced or eliminat-
ed.

The employee also indicates on Form W-4 whether the
employee is married.” If the employee is married (and is not a
nonresident alien), then the employee’s wage withholding tax
will be computed under the married withholding tables instead
of the single tables. If the employee plans to file a married sep-
arate return, or if for some other reason the employee is con-
cerned that underwithholding may occur (for example, because
the employee may have outside investment income), the em-
ployee can request on Form W-4 that the employer withhold
based on the tables for single employees. If the employee does
not provide the employer with a Form W-4, then the employee
is presumed to be single with no expected deductions or credits
and the employer will withhold.* Thus, the employer will take
into account only one personal exemption for withholding pur-
poses.

If an employer has reason to believe that an employee’s
Form W-4 may be false, particularly based on oral or written
statements of the employee made to any authorized payroll per-
sonnel, the employer is required to treat it as invalid and to re-
quest another withholding allowance certificate from the em-
ployee. If the employee fails to do, the employer must withhold
on the assumption that the employee is single and claims no ex-
emptions.” If a prior Form W-4 has been filed which the em-
ployer has no reason to believe is false, however, the employer
may continue to withhold on the basis of it. If the IRS does re-
view a particular employee’s Form W-4 (as submitted to it by
the employer), and if it believes the employee’s Form W-4 to
be false, it will notify the employer of the number of withhold-
ing exemptions (withholding allowances in taxable years be-
ginning after 2017) used in computing wage withholding tax.”

As discussed further in V.C.1., below, in the case of most
nonresident aliens working in the United States who are subject
to wage withholding, only one withholding exemption may be
claimed on Form W-4.

' Of course, whether there is net overwithholding or underwithholding will
depend on other aspects of the nonresident alien’s income tax return.

2§3402(f)(1), as amended by the TCJA, Pub. L. No. 115-97, §11041(c).
See also Reg. §31.3402(f)(2)-1, §31.3402(m)-1 (updated to reflect changes
made by TCJA). T.D. 9924, 85 Fed. Reg. 63,019 (Oct. 6, 2020).

*§3402(1); Reg. §31.3402(H)(2)-1.

#§3402(1); Reg. §31.3402(f)(2)-1(a).

»Reg. §31.3402(H)(2)-1(H(3).

2"Reg. §31.3402(f)(2)-1(g)(2). For a more detailed discussion, see 392
T.M., Withholding, Social Security and Unemployment Taxes on Compensa-
tion, (U.S. Income Series).
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5. Employee Who Expects No Tax Liability

Section 3402(n) provides that if an employee expects to in-
cur no income tax liability for the current year and incurred no
liability for federal income tax in the preceding taxable year,
the employee may claim exemption from wage withholding tax
on Form W-4. This exception is widely used by employees who
work part-time in low-paid jobs, such as students with summer
jobs. It is also widely used by U.S. citizens and resident aliens
working abroad, who may have no federal income tax liabili-
ty by reason of the foreign tax credit and/or the §911 foreign
earned income exclusion.

6. Included/Excluded Wages

Section 3402(e) provides that if an employee works in
both covered and noncovered employment during a pay period
of not more than 31 consecutive days, all of the employee’s
remuneration is subject to withholding. This rule applies only
if one-half or more of the employee’s time is in covered em-
ployment. Conversely, all of the employee’s remuneration for
the period is exempt from withholding if less than one-half of
the employee’s time is in covered employment. It would appear
that this rule could apply so as to exempt individuals working
partly outside the United States from wage withholding. This
might be true if some portion of their remuneration during the
pay period is wages (e.g., because it is for services performed
within the United States), but where the larger portion of re-
muneration for the pay period is not wages. This could occur,
for example, in the case of a nonresident alien employee visit-
ing the United States on business, where less than half of his
or her remuneration for the pay period is for work done in the
United States. Similarly, a U.S. citizen may work during part
of a pay period within the United States, but more than half of
his or her remuneration for the pay period may be exempt from
wage withholding because it is for services performed outside
the United States which qualify for the exclusions under §911,
§931, or §933, or because it is subject to foreign wage with-
holding.

The literal language of §3402(e) could be read as exempt-
ing all remuneration from wage withholding in the above situ-
ations. However, the Court of Claims has held under the iden-
tical language for purposes of the Federal Insurance Contribu-
tions Act (FICA), that where part of an alien individual’s re-
muneration during a pay period is for work done within and
without the United States, the included/excluded rule applies
solely with reference to the remuneration for work done with-
in the United States.” The IRS has also confirmed this rule for
FICA purposes in Rev. Rul. 79-318, with respect to Canadi-
an residents working as truck drivers on routes between Cana-
da and the United States. In a Coordinated Issue Paper pub-
lished in 1995, however, the IRS conceded that both the Court
of Claims decision and Rev. Rul. 79-318 could be wrong. The
IRS stated, however, that if they are wrong, then in the case of

z Inter-City Truck Lines, Ltd. v. United States, 408 F.2d 686 (Ct. C1.1969).

#1RS Industry Specialization Program Coordinated Issue Papers: Shipping
and Air Transportation Industry Coordinated Issue — Federal Income Tax
Withholding on Compensation Paid to Non-Resident Alien Crew by a Foreign
Transportation Entity, July 24, 1995, decoordinated by IRS Directive
LB&I-04-0114-002 (Jan. 21, 2014) (decoordinating, effective January 21,
2014).
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a nonresident alien employee, the employee’s wages allocable
to U.S. workdays would instead be subject to 30% withholding
tax at source under §1441.

Even though compensation for personal services paid to a
nonresident alien for work done in the United States generally
is subject to §1441 withholding unless it is also subject to wage
withholding under §3402, most U.S. tax treaties provide re-
lief to nonresident alien individuals visiting and working in the
United States on a short-term basis. Even in the case of a non-
resident alien individual who is not eligible for treaty bene-
fits, as a practical matter their employer is unlikely to withhold
U.S. tax from the employee’s salary whether the salary is ex-
empt from wage withholding under §3402(e) and thus subject
to withholding under §1441, or subject to wage withholding be-
cause the §3402(e) exception is not met.”

7. Withholding on Supplemental Wages

Instead of the graduated annualized rates that apply to reg-
ular wages under the percentage method and the wage bracket
method, special withholding tax rules apply to “supplemental
wage payments.” Supplemental wages are defined to include
tips, bonuses, commissions, and overtime pay, which may re-
late to pay periods other than (or in addition to) the current pay
period.” There are generally two procedures available to an em-
ployer for withholding on a payment of supplemental wages —
the “aggregate” withholding procedure and the “optional flat
rate” withholding procedure.” Under the aggregate procedure
the employer aggregates the supplemental and regular wages
for the current or most recent pay period and treats the total as a
single wage payment for the regular pay period.” The optional
flat rate procedure is generally available only if the employer
has withheld income tax from regular wages paid the employ-
ee and if the supplemental wages are either not paid together
with the regular wages or are separately stated on the payroll
records of the employer.* If these conditions are satisfied, the
employer may (but is not required to) use a flat rate instead of
the aggregate procedure. The flat rate is determined under §1(i)
(2). Any withholding allowances that have been claimed by the
employee on Form W-4 are taken into account under the aggre-
gate method, but not under the optional flat rate method.

If the total of the current and all previous supplemental
wage payments made during the calendar year by one employer
(including all persons under common control) to one employee
exceeds $1 million, however, then “mandatory flat rate with-
holding” applies instead of the two alternative methods de-
scribed immediately above. The excess amount is then subject
to mandatory withholding at the maximum personal income
tax rate for the year (thus, e.g., at the rate of 37% for 2025).”
Mandatory flat rate withholding applies regardless of the
amount of withholding that has occurred or the method used
by the employer and regardless of the withholding allowances,

¥ See the discussion in V.A., below.

¥ For additional details about the applicable rules, see 392 T.M., Withhold-
ing, Social Security and Unemployment Taxes on Compensation (U.S. Income
Series).

*'Reg. §31.3402(g)-1(a)(1).

?Reg. §31.3402(g)-1(a)(5).

¥ Reg. §31.3402(g)-1(a)(6).

*Reg. §31.3402(g)-1(a)(7).

P Reg. §31.3402(g)-1(a)(2).
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exempt status, or additional withholding by the employee on
Form W-4.° Despite these rules, it appears that in applying the
$1 million threshold only payments from the employer to the
employee that are classified as wages under §3401(a) may be
considered. For example, it is possible for an employee work-
ing outside the United States to receive extremely large salary
payments from a U.S. employer that are exempt from wage
withholding, because they are excluded from gross income un-
der the §933 exclusion, or because they are subject to foreign
wage withholding (possibly at a very low foreign tax rate). In
the latter case (but not the former) the payments may be taxable
to the employee under §1, but they are nevertheless excluded
from wages under §3401(a)(8)(A)(ii), discussed in VI.A.4., be-
low.

Whether or not the mandatory flat withholding rules apply
to a particular employee, if the employee’s substantive tax li-
ability on an item of supplemental wages is more than the
amount withheld, he or she would usually need to make ad-
ditional estimated tax payments or request that the employer
effect “additional withholding” (as discussed below) to satisfy
the balance of his or her estimated tax liability on the item.

8. Additional Withholding

Section 3402(i) permits an employee to request their em-
ployer to withhold additional amounts from the employee’s
remuneration. Two types of additional withholding are dealt
with:

(a) “Additional withholding,” provided for in §3402(i) and
Reg. §31.3402(i)-1. If the employee requests an employer
to withhold additional amounts from his or her wages (as
defined in §3402(a)), the employer must comply with such
request and deposit such additional amounts with the IRS,
to the extent of any amounts remaining after the withhold-
ing of all applicable federal, state and local taxes. The re-
quest is made on Form W-4. In order for the employer to
be subject to the additional withholding requirement, how-
ever, remuneration paid to the particular employee must
apparently be subject to mandatory wage withholding un-
der §3402. Thus, this requirement may apparently not be
imposed on an employer who is not required to withhold
any U.S. tax from the remuneration paid to the employee
— e.g., if the employee is a U.S. citizen working abroad,
all of whose remuneration is exempt from wage withhold-
ing because of the §911 exclusion in §3401(a)(8)(A)(i), or
because it is subject to foreign wage withholding and ex-
empt from U.S. wage withholding under §3401(a)(8)(A)
(i1).

Additional withholding under §3402(i) might be requested
by an employee in several situations, for example, if he or
she has outside investment income and prefers not to make
estimated tax payments to cover the related tax liability.

(b) “Voluntary withholding” under §3402(p), whereby an
employee who is not subject to wage withholding on any
of his or her remuneration may request his or her employer
to withhold as if the employee were subject to the manda-
tory withholding rules. This request is also made on Form

*Reg. §31.3402(g)-1(a)(2).
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W-4, in accordance with the procedures in the regula-
tions.”” Employees who typically might make such a re-
quest in a wholly domestic context might be agricultural
workers, domestic servants in a private home, and minis-
ters, all of whom are exempt from wage withholding un-
der §3401(a). However, the regulations provide that cer-
tain kinds of remuneration may not be subject to a volun-
tary withholding agreement.” The exceptions which are of
relevance for international employees include:”

e remuneration exempt from withholding because it is
for services performed by a permanent resident of the
U.S. Virgin Islands;

* remuneration exempt from withholding under the pos-
sessions and Puerto Rican rules of §3401(a)(8)(B) and
§3402(a)(8)(C); and

e remuneration exempt from wage withholding by
§3401(a)(5) for services rendered as the employee of a
foreign government or international organization.

The rationale for many of these exceptions is not obvious;
after all, the §31.3402(p)-1 regulations make it quite clear that
an employer is not required to enter into a voluntary with-
holding agreement with an employee whose remuneration is
wholly exempt from wage withholding. On the other hand, the
exception for remuneration from a foreign government or in-
ternational organization may reflect a concern on the part of
the Treasury Department about sovereign immunity or that the
United States’ relations with certain foreign governments and
international organizations might be strained if their U.S. em-
ployees were permitted to ask them for voluntary withholding
agreements.

9. Part-Year Employment

The regulations contain rules on “part-year employment”
which are intended to minimize the possibility of overwithhold-
ing in the case of an employee who works for an employer for
only part of the year.” These rules illustrate an important fea-
ture of the entire wage withholding system which, although not
expressly articulated in the Code, the regulations, or any of the
IRS publications on the subject, can be of importance in this
context.

Reg. §31.3402(p)-1. Voluntary withholding under §3402(p) is almost al-
ways used in order to impose withholding at source on certain kinds of U.S.
government payments, such as social security benefits, where the payments are
otherwise exempt from withholding but where the recipient wishes to satisfy
part or all of his or her tax liability by means of withholding on such payments.
A request for withholding on a government payment is made on Form W-4V.
However, §3402(p)(3) also contemplates that an employer and employee may
agree that withholding will be done on remuneration for services that are not
wages for §3401(a)(1) purposes, provided that any withholding agreement be-
tween the employer and employee complies with IRS regulations on the sub-
ject.

*¥Reg. §31.3401(a)-3.

¥ Reg. §31.3401(a)-3(b)(2).

“Reg. §31.3402(h)(4)-1(b). See Thomas Bissell, New Regs Can Avoid
Overwithholding on Wages of Those Employed for Part of Year, 60 J. Tax’n
230 (1984).
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The basic assumption underlying the various withholding
methods that an employer may use (II.C.2., above) is that an
employee who receives wages during a particular pay period
has been an employee during all prior pay periods in the year
and will continue to be an employee for all subsequent pay pe-
riods in the same year. Thus, the percentage method and the
wage bracket method both compute an employee’s withholding
tax for the pay period on the basis of an amount that is expected
to be the employee’s federal income tax for the year on his or
her wages for the period, multiplied by the number of pay peri-
ods during the year. Thus, if an employee who is paid weekly at
$500 per week is hired for temporary employment that will last
only eight weeks, that employee’s wage withholding is com-
puted on the assumption that the employee’s gross income from
wages for the year will be $26,000 (i.e., 52 weeks times $500
per week), and not the $4,000 that is expected to be paid to the
employee for the eight weeks of the temporary employment.

The administrative justification for such a rule is clear. An
employer usually would not know for certain whether the em-
ployee had worked for other employers earlier in the year (ex-
cept as described further below), or whether he or she would
work for other employers after the end of his or her eight-week
employment. If wage withholding were based only on assumed
annual wages of $4,000 and if the employee worked at com-
parable salaries for other employers during the year, substan-
tial underwithholding of tax would occur. In addition, circum-
stances might change and the eight-week temporary employ-
ment might well be extended into permanent employment. In
that case, if wage withholding for the first eight weeks were
based on annualized salary of $4,000, underwithholding for
that part of the year would also occur.

On the other hand, the wage withholding system that has
been adopted can also result in significant overwithholding, de-
pending on the facts. If, in the above example, the employee
works for no other employer during the year, calculating with-
holding tax on the basis of a $26,000 annual salary will clearly
result in overwithholding.

To reduce the likelihood of overwithholding, the regula-
tions permit an employer to prorate an employee’s expected re-
muneration for the year over other periods during the year in
which the employee did not work. However, this method can
only be used where periods of unemployment during the year
have already occurred, and not where periods of unemployment
are expected to occur later during the year. Thus, the “part-
year” method of withholding could not be used in the above ex-
ample if the eight-week period of temporary employment is in
January and February. It could, however, be used if the eight-
week period began after the employer’s first pay period and if
the employee did not work for a prescribed period of time be-
fore obtaining the eight-week temporary employment. The rea-
son why the part-year method may not be used for expected fu-
ture periods of unemployment, of course, is that circumstances
may change and the employee may in fact continue to work for
the entire year. If the employee has not worked for some prior
period during the year, however, the facts of the nonemploy-
ment for that period are clear and cannot be changed.
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In order for the part-year method to apply, the employee
must furnish a statement in writing to the employer under
penalties of perjury with the following information:*

(a) The last day of employment (if any) by any employer
during the same calendar year prior to beginning his or her
current employment.

(b) A statement that the employee is a calendar-year tax-
payer.

(c) A statement that the employee reasonably anticipates
that he or she will be employed for an aggregate of no
more than 245 calendar days in terms of “continuous em-
ployment” (as specially defined) during the current calen-
dar year.

In a cross-border employment context these regulations
benefit employees who become subject to U.S. wage withhold-
ing only during the latter part of the year — for example, non-
resident aliens moving to the United States, and U.S. citizens
returning to the United States from abroad. These situations are
discussed further in XII.C., below.

The principal practical impediment to the utilization of the
part-year employment method is the complexity of the compu-
tational method described in Reg. §31.3402(h)(4)-1(b).” Per-
haps for this reason, the regulations state that the employer
“may” use the part-year employment method if so requested by
an employee, but is not necessarily required to do so.

While a discussion of the computational issues is beyond
the scope of this Portfolio, there are various ways in which
an employee who is eligible for the part-year method and who
might realize a significant cash flow benefit might utilize the
Form W-4 procedures so that the employer will withhold at
least as much tax in each pay period as would be required by
following the rules in the regulations on the part-year method.
It is suggested that an employee or an employer who wishes
to assist an employee in this regard compare the method in the
regulations with the Form W-4 procedures so as to calculate
the amount of withholding allowances that would be in con-
formity with the part-year method. Provided that the resulting
calculation does not deviate materially from the calculations
that would result under the exact method in the regulations,
§3402(h)(4) and Reg. §31.3402(h)(4)-1(a) would appear to per-
mit some other calculation method to be used.

Comment: If the employee does not satisfy the 245-day
test or otherwise fails to qualify for the part-year withholding
method, there is no regulatory basis for the employee to claim
additional withholding exemptions on his or her Form W-4 so
as to result mathematically in an amount of withholding tax for
the year that will approximate his or her substantive tax liabili-
ty. Such a course of action could expose both the employee and
the employer to penalties under the law.

10. IRS Publications for Employers and Employees

Because of the complexities involved in the actual calcula-
tions of wage withholding tax, the IRS has published IRS Pub-
lication 15, (Circular E), Employer’s Tax Guide, to be used as a

*'Reg. §31.3402(h)(4)-1(b)(5).
2 As redesignated from Reg. §31.3402(h)(4)-1(d). T.D. 9924, 85 Fed. Reg.
63,019 (Oct. 6, 2020).
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guide to the rules and calculations, Publication 15-A, Employ-
er’s Supplemental Tax Guide, and Publication 15-T, Federal
Income Tax Withholding Methods.

For further guidance for employees on the wage withhold-
ing tax rules generally, see IRS Publication 505, Tax Withhold-
ing and Estimated Tax, which contains detailed rules on how to
complete Form W-4.

D. Overview of U.S. Income Tax Withholding and
Reporting on Wages in an International Context

1. General “Territoriality” of Wage Withholding Tax

Although resident aliens and U.S. citizens may be able to
exempt or exclude from U.S. income tax remuneration for ser-
vices performed outside the United States (for example, un-
der the foreign earned income exclusion of §911 or one of the
possessions exclusions, discussed in VI., below), no such ex-
emption or exclusion applies for work done within the United
States. Accordingly, for compensation for services performed
within the United States to be exempt from wage withholding
tax, it must be specifically excepted under §3401(a).

Similarly, while a nonresident alien employee is exempt
from U.S. income tax liability and wage withholding tax on re-
muneration for services performed outside the United States,
in the absence of an exemption in the Code or by treaty for
services performed within the United States, remuneration for
U.S. workdays is subject to wage withholding tax.

This “territorial” basis for wage withholding tax in many
cases is similar to the Federal Insurance Contributions Act (FI-
CA) and Federal Unemployment Tax Act (FUTA) rules, which
generally impose FICA and FUTA tax with respect to all work
done by an employee within the United States in covered em-
ployment, but which provide an exemption in many cases for
work done outside the United States.”

When it is necessary to apply the “territorial” basis for
wage withholding tax, it is usually necessary to determine to
what extent a particular employee’s compensation is “sourced”
either within or without the United States, and if sourced with-
out the United States, whether it is sourced within a “foreign
country” (or within Puerto Rico or a U.S. possession). In ap-
plying the U.S.-source rules, it is usually necessary to deter-
mine whether an employee’s services were performed within or
without the “United States” in a geographical sense.

The regulations do not specifically define the term United
States for purposes of §3401, but the term is generally defined
for purposes of the entire Code in §7701(a)(9) to include “when
used in a geographical sense ... only the States and the District
of Columbia.” Thus, the term does not include Puerto Rico or
the other U.S. possessions, in contrast with the FICA definition
of the term United States.

It is not entirely clear from the Code itself whether the
term United States for purposes of §3401(a) also includes con-
tiguous continental shelf areas that are included in the term
United States under §638 for federal income tax purposes. If
an employee does mining-related work on the U.S. continental
shelf, his or her compensation is U.S.-source income for pur-

“ See 6830 T.M., International Aspects of U.S. Social Security and Unem-
ployment Taxes.
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poses of his or her federal income tax liability,” but §638 de-
fines the term United States as including the U.S. continental
shelf only “for purposes of this chapter” — i.e., chapter 1, deal-
ing with the individual’s substantive income tax liability. The
reference to Chapter 1 clearly does not include the wage with-
holding rules of chapter 24 of the Code. Nevertheless, the reg-
ulations under both §638 and §3401(a) provide in effect that if
an employee’s compensation is subject to substantive tax liabil-
ity under §1 or §871(b), his or her employer is also subject to
wage withholding tax under §3401(a).”

2. U.S. Sourcing Rules for Compensation for Services

The sourcing rules with respect to compensation for per-
sonal services are in §861(a)(3) and §862(a)(3).* As a general
rule, the Treasury regulations under these sections seek to
match particular items of compensation to the geographical lo-
cation where the individual performed the services that gave
rise to the compensation.

These sourcing rules were designed with the performance
of physical services in mind. Accordingly, when the service
provider and service recipient are physically located in the
same location, the rules can be applied objectively and without
much dispute as to characterization or location. However, when
the services are wholly or partly automated or when the service
provider and service recipient are located in different jurisdic-
tions, the determinations as to where the services were per-
formed and who performed them can raise difficult factual and
conceptual issues.

Generally, compensation for services performed entirely
outside the United States is considered foreign-source, and
compensation for services performed entirely within the United
States is considered U.S.-source. When the services are per-
formed by an individual partly within and partly outside the
United States, the compensation is sourced under the facts and
circumstances of the particular case, with the regulations ac-
knowledging that, in many cases, apportionment on the “time
basis” described in §1.861-4(b)(2)(ii)(E) will be acceptable.”

*Section 638 provides that for purposes of chapter 1 of the Code, includ-
ing the rules applied under §861(a)(3) for purposes of determining whether
a nonresident alien is performing services within the United States, the term
United States includes “the seabed and subsoil of those submarine areas which
are adjacent to the territorial waters of the United States and over which the
United States has exclusive rights, in accordance with international law, with
respect to the exploration and exploitation of natural resources.” Thus, an indi-
vidual who is classified as a nonresident alien for federal income tax purpos-
es and who works on an oil-drilling rig on the U.S. continental shelf outside
the territorial waters of the United States is subject to federal income tax on
his or her wages (assuming that he or she does not otherwise satisfy the three-
pronged test of §861(a)(3)). See CCA 201027046 (unless exempted by treaty,
compensation of nonresident alien employees of foreign corporation engaged
in §638 activities is subject to U.S. taxation; because activities occur within
United States and employees generally will not qualify for §864(b) business
visitor exception, employees are deemed to have income effectively connected
to U.S. trade or business). See also IRS LMSB Industry Directive #1 on U.S.
Outer Continental Shelf Activity, LMSB-4-0909-037, issued on October 28,
2009.

* See Reg. §1.638-1(f) Ex. 6, and Reg. §31.3401(a)-1(c).

*For an exhaustive discussion of the Code’s source rules applicable to in-
come from personal services (whether realized by employees, self-employed
individuals, corporations, or other persons), see 6620 T.M., Source of Income
Rules.

“Reg. §1.861-4(b)(2)(0).
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3. General Rules for Employee Compensation

Subject to two exceptions, compensation to an employee
for services performed partly within and partly outside the
United States is sourced on the time basis of §1.861-4(b)(2)
(i1)(E). The first exception is for fringe benefits described in
§1.861-4(b)(2)(ii)(D)(1)—(6). Employee compensation attribut-
able to those fringe benefits are sourced on a geographic basis
generally where the employee’s “principal place of work™ is lo-
cated.” The second exception permits an individual to adopt an
alternative basis (subject to IRS approval) or the IRS to adopt
an alternative basis if it is more reasonable than that used by the
employee.”

The Code also contains special sourcing rules that reverse
the sourcing that would otherwise occur. For example, §861(a)
(3) contains two special exceptions (discussed in V.B.1., be-
low) which can treat compensation for services done within
the United States by a nonresident alien individual as foreign-
source rather than as U.S.-source. Similarly, §863(c) and
§863(d) contain special sourcing rules that apply to employees
engaged in international transportation (shipping and aircraft),
as well as employees engaged in non-transportation activities
on the high seas (defined as “ocean activity”). Depending on
the employee’s U.S. tax status and the nature of the transporta-
tion activity, §863(c) can classify compensation for services
performed over international waters as U.S.-source.” Also de-
pending on the employee’s U.S. tax status, §863(d) generally
treats compensation for non-transportation services performed
by an employee on the high seas — defined to be ocean activi-
ty — as U.S.-source income if the employee is a “United States
person” (generally, a U.S. citizen or resident alien), but as for-
eign-source income if the employee is a nonresident alien.”'

4. Fringe Benefits

a. In General

Employees sent to work in another jurisdiction are often
provided with special “allowances” in addition to the standard
package of fringe benefits that their employers also provide to
employees not on international assignment. Such allowances
may include reimbursement for the employee’s moving ex-
penses in moving to a new location; reimbursement for part
or all of the employee’s living expenses (housing, meals, laun-
dry, and telephone expense); company-provided transportation
(such as a company car); reimbursements for the employee’s
children to attend private schools in the language of their home
country; home leave reimbursements for the employee and his
or her family to return on vacation to their home country peri-
odically (usually at least once annually); low-interest or inter-
est-free loans to be used to purchase a home; and tax equaliza-
tion payments to reimburse the employee for the excess cost
of the host country’s taxes when compared with the hypotheti-

* See I1.D 4., below.

“Reg. §1.861-4(b)(2)(ii)(C).

0 Gee further discussion in V.B.5., below, with respect to nonresident
aliens.

*'In the absence of these special rules, compensation earned by a U.S. cit-
izen or resident alien for work done on the high seas would usually be foreign-
source income, which could be favorable for the employee if he or she had ex-
cess foreign tax credits.
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cal tax that the employee would have paid to the home country
if the employee had not been transferred to the host country.”
Wage withholding may be required with respect to a particular
payment, depending on the particular facts and the relevant tax
rules.

Employees on international assignments will usually be
reimbursed as well for normal business expenses incurred by
them as part of their regular business activities. In general, no
wage withholding is required by virtue of the general rule in
Reg. §31.3401(a)-1(b)(2), to the effect that the reimbursement
of an employee’s deductible business expenses is exempt from
wage withholding. Under the “accountable plan” rules enacted
by §62(c) by the Family Support Act of 1988, however, wage
withholding could be imposed if the employer reimbursements
do not follow the requirements of the accountable plan regula-
tions in Reg. §1.62-2 and Reg. §31.3401(a)-4.™

Comment: The issue of reimbursement of expenses typi-
cally arises in the context of an existing employee directed by
an employer to perform services in a new jurisdiction. Employ-
ees hired with the expectation that they will reside and perform
services in a location other than the employer’s or that relocate
for personal reasons but continue to perform remotely their ser-
vices as employee may not be reimbursed for such expenses
and their compensation would be subject to the general rules
above notwithstanding the incurrence of such unreimbursed ex-
penses.

In the case of any reimbursement or other type of employ-
er-provided allowance, whether provided “in kind” or in the
form of direct payment to a third-party provider of goods or
services, any items that are subject to wage withholding tax
must be withheld in some manner by the employer. If the em-
ployee is reimbursed directly in cash, the wage withholding
tax must either be withheld from the reimbursement, or with-
held from the employee’s other taxable wages, or the payment
must be “grossed up” by the employer so that sufficient wage
withholding tax is paid to the IRS on the grossed-up amount.
Wage withholding tax would be either at graduated rates, or in
the case of non-recurring payments the employer would usu-
ally withhold at the optional flat rate of 25% for supplemental
wages.

Although wage withholding is typically required on em-
ployer-provided allowances that are taxable to the employee,
in the case of certain allowances the employer may not be re-
quired to withhold but only required to report the income as
“other compensation” on the employee’s Form W-2. Examples

*The wage withholding tax effects of standard allowances that are usually
provided to all employees, such as coverage in group insurance plans (medical,
life, and disability insurance), and coverage in the company’s retirement plans
are not further discussed, except for the treatment of nonqualified retirement
plan coverage, which is discussed in ILE.7., below.

>Pub. L. No. 100-485, §702(a) (1988).

% See 392 T.M., Withholding, Social Security and Unemployment Taxes
on Compensation (U.S. Income Series), and 519 T.M., Travel, Transportation,
Entertainment, Meal, and Gift Expenses (U.S. Income Series). The IRS has
stated that the accountable plan rules apply equally to nonresident aliens work-
ing within the United States, as well as to U.S. citizens and resident aliens.
See December 16, 1998, IRS Letter to Coopers & Lybrand, LLP, Regarding
Whether Withholding Agent Is Required to Withhold Tax on Reimbursed Ex-
penses Paid to Nonresident Alien Guest Lecturers, reproduced in Worksheet 5
of 6440 T.M., U.S. Income Taxation of Foreign Students, Teachers, and Re-
searchers.
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include employer-provided automobiles and imputed income
arising out of employer-provided low-interest loans.

b. Temporary Living Expenses

If an employee’s “tax home’ remained in the employee’s

home country during part or all of the temporary assignment in
the host country, part or all of the employee’s temporary liv-
ing expenses in the host country may have been tax-deductible
under §162(a)(2) in taxable years beginning before January
1, 2018. Section 162(a) permits an employee to claim a de-
duction for “traveling expenses (including amounts expended
for meals and lodging ...) while away from home in the pur-
suit of a trade or business.” However, the Tax Cuts and Jobs
Act (TCJA) added §67(g) to the Code, which suspends the al-
lowance of any miscellaneous itemized deductions, notwith-
standing §67(a), for any taxable year beginning after Decem-
ber 31, 2017 and before January 1, 2026. If eligible expens-
es are reimbursed directly pursuant to an accountable plan, the
practical effect is that they are excluded from the employee’s
gross income. If they are not reimbursed directly, the employee
could deduct the expenses in tax years beginning before Janu-
ary 1, 2018, subject to the 2%-of-adjusted-gross-income rule of
§67(a).

With respect to the location of an individual’s tax home,
§162(a) provides that an employee “shall not be treated as tem-
porarily away from home during any period of employment
if such period exceeds 1 year.” The IRS interpreted this rule
in the context of several alternative fact patterns in Rev. Rul.
93-86. In two fact patterns the IRS ruled that an individual’s
tax home would shift from one location to another where:

(1) the individual moves to the new location, expects to re-
main there more than 12 months, and does in fact remain
more than 12 months; and

(2) the individual moves to the second location, expects to
remain there more than 12 months, but moves back to the
first location before 12 months have elapsed.

In the third fact pattern, however, the IRS ruled that if the
individual moves to the second location and expects to stay less
than 12 months, but if the individual’s plans later change and
the individual stays more than 12 months, he or she may claim
away-from-home living expenses on the basis that the tax home
remains at the first location up to the date that the individual’s
plans change.

Comment: Revenue Ruling 93-86 offers planning possi-
bilities for nonresident aliens whose plans with respect to the
period of their U.S. employment are flexible. Care should be
exercised in the decisions regarding any change in employer
(e.g., if the employee is transferred to the payroll of a local
company) lest the employee’s tax home change.

*The term “tax home,” relating to travel expenses while away from home,
generally means an individual’s regular or principal (if more than one regular)
place of business. If the individual has no regular or principal place of business
because of the nature of the business, or because the individual is not engaged
in carrying on any trade or business within the meaning of §162(a), then the
individual’s “tax home” is the individual’s regular place of abode. See Reg.
§301.7701(b)-2(c), defining the same meaning of tax home for purposes of
§162(a).

% See Pub. L. No. 115-97, §11045.
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The tax home rules apply uniformly to all individuals
working in the United States, and to U.S. citizens and resident
aliens working abroad. It is not relevant whether an individual
is a resident alien or nonresident alien or, in the case of a U.S.
citizen, whether the individual is a “bona fide resident of a for-
eign country” for §911 purposes. Thus, for example, a resident
alien who satisfies the 12-month rule with respect to a tempo-
rary U.S. assignment would be entitled to claim tax home de-
ductions in the same manner as a nonresident alien who also
satisfied the 12-month test.

Publication 519, U.S. Tax Guide for Aliens, provides gen-
eral guidance regarding the deductibility of travel expenses and
moving expenses incurred by employees who have a temporary
job site in the United States and a tax home outside the United
States. Generally, for taxable years beginning before January
1, 2018, moving expenses of a nonresident alien temporarily in
the United States and earning taxable income for performing
personal services were deductible if both of two tests were met.
The first test was a length of employment test and the second
test was a distance test. For tax years beginning after December
31, 2017, moving expenses are not deductible except for mem-
bers of the U.S. Armed Forces who move under military or-
ders incident to a permanent change of station.”” Although Pub-
lication 519 deals with aliens working in the United States, the
same rules would apply in the case of a U.S. citizen or resident
alien working temporarily abroad.

Expenses incurred for accompanying family members
were not eligible for tax home deductions, including transporta-
tion costs in moving family members and their personal be-
longings to the host country. If the employee’s tax home did
shift to the host country however, part or all of the cost of mov-
ing family members to the host country may have been de-
ductible under §217 in tax years beginning before January 1,
2018.

For taxable years beginning before January 1, 2018 and af-
ter December 31, 2025, the principal fact patterns, and the re-
lated wage withholding rules, were and will be (assuming there
are no changes) as follows:

(i) The employee is reimbursed in full for deductible tax
home expenses (i.e., for his or her temporary living ex-
penses in the host country). In this case the reimbursement
is exempt from wage withholding tax under the general
business expense reimbursement rtule in Reg.
§31.3401(a)-1(b)(2), provided that the “accountable plan”
rules of Reg. §31.3401(a)-4 are met. If they are not met,
then part or all of the reimbursement may be subject to
wage withholding tax according to the rules described fur-
ther below.

(i) The employee is not reimbursed by the employer for
any temporary living expenses in the host country. In this
case the employee would claim a deduction on the em-
ployee’s federal income tax return subject to the 2%-of-
AGI rule of §67. If the employee wished to reflect the an-
ticipated deduction in the employee’s wage withholding,
the employee would increase the number of withholding
allowances on Form W-4. If the employee were a non-

%7 See Pub. L. No. 115-97, §11049 (2017).
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resident alien, however, this would not be permitted (see
the discussion in V.C.1., below), and instead the employee
would have to wait until filing his or her tax return for the
year in order to obtain a refund of the over withheld tax.

(iii) The employer reimburses the employee, but excess re-
imbursements occur. In this case, the “accountable plan”
rules in Reg. §31.3401(a)-4 could require wage withhold-
ing on all reimbursements.

(iv) The employer partially reimburses the employee. In
this case, the reimbursed portion would be exempt from
wage withholding if the accountable plan tests were met,
and the unreimbursed excess could be reflected in the em-
ployee’s wage withholding on Form W-4 (but only if the
employee is a U.S. citizen or resident alien).

If an employer chooses to reimburse the living expenses of
an employee who is eligible to claim tax home deductions, the
employer may do so under a “per diem” arrangement as pre-
scribed in various IRS rules. In the case of employees work-
ing within the United States, Publication 1542 describes the de-
tailed rules that are applied by the IRS.” Publication 1542 con-
tains charts showing the per diem allowance for lodging and
for meals in a number of specific cities and localities within the
United States. Alternatively, the employer may use the applica-
ble standard federal per diem rates. The per diem rates that may
be used for employees working temporarily outside the United
States are on the General Services Administration website, at
www.gsa.gov. An employer may have a per diem arrangement
that covers lodging but not meals, or meals but not lodging, or
both.

A per diem arrangement has the potential advantage of
permitting part of an employee’s salary in effect to be paid by
the employer as part of the employee’s per diem amount, to
the extent that the per diem is expected to exceed the employ-
ee’s actual living expenses. Such excess would be free of wage
withholding tax and would not be reported on the employee’s
Form W-2. One disadvantage of a per diem arrangement, how-
ever, is that it probably should not be used for days that the em-
ployee is on business trips away from the temporary work lo-
cation. If the employee does make business trips away from the
temporary work-site, in most cases the employer would reim-
burse the employee for the actual expenses incurred by him or
her on those trips. It would be inconsistent for a per diem al-
lowance to be paid to the employee to cover the cost of lodging
and other living expenses on the same days at the place where
the employee maintains his or her temporary home. A reim-
bursement program based on actual expenses would minimize
this problem, because the argument could be made that the re-
imbursement for the actual expenses of lodging and related ex-
penses at the temporary home should probably be allowed even
on days that the employee is temporarily away from that place
on business.

c. Housing

In the absence of a tax home deduction, an employee’s
housing is generally not deductible, and employer-provided
housing is fully taxable and subject to wage withholding tax.

38 See also Rev. Proc. 2019-48, superseding Rev. Proc. 2011-47.
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However, if the housing qualifies for exclusion from the em-
ployee’s gross income under §119 for meals and lodging fur-
nished at the convenience of the employer, it would be exempt
from wage withholding tax under Reg. §31.3401(a)-1(b)(9).
Support for claiming the exclusion in the case of an interna-
tional employee might be based on the case of Faneuil Adams,
which involved a U.S. citizen living in Japan.”

From a practical standpoint, a U.S. citizen or resident alien
who qualifies for the §911 exclusion may have no need to claim
the §119 exclusion due to the deduction for housing available
under the §911 exclusion. In the case of an individual working
in the United States who does not qualify for the §162 housing
deduction, however, the §119 housing exclusion would usually
offer a significant tax saving if it were available.

The TCJA, Pub. L. No. 115-97, added §67(g) to the Code,
which provides that no miscellaneous itemized deductions will
be allowed for any taxable year beginning after December 31,
2017, and before January 1, 2026, notwithstanding §67(a).”
Section 67(b) defines miscellaneous itemized deductions for
this purpose as the itemized deductions with specified excep-
tions; §162 is not excepted.

d. Home Leave Expenses

To the extent that the employer reimburses the employee
and other family members for air travel to vacation in their
home country, or pays such costs directly, such costs should al-
so be classified in most cases as wages subject to withholding.”'
If the employee’s trip were considered a business trip, on the
other hand, no withholding would be required on that portion
of the reimbursement.

e. Tuition Expenses for Dependents’ Private Schooling

There is no statutory or regulatory basis for excluding re-
imbursements for the cost of private schooling from the em-
ployee’s gross income even if the employee is entitled to a
deduction for his or her own living expenses under the “tax
home” rules. Accordingly, such reimbursements are subject to
wage withholding.

f. Personal Use of Automobile

An employer is required to report the value of a company-
provided automobile on an employee’s Form W-2, to the extent
of the personal non-business use of the automobile. Under
§3402(s), the employer may elect not to withhold on the tax-
able value of the automobile.” If the employee believes that a
portion of the value of the automobile reported on Form W-2
is allocable to deductible business use, in taxable years begin-
ning before January 1, 2018, the employee could have deducted
such portion subject to the 2%-of-AGI rule of §67. That deduc-
tion should become available again in taxable years beginning
after December 31, 2025, unless this restriction is extended.”

* Adams v. United States, 585 F.2d 1060 (Ct. CL. 1978).

“Pub. L. No. 115-97, §11045.

® The value of free vacation trips provided to an employee is classified
as wages subject to withholding. Campbell Sash Works, Inc. v. United States,
63-1 USTC q 9421 (N.D. Ohio 1963); ABC Freight Forwarding Corp. v. Unit-
ed States, 68-1 USTC 9282 (S.D.N.Y. 1968).

62 See 392 T.M., Withholding, Social Security and Unemployment Taxes
on Compensation (U.S. Income Series).

% See §67(g).
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As a general rule, personal use of a company car would in-
clude use in commuting to work. If the employee is eligible for
the tax home deduction, however, use of the car for commuting
between the employee’s U.S. lodging and his or her U.S. place
of business is non-taxable business use.

g. Devices Used for Communications

Whether an employee is eligible for the tax home deduc-
tion, the personal use of a telephone or other device used for
communication is not tax-deductible under the IRS’s tax home
guidelines. Business use of the employee’s personal commu-
nication device would be tax-deductible, however, in years in
which itemized deductions were deductible. The TCJA, Pub. L.
No. 115-97, added §67(g) to the Code, which provides that no
miscellaneous itemized deductions will be allowed for any tax-
able year beginning in 2018 through 2025.” Section 67(b) de-
fines miscellaneous itemized deductions for this purpose as the
itemized deductions with specified exceptions; §162 is not ex-
cepted.

h. Moving Expenses

Section 132(a) provides that qualified moving expense re-
imbursements are fringe benefits that are not included in gross
income. For taxable years beginning before January 1, 2018,
former §132(g) defined the term qualified moving expense re-
imbursement as an amount received by an individual from an
employer as payment for (or reimbursement of) expenses that
would be deductible as moving expenses under §217 if directly
paid or incurred by the individual, exclusive of any payment for
(or reimbursement of) an expense actually deducted by the in-
dividual in a prior taxable year. To the extent that an employer
reimbursed an employee for moving expenses that the employ-
ee expected to be excludible under former §132(g), §3401(a)
(15) provides an exemption from wage withholding tax.”’ In the
case of an employee who moved from the United States to a
foreign country, however — whether a U.S. citizen or an alien
— §265 could have had the effect of denying the §132(a)(6)
exclusion to the extent that the individual’s earned income af-
ter the move might be tax-exempt, either because the employee
would be a nonresident alien, or a U.S. citizen or resident eli-
gible for the §911 exclusion. Thus the reimbursement in some
cases might have been taxable under §82 but a §217 deduction
would have been denied by reason of §265.%

The TCJA, Pub. L. No. 115-97, amended §132(g), leaving
the definition of qualified moving expenses as §132(g)(1) and
adding §132(g)(2), which provides that the exclusion from
gross income for qualified moving expense reimbursements in
§132(a)(6) will not apply to any taxable year beginning after
December 31, 2017, and before January 1, 2026, except in
the case of an active duty member of the U.S. Armed Forces
who moves under a military order and incident to a permanent
change of station.”

*Pub. L. No. 115-97, §11045.

“ Section 3401(a)(15) has not been amended to reflect the enactment of the
§132(g) exclusion in 1993, but the intent is presumably the same.

% See generally Rev. Rul. 75-84, and Rev. Rul. 75-85, amplified by Rev.
Rul. 76-162.

“’Pub. L. No. 115-97, §11048.
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i. Tax Equalization Payments

Payments to an employee to reimburse the employee for
increased tax obligations as a result of the move to another ju-
risdiction (tax equalization payments) are in all cases classified
as wages subject to withholding.

Note that for purposes of the §409A rules (enacted in
2004), a properly structured tax equalization plan is excluded
from the §409A rules.®®

j.- Low-Interest or Interest-Free Loans

Where an employer loans funds to an employee at a be-
low-market interest rate, the “bargain element” will usually be
treated as imputed income to the employee under §7872(c)(1)
(B) as part of a “compensation-related loan.” Although this in-
come must be reported as “other compensation” on the employ-
ee’s Form W-2, §7872(f)(9) exempts this income from wage
withholding.

k. Cost of Meals

The cost of meals raises special questions because of the
general rule in §274(n) that generally permits only 50% of the
cost of meals to be deducted. In effect, if the employer reim-
burses the employee for meals that are deductible in principle
by the employee under the tax home rules, the employee is not
taxed on the reimbursement (whether the reimbursement is pur-
suant to a per diem plan, or on the basis of actual reimburse-
ments) and the reimbursement is not subject to wage withhold-
ing tax. At the same time, the employer may only deduct 50%
of its cost in calculating its own federal income tax. However,
in taxable years beginning before January 1, 2018, if the em-
ployee was not reimbursed for the cost of tax-deductible meals,
he or she could only deduct 50% of business meals, and thus
in calculating the amount of the employee’s withholding al-
lowances for Form W-4 purposes, the employee should have
taken into account the 50% deduction disallowance and also the
2%-of-AGI rule under §67 on the deductible portion in effect
during those years. If the employee was a nonresident alien, of
course, the employee would not have been permitted to reflect
the tax-deductible portion of business meals on Form W-4.

For taxable years beginning after December 31, 2017, and
before January 1, 2026, no miscellaneous itemized deductions
are allowed.”

1. Reimbursement of U.S. Education Expenses of a
Nonresident Alien Student

Foreign employers sometimes finance part or all of the
cost of foreign-based employees to attend graduate school in
the United States to acquire professional training. If this is done
in the form of an employer reimbursement of the foreign stu-
dent’s tuition and U.S. living expenses (or direct payment of
those expenses by the foreign employer), the question arises
whether part or all of these payments or reimbursements are
taxable to the employee as disguised salary or as a taxable
scholarship, and thus potentially subject to U.S. withholding
tax under either §3401(a) or §1441 on the part of the foreign

% See Reg. §1.409A-1(b)(8)(iii).
9867(g). See Pub. L. No. 115-97, §11045.
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employer. Although it is unlikely that many foreign employers

are even aware of these issues, the tax issues can be quite com-
70

plex.

m. Miscellaneous Fringe Benefits

There are numerous other employer-provided fringe ben-
efits that may be provided generally by a U.S. employer to
both employees on an international assignment, and to employ-
ees working permanently within the United States. These in-
clude reimbursements of commuting and parking costs, vari-
ous kinds of welfare costs, employer-paid health insurance, em-
ployer-paid life insurance, and numerous other benefits. A full
discussion of these and other employer-provided fringe bene-
fits is in 394 T.M., Employee Fringe Benefits (U.S. Income Se-
ries).

5. Sourcing of Taxable Allowances

As discussed in V. and VI, below, under Reg. §1.861-4(b)
(2), taxable fringe benefits paid to a U.S. citizen or resident
alien working abroad or to a nonresident alien working in the
United States are divided into two groups for determining their
source as income:

(1) six specified categories of fringe benefits — housing,
education, local transportation, tax reimbursement, haz-
ardous or hardship duty pay, and taxable moving expense
reimbursements — are sourced geographically, either at
the employee’s principal place of employment or in the
country where the benefit is applicable; and

(2) all other taxable fringe benefits are allocated between
U.S. and foreign sources in the same manner as the em-
ployee’s base salary.

This latter rule is generally favorable for U.S. citizens and
resident aliens working abroad who make business trips back to
the United States, because it treats most fringe benefits as for-
eign-source and thus increases the employee’s allowable for-
eign tax credits. Conversely, the rule can be detrimental to non-
resident aliens working temporarily within the United States
who make foreign business trips (or resident aliens working
in the United States who have accumulated excess foreign tax
credits and who make foreign business trips) because it increas-
es the amount of the employee’s U.S.-source income that is ei-
ther subject to tax (in the case of nonresident aliens) or it de-
creases the amount of foreign-source income that may be shel-
tered by foreign tax credits (in the case of resident aliens).

Technically, these sourcing rules should be reflected in the
employer’s payroll system.

6. Potential Section 6662 Penalty

If neither the employer withholds on a particular type of
allowance nor the employee reports the allowance on the em-
ployee’s tax return for the year, a penalty of 20% could be im-
posed on the employee under §6662. This would occur if the
employee is audited on the issue, loses on the issue, and it is de-
termined that there was neither “disclosure” of the issue on the

""While a discussion of these issues is beyond the scope of this Portfolio,
the most important issues are discussed in 6440 T.M., U.S. Income Taxation
of Foreign Students, Teachers, and Researchers, and in 518 T.M., Exclusion of
Scholarships and Other Receipts for Education (U.S. Income Series).
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return nor “substantial authority” for the position taken. Such a
situation could arise, for example, if an employer and employee
claimed the §119 exclusion with respect to employer-provided
housing, or if an employer reimbursed an employee for his or
her housing cost under an accountable plan.

E. Withholding on Bonuses and Deferred Compensation

1. In General

This section deals primarily with the payment of bonuses
and other kinds of deferred compensation in an employer-em-
ployee context. In most cases the payment is being made for
services that were rendered by the payee during one or more
periods prior to the current pay period. Except for the discus-
sion in ILE.6.a. and ILE.7., below of deferred compensation
paid out of trust funds or similar funding vehicles, this section
discusses only payments that have not been previously funded
by the employer and which are made out of the general unse-
cured funds of the employer.

The two most important factors regarding U.S. substantive
tax liability and wage withholding are the source of the pay-
ment (i.e., whether the services for which the employee is being
paid were rendered within the United States or abroad), and the
status of the employee at the time of receipt as a nonresident
alien, U.S. citizen, or resident alien.

The IRS has ruled that the payment of unfunded deferred
compensation by an employer to an employee (or former em-
ployee) in a wholly domestic context is gross income to the
employee and is subject to withholding as “wages” under
§3401(a).”" As discussed in II.LE.3., ILE.4., and ILE.5., below,
however, certain exceptions in the case of international em-
ployment may apply so as to eliminate both liability and wage
withholding. In addition, to the extent that a bonus or deferred
compensation payment is subject to wage withholding, in most
cases the employer would be entitled to treat it as “supplemen-
tal compensation” taxable at the optional flat rate of 25%.

2. Section 409A Rules

As a result of the enactment of §409A, all deferred com-
pensation plans must be tested under the provisions of that sec-
tion to ensure that the deferred compensation is not taxed in a
year prior to the payment due date, and is not subject to the
20% penalty of §409A(a)(1)(B)(1)(II). Although the principal
focus of most employers and their employees is on unfunded
deferred compensation plans maintained by a U.S.-based em-
ployer for its U.S.-based employees, §409A can apply to:

(1) U.S. citizens and resident aliens working abroad for ei-
ther a U.S.-based or a foreign-based employer, and

(i) to nonresident or resident aliens working in the United
States who participate in a plan maintained by a current or
former employer based in a foreign country.

A detailed examination of the effect of §409A in an in-
ternational context is at 385 T.M., Deferred Compensation
Arrangements (U.S. Income Series).

Because a plan that runs afoul of §409A (resulting in cur-
rent taxation to the employee, together with the 20% penalty

"'Rev. Rul. 77-25.
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tax) does not result in a corresponding wage withholding oblig-
ation on the employer, the details of §409A are not discussed
in this section.”” However, an employer (whether U.S.-based or
foreign-based) the employees of which are potentially subject
to U.S. income tax should always analyze its deferred compen-
sation plans to determine whether they are “§409A-compliant,”
and, if not, what steps should be taken to make them §409A-
compliant. There are two reasons for this. First, the employer
should be careful not to maintain a plan that could result in the
imposition of current tax, plus the 20% penalty, on an employ-
ee who might not have the cash to pay the tax and the penal-
ty. Second, the employer must determine how much of an em-
ployee’s accrued deferred compensation (if any) is properly de-
ferrable under §409A, and how much (if any) is currently tax-
able under §409A. The deferred portion is optionally reportable
on the employee’s Form W-2 in box 12 (using code Y), and the
current taxable portion is reported in both box 1 as currently
taxable wages and in box 12 (using code Z).”

If the deferred compensation plan is maintained by a for-
eign employer that is not engaged in a trade or business in the
United States — for example, by a foreign subsidiary, parent,
or sister company of the U.S. company that either sent the em-
ployee abroad (in the case of a U.S. citizen or resident alien) or
that is employing the employee temporarily within the United
States (in the case of a resident or nonresident alien), the ques-
tion arises whether Form W-2 reporting is required to be done.
To the extent that other forms of compensation that are current-
ly taxable to the particular employee (such as current salary,
or current payments of deferred compensation from prior years
that did not run afoul of §409A) are not required to be reported
on Form W-2, it would seem that deferred compensation that
is taxable currently under §409A would also not have to be re-
ported on Form W-2. However, if the employee also receives
compensation from an employer that must be reported on Form
W-2, and if that employer also includes on the Form W-2 cur-
rent compensation that is paid by a related foreign company in
the group (even if such reporting is technically not required un-
der the law), then it would be advisable to also report deferred
compensation that is accrued under a plan maintained by that
foreign employer, whether or not the foreign plan is §409A-
compliant.”

The discussion in the rest of this section assumes (unless
otherwise indicated) that if an employee participates in a de-
ferred compensation plan with either a U.S. or foreign employ-
er, the plan is §409A-compliant.

"Thus, if §409A applies, the employee is required to pay the tax, plus the
20% penalty, on his or her own behalf on a self-assessed basis. The employer,
however, is required to report the amount that is taxable to the employee on the
employee’s Form W-2 for the year.

3 See the IRS instructions to Form W-2.

™For example, if a U.S. parent company and its foreign subsidiary both
pay current salary to a U.S. citizen working abroad and if the U.S. parent com-
pany includes both salaries on the employee’s Form W-2, it should report all
information concerning the employee’s participation in a deferred compensa-
tion plan that is maintained by the foreign subsidiary.
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3. Nonresident Alien Recipient

a. Payment Is Foreign-Source Income

If a bonus or unfunded deferred compensation is paid to a
nonresident alien employee, and the payment is foreign-source
income, the payment is exempt from both substantive liability
and wage withholding tax. This is because the payment is for
services rendered by the employee entirely outside the United
States, and as such it cannot be subject to U.S. tax in the hands
of a nonresident alien employee either at the gross 30% rate un-
der §871(a) or at graduated rates as “effectively connected in-
come.”” The payment is thus free of U.S. tax to the nonresi-
dent alien employee whether the employee is living and work-
ing within or without the United States at the time of payment,
whether or not the employer making the payment is a U.S. or
a foreign company, and whether or not the employee may have
been a resident alien at the time the services were rendered to
the employer.

Typically a payment of this kind would be made to a non-
resident alien employee after the employee moved to the Unit-
ed States, but for services rendered abroad before the move. Be-
cause of the absence of U.S. tax, such an arrangement can thus
be an important tax planning scheme if it is also free of tax in
the employee’s home country or previous place of employment.

Because foreign-source compensation paid to a nonresi-
dent alien is exempt from U.S. wage withholding and from sub-
stantive tax liability to the employee, it may be possible for a
resident alien or nonresident alien who works temporarily in
the United States and who makes frequent business trips out-
side the United States to arrange for a “split contract.” Under
such a plan, the individual’s salary for U.S. workdays is paid to
the employee currently but salary for non-U.S. workdays is de-
ferred until after the individual moves out of the United States
and becomes a nonresident alien. It is possible, however, that
in the event of an IRS audit, it might be necessary to prove that
there had been a business purpose for the deferral of tax only
on the salary allocable to non-U.S. business days. If this plan
is effective and if it does not run afoul of §409A, however, the
payment of the deferred foreign-source income after the em-
ployee has resumed nonresident alien status should be exempt
from U.S. wage withholding tax and from substantive tax lia-
bility. In addition it should be tax-deductible by the U.S. em-
ployer for corporate income tax purposes. The employee would
have to determine, however, to what extent the payment might
be taxable to him or her under the tax laws of one or more for-
eign countries.

b. Payment Is U.S.-Source Income

Where a nonresident alien employee receives a bonus or
unfunded deferred compensation payment for services rendered
in the United States, the payments are U.S.-source income. The
tax rules that apply to such payments are essentially the same
as those that apply to a U.S. citizen or resident alien working
in the United States in a wholly domestic context. Thus, the
payment would usually be eligible for wage withholding tax as
“supplemental” wages at the flat 25% rate, and the employee

2 §862(a)(3), §864(c)(4), and §871(b).
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would include the payment in his or her gross income for the
year. The employee would compute his or her tax at graduated
rates applicable to U.S. citizens having the same filing status
(in the case of a nonresident alien, at either single or married
separate rates). It is immaterial whether the employee is or is
not working in the United States at the time a bonus or unfund-
ed deferred compensation is paid. The payments are considered
U.S.-source effectively connected income no matter when re-
ceived.”® Note, however, that in some cases a treaty exemption

may apply.
¢. Combined U.S.- and Foreign-Source Income

If a nonresident alien is paid a bonus or unfunded deferred
compensation for service in prior periods, the amount could be
made up of both U.S.- and foreign-source income. For exam-
ple, the individual might work for several years in the United
States during which time the individual might travel on busi-
ness outside the United States for part of the time. If after
moving out of the United States and becoming a nonresident
alien, the employer pays a bonus for the entire period of the
individual’s U.S. assignment, the bonus would be partly U.S.-
source income and partly foreign-source income. The employer
should prorate the bonus between the U.S.- and foreign-source
portions with U.S. tax liability and wage withholding only
on the U.S.-source portion (to the extent not exempt under a
tax treaty), in accordance with the rules described in IL.LE.3.b.,
above. Note that the employee’s resident or nonresident status
seems to be relevant only at the time the payment is made. The
fact that the alien may have been classified as a resident alien
when the services were performed should not change the ex-
emption for the foreign-source portion of the bonus if it is paid
after the individual has become a nonresident alien.

4. U.S. Citizen Recipient

a. Payment Is Foreign-Source Income

Because a U.S. citizen is subject to U.S. tax on worldwide
income, U.S. tax liability is often imposed on bonuses or un-
funded deferred compensation paid to a U.S. citizen for ser-
vices he or she has rendered abroad. However, both substantive
tax liability and wage withholding tax may be reduced if the
bonus is excluded under §911, or if the U.S. tax is reduced by
foreign tax credits.

(1) Section 911 Exclusion

Depending on the size of the bonus, it may be excluded
from the U.S. citizen’s gross income under §911. If it is so ex-
cluded, wage withholding will not be imposed by reason of the
exemption in §3401(a)(8)(A)(i), discussed in VI.A.1., below.

In determining whether a bonus is excludible under §911,
the rules in §911(b)(1)(B)(iv) should be considered. That pro-
vision states that an item of deferred compensation may not be
excluded if it is received later than the taxable year immediately
after the services are performed. Section 911(b)(2)(B) provides
further that if the bonus is excludible under §911, it is deemed
to have been received in the taxable year in which the services
were performed, and not in the year the bonus was paid. Thus,

76 See §864(c)(6).
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the bonus must be counted against the employee’s dollar lim-
itation under §911(b)(2)(A) for the year in which the services
were rendered, and the other applicable rules for that year must
also be applied.

(2) No Section 911 Exclusion

The bonus may not qualify for the §911 exclusion for any
of a number of reasons, but the employee may have sufficient
foreign tax credits to reduce or eliminate the U.S. tax on the
bonus. This could occur either if the bonus is subject to foreign
tax, or if it is exempt from foreign tax but the employee has ex-
cess foreign tax credits in the right separate limitation category
for the current year or which were carried forward from a pre-
vious year.”” For this purpose, the bonus would not relate back
to the year in which the service was performed for a cash-basis
taxpayer, but would be taxable only in the year received.

As discussed in VILA.5., below, in calculating the amount
of U.S. wage withholding tax (if any) on a bonus, the employer
may consider foreign tax credits reflected on an employee’s
Form W-4 if the “mandatory flat rate withholding” rules do not
apply and if the employer chooses the “aggregate” withhold-
ing tax method instead of the “optional flat rate” method. Al-
ternatively, the employee may have given his or her employer
a Form W-4 claiming exemption from U.S. wage withholding
tax under §3402(n) (i.e., if he or she had no U.S. tax liability
for the prior year and expects none for the current year).

(3) Other Wage Withholding Exemptions

The bonus may be exempt from wage withholding under
some other exemption. For example, the bonus may be subject
to foreign wage withholding. If so, the wage withholding ex-
emption in §3401(a)(8)(A)(ii), discussed in VI.A.4., below,
would apply.

b. Payment Is U.S.-Source Income

A bonus paid to a U.S. citizen for work done in the United
States would not qualify for the §911 exclusion and U.S. tax
ton the bonus could not be reduced by excess foreign tax credits
or by the exception for foreign wage withholding tax. In the ab-
sence of a special wage withholding exemption in the §3401(a)
definitions, therefore, the U.S.-source portion of a bonus would
usually be subject to U.S. wage withholding.

5. Resident Alien Recipient

The rules governing the taxability of a bonus or unfunded
deferred compensation paid to a resident alien are similar to
the rules governing payments to U.S. citizens. Certain special
problems may arise, however.

a. Payment Is Foreign-Source Income

If an employer pays a bonus to a resident alien employee
for services rendered by the employee outside the United States
(i.e., related to periods before the alien’s move to the United
States), the payment is fully taxable to the employee and would
usually be subject to wage withholding. This is a common pit-
fall, which is avoidable if the bonus is paid while the employ-
ee is still a nonresident alien (see I.LE.3.a., above). Because a

78904(c).
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cash-basis resident alien is taxed on worldwide income, how-
ever, the bonus is clearly taxable, probably without exemption
from wage withholding under any of the exemptions in
§3401(a). As a practical matter, however, if the employer is lo-
cated in a foreign country, it is unlikely that it would comply
with the U.S. wage withholding rules.

If the employee was also a resident alien during the period
that he or she earned the bonus while working abroad, part or
all of the bonus may be exempt from tax under §911, or by rea-
son of excess foreign tax credits from the same year or a prior
year. If this is the case, the rules described above concerning
withholding on a resident alien’s foreign-source income, would
be applied.

b. Payment Is U.S.-Source Income

A resident alien who receives a bonus or unfunded de-
ferred compensation for services rendered within the United
States is generally taxed in full on such amounts, and the bonus
is also subject to wage withholding.

6. Funded Deferred Compensation Plans

a. Distributions from U.S. Qualified Plans

A complete discussion of the substantive tax rules and the
withholding rules applicable to funded deferred compensation
is beyond the scope of this Portfolio. It should be noted, how-
ever, that under the rules of §3405, tax may be imposed on U.S.
citizens and resident aliens at either wage withholding rates (in
the case of periodic distributions from the tax-qualified U.S.
trust), or at the rate of 25% (in the case of a lump-sum distrib-
ution from such a plan which is not rolled directly into anoth-
er tax-qualified U.S. retirement plan). See II.C.7., above. In the
case of a nonresident alien recipient, the rules are more com-
plex, in that the distribution could be subject to partial wage
withholding, partial 25% lump-sum withholding, partial 30%
withholding under §1441, or partially tax-exempt, depending
on the particular facts.”

b. Plans Not Qualified Under U.S. Law

Where an employer makes contributions to a funded plan
which is not tax-qualified under U.S. law (§401 and following),
the contributions are includible in the employee’s gross income
if the employee’s rights in the plan are fully vested.” As such,
the contributions are probably subject to U.S. wage withhold-
ing. If vesting does not occur until a subsequent taxable year, it
is arguable that no wage withholding tax should be imposed at
any time, although the vesting should probably be reported on
Form W-2 at that time.

This problem arises in many situations in which contribu-
tions were made to a foreign funded plan for the account of
a nonresident alien, a resident alien, or a U.S. citizen work-

™ See §31.3405(e)-1(f)(1) for a discussion concerning the applicability of
§3405(a) and §3405(b) to a nonresident fact pattern.

7883 and §402(b)(2); Reg. §1.402(b)-1. Under §402(b)(4), the increase in
the employee’s “vested accrued benefit” may also be taxable to him or her dur-
ing the year, but it is unlikely that the employee’s taxable income in this situa-
tion would be subject to wage withholding.
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ing in the United States.” This is because an employee benefits
plan that qualifies under foreign law rarely also meets the com-
plex U.S. qualification rules as well. The §911 exclusion is not
available with respect to income which is taxed to a U.S. citizen
or resident as the beneficiary of a nonexempt employee bene-
fits trust (see below). Therefore, contributions to such a plan
made with respect to a resident alien or U.S. citizen working
outside the United States would probably be taxable to the em-
ployee and subject to U.S. wage withholding as well, because.”
However, U.S. tax and wage withholding could possibly be re-
duced or eliminated under one or more of the other exceptions
discussed in VI.A. and VI.B., below.

c. The Rules of Section 72(f)(2) and Section 72(w)

Prior to the enactment of §72(w), a resident alien who re-
ceived a payment from a foreign funding vehicle (such as a
foreign pension trust) was generally exempt from U.S. tax on
part of the payment. This is because the alien was permitted to
calculate his or her “investment in the contract” (i.e., the indi-
vidual’s basis for U.S. tax purposes) as including contributions
made to the fund by the employer that would not have been
subject to U.S. tax if they had been paid to the alien direct-
ly as current cash compensation. Because the individual was
typically a nonresident alien working outside the United States
when the employer contributions were made, those contribu-
tions would not have been subject to U.S. tax if they had been
paid to the individual directly. Thus, those contributions were
included as part of the individual’s investment in the contract.
In addition, if the fund was part of a “top-up” plan for senior
executives, the alien could also argue that he or she acquired
additional basis in the fund with respect to the annual income
earned by the portion of the fund allocable to his or her account
in the plan, under §402(b)(4).¥

In order to eliminate this perceived loophole, the Ameri-
can Jobs Creation Act of 2004 (2004 AJCA)* added §72(w) to
the Code, which in effect denies basis to the individual with re-
spect to any employer contributions that were made to the fund
and that were not subject to either U.S. or foreign income tax
when made, provided that the contributions would have been
subject to income tax if they instead had been paid to the in-
dividual as cash compensation.* In addition, §72(w) also pro-
vides that the fund’s earnings will not be included in basis un-
less they have also been subject to either U.S. or foreign income
tax.

Because §72(w) does not require that foreign income tax
have been paid at a prescribed minimum rate or higher, the new
rule may still permit a benefit to be claimed under §72(f)(2)
with respect to prior employer contributions if foreign income
tax of some kind was paid during prior years but at a very low

1t should be noted, however, that an income tax treaty may provide relief
if the individual and the non-U.S. employer satisfy the conditions set forth in
the treaty.

818911(b)(1)(B)(iii).

82 See Thomas Bissell, Application of Basis Rules to Nonresident Aliens,
in Tax Mgmt. Special Supp. on the 2004 American Jobs Creation Act, at 570
(Dec. 13, 2004).

“Pub. L. No. 108-357, §906(a).

% Thus, if the individual was resident in a country with no income tax law,
§72(w) will not apply and the contribution will be included in the individual’s
investment in the contract under §72(f)(2).
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tax rate. Although employer contributions to an employee pen-
sion fund are usually exempt from income tax under most for-
eign income tax laws, some countries may impose employee
social security tax on the contribution at a nominal rate. Under
long-standing IRS rulings, an employee social security tax has
been held to constitute an “income tax” in interpreting that term
in the Code.” Unless the fund was subject to some kind of for-
eign income tax on its earnings, however, the individual could
not include the fund’s earnings as part of his or her investment
in the contract for U.S. tax purposes.

The 2004 AJCA also made a similar amendment to §83,
providing that rules similar to §72(w) will apply to deny basis
to an individual who received salary in the form of property
while working outside the United States as a nonresident alien.
This no-basis rule will apply if it is shown that:

(1) no U.S. or foreign income tax was imposed on the val-
ue of the property at any time; and

(2) U.S. or foreign income tax would have been imposed
if instead the payment had been made as “cash compensa-
tion.”

d. Special Section 911 Rules

Section 911(b)(1)(B) contains a number of rules that deny
the §911 exclusion to payments received by an individual in
the form of funded or unfunded deferred compensation. These
include payments received as a pension or annuity from either
a funded plan (whether exempt or nonexempt under U.S. law)
or on an unfunded basis, as well as amounts which are taxable
prior to distribution under §402(b) and §403(c) because the
fund does not qualify as tax-exempt under U.S. law. Although
in many such cases such amounts would not be classified as
wages subject to wage withholding under chapter 24, the em-
ployee would nevertheless be required to include such amounts
in gross income.

7. Equity-Based Compensation Plans (Stock Options,
Etc.)

A variety of fact patterns can arise in the case of stock op-
tions granted to employees in exchange for services. Thus, the
rules outlined immediately below should be considered in light
of:

(1) the employee’s tax status (as a resident or nonresident
alien, or as a U.S. citizen), and

(2) the substantive tax and wage withholding rules applic-

able to the source of any income that may arise.

When an employee exercises a nonstatutory stock option,
the amount of the “spread” (excess of fair market value over ex-
ercise price) is includible in his or her gross income as “wages”
subject to wage withholding.* Under the “multi-year compen-
sation” sourcing rules in Reg. §1.861-4(b)(2)(ii)(F), income re-
alized from the exercise of a stock option is generally sourced
on the basis of where services were rendered between the date

% See 6830 T.M., International Aspects of U.S. Social Security and Unem-
ployment Taxes.

% Rev. Rul. 67-257. The payment would be eligible to be treated as sup-
plemental wages subject to withholding at the optional 25% flat rate. Rev. Rul.
66-190; Rev. Rul. 66-294.
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the option rights were granted and the date on which they vest-
ed, although different source rules may apply, depending on the
facts and circumstances of the particular grant.

Similarly, the amount received by an employee from an
employer upon the cancellation of a nonstatutory stock option
that had no readily ascertainable market value at the time of
grant is includible in the employee’s gross income and is also
classified as wages subject to withholding.”” The IRS has also
ruled that where an employer contributes its stock to a nonqual-
ified stock purchase plan, the fair market value thereof (in ex-
cess of any employee contributions) is includible in gross in-
come and is classified as wages subject to withholding.*

When an employee acquires stock pursuant to a qualified
plan and subsequently makes a nonqualifying disposition of
such stock, §421(b) provides that no wage withholding is im-
posed on the amount realized by the employee.

When an employee participates in a restricted stock plan
subject to §83, the IRS has ruled that when the “substantial risk
of forfeiture” conditions lapse and the employer transfers stock
to the employee, the fair market value of the stock (less any
amount paid by the employee) is subject to wage withholding.”
The IRS ruled in PLR 8711107 that gross income from the re-
ceipt by an employee of restricted stock is sourced on the ba-
sis of where the employee performed services starting on the
date the restriction period began, and ending on the date on
which it ended.” The ruling only discusses how to apply this
general rule to alien individuals (with examples of nonresident
aliens who become resident aliens during the restriction period,
resident aliens who become nonresident aliens during the re-
striction period, and nonresident aliens who remain nonresident
aliens throughout the restriction period). However, the same
rules presumably apply to individuals who are resident aliens
or U.S. citizens throughout the restriction period, with respect
to both the employee’s substantive tax liability and the obliga-
tion on the part of the employer to withhold under §3401.

Restricted stock units (RSUs) issued by an employer as
renumeration for services performed by a U.S. citizen or res-
ident employee constitutes taxable income for purposes of
§3401(a). RSU income is subject to withholding at the time that
it is actually or constructively paid.”'

F. Estimated Tax Requirements of Individuals

Even though an individual may be subject to wage with-
holding tax on wages received as an employee, he or she may
also be required to make payments of estimated tax under
§6654. Estimated tax may be payable if the employee receives
investment income, or if the wage withholding tax on his or her
salary under the wage withholding tables is insufficient to cov-
er his or her tax liability.”

8Rev. Rul. 67-366.

¥Rev. Rul. 78-185.

¥Rev. Rul. 79-305.

*The planning possibilities under §83(b) for certain nonresident aliens are
discussed in Thomas Bissell, Section 83(b) Elections by Nonresident Aliens,
42 Tax Mgmt. Int’1 J. 417 (July 12, 2013).

) See §31.3401(a)-1(b). See also CCA 202327014.

“2For a discussion of the estimated tax rules that affect individuals, see 581
T.M., Estimated Tax (U.S. Income Series).

6820

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-61746-986-2

The question of estimated taxes can be especially impor-
tant in a cross-border context. For example, a nonresident alien
who moves to the United States may not have wage withhold-
ing tax withheld from his or her salary during his or her initial
months, and he or she did not make estimated tax payments.
The exception of §6654(e)(2) relating to the employee’s prior-
year tax liability will not be available to him or her because the
individual will not have been a U.S. citizen or resident alien
during all of the preceding year, as required by the statute. Sim-
ilar problems can arise for U.S. citizens and resident aliens re-
turning to the United States from abroad.

G. Crediting of Wage Withholding Tax and Estimated Tax
by the Individual

All amounts of wage withholding tax with respect to an in-
dividual taxpayer, and all estimated tax payments, are claimed
as credits against the taxpayer’s final tax liability on the re-
turn.” To the extent that the total of such payments exceeds
the taxpayer’s tax liability for the year, a refund of such excess
may be claimed.

H. Penalties for Underwithholding of Section 3402 Tax

An employer who fails to withhold from the wages of an
employee, or who withholds less than the amount prescribed by
§3402 and the regulations thereunder, is exposed to interest and
penalties. These rules are described further in XIII., below.

An important rule in §3402(d) is that interest and penalties
may be imposed on an employer even if the employee subse-
quently pays the full amount of the federal income tax on his
or her wages. However, §3402(d) makes clear that in this case
the employer is relieved of liability to pay the wage withhold-
ing tax itself.

1. Issuance of W-2 Reporting at Year-End

As discussed further in XIII., below, §6051(a) requires
most employers to furnish Forms W-2 to their employees after
the end of the year to report wages that were subject to wage
withholding tax, and to file a copy of each Form W-2 with the
Social Security Administration (SSA) together with a summa-
ry on Form W-3. The statute, the regulations, and instructions
to Form W-2 and Form W-3 are unclear on the extent to which
compensation must be reported if it is excluded from the defin-
ition of wages in §3401(a). In general, the regulations seem to
require compensation that is exempt from wage withholding to
be reported if there is a reasonable possibility that the particular
item could be included in the employee’s gross income under
§61 and thus subject to substantive tax liability. This approach
is clearer in some of the IRS’s more detailed publications on
particular kinds of employment. For example, in Publication
15-A, Employer’s Supplemental Tax Guide, in the discussion
of “religious exemptions,” it is stated that salary of an ordained
minister that is exempt from wage withholding under §3401(a)
(9) should nevertheless be reported on Form W-2 (presumably
because it is included in the employee’s gross income under
§61), but not a parsonage allowance (presumably because it is
not only excluded from wage withholding, but also excluded
from the employee’s gross income under §107).

831(a), §6315.
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In an international context, therefore, an employer may
want to take a conservative approach with respect to various
types of compensation that may be exempt from wage with-
holding but which might nevertheless be included in the em-
ployee’s gross income. As discussed further below, in the case
of U.S. citizens and resident aliens working abroad, this would
suggest that salary that is exempt from wage withholding be-
cause the employee expects to satisfy the §911 exclusion (and
has given his or her employer the required Form 673) should
nevertheless be included on the employee’s Form W-2 because
of the possibility that the employee might not satisfy the §911
exclusion rules. On the other hand, in the case of a native of
Puerto Rico who has always resided and worked there and who
claims the §933 exclusion for Puerto Rican-source income, it
might be excessive for the employer to give him or her an IRS
Form W-2 to report salary that is excluded under §3401(a)(8)
(C) (the wage withholding exclusion for Puerto Rican residents
who expect to satisfy the §933 exclusion rules), especially since
the equivalent of Form W-2 will be filed by the employer with
the Puerto Rican tax authorities under Puerto Rican law.

In the case of a nonresident alien employee based in the
United States who periodically works outside the United States,
the portion of salary allocable to non-U.S. workdays is exclud-
ed from wage withholding under the §3401(a)(6) regulations.
As discussed in V.A., below, however, the payroll departments
of most employers presumably withhold on the employee’s to-
tal salary without adjustment for non-U.S. workdays. Even if
the employer does have the capability of tracking non-U.S.
workdays, it may choose not to do so because of the possibility
that the employee could actually be classified as a resident alien
for the year under the “substantial presence” test of §7701(b)
(1)(A)(ii), or that he or she might make a resident alien election
for the year under §6013(g) or §6013(h). In any of these situa-
tions the employee’s salary for non-U.S. workdays will be in-
cluded in his or her gross income under §61. Whether or not
the employer does track the employee’s non-U.S. workdays for
wage withholding tax purposes, it may nevertheless want to re-
port the employee’s gross salary on Form W-2, again because
of the possibility that the employee may actually be a resident
alien.

Finally, it should be noted that where a foreign employer
may technically be required to furnish an employee with a
Form W-2 to report certain items of compensation but chooses
not to do so because it has no U.S. presence, many companies
arrange for the compensation items to be shown on the Form
W-2 that a related U.S. company gives to the same employee.
For example, if a U.S. citizen works abroad and receives part of
his or her compensation from a U.S. parent company and part
from a foreign subsidiary, the U.S. parent may decide to add the
salary paid by the foreign subsidiary to the salary paid by itself
and to show the combined amount in box 1 of the Form W-2
that the U.S. parent gives to the employee. A similar issue may
arise where a foreign company pays either current salary or de-
ferred compensation to a resident alien who is working tem-
porarily in the United States, and where the individual receives
most of his or her current salary from a related U.S. company.
In that situation the U.S. employer may decide to show the total
compensation paid by both companies on the Form W-2 that it
gives to the employee.
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Whether or not an employer is required to withhold and/
or to deposit wage withholding tax and/or FICA with respect to
any of its employees, it may nevertheless be required to report
remuneration paid by it on quarterly Form 941. See the further
discussion in XIII., below.

J. Wage Withholding on Behalf of “Disregarded Entities”

Treasury regulations have provided since January 1, 2009,
that an entity that is classified as a disregarded entity for U.S.
tax purposes under the check-the-box regulations is neverthe-
less treated as a stand-alone entity for FICA and other U.S. em-
ployment tax purposes.” This means that if a foreign company
is a disregarded entity, then it — and not the person that owns
it — is treated as the employer of its employees for FICA pur-
poses. This is true even though for U.S. corporate income tax
purposes the entity is treated as a branch of its owner (i.e., as an
integral part of its owner). The wage withholding implications
of these regulations for employees working outside the United
States for a U.S.-owned disregarded entity are discussed further
in VLE., below.

K. Employer Appointment of Authorized Agent (Form
2678)

Section 3504 provides that an employer may formally ap-
point an agent to act on its behalf in complying with all federal
employment tax rules (i.e., with the Federal Insurance Contri-
butions Act (FICA), Federal Unemployment Tax Act (FUTA),
and wage withholding rules). Form 2678 is used for this pur-
pose. This arrangement is voluntary on the part of the employ-
er; thus, an employer cannot be compelled by the IRS to enter
into an agency relationship with another person. At the same
time, if an employer does not execute Form 2678 with another
person that acts as its agent, presumably the de facto agent can-
not be exonerated from compliance with the wage withholding
rules, to the extent that they apply to an agent. As discussed
below, for example, if an agent has custody over salary that is
paid to the employer’s employee, the agent could be required to
withhold and deposit withholding tax from the funds in its cus-
tody, and to do the required IRS filings.

Comment: When a foreign employer may be subject to
wage withholding but may not have a U.S. payroll system in
place, the employer should consider the possibility of execut-
ing Form 2678 with an agent that will comply with the U.S.
rules on the employer’s behalf. Although executing Form 2678
will not exonerate the employer from its wage withholding (and
other U.S. employment tax) obligations under the Code, if the
agent is experienced in dealing with other foreign employers,
executing Form 2678 could save the employer substantial time
in trying to do the compliance itself, and also provide it with
assurance that the compliance is likely to be done correctly.

L. Special Rules for U.S. Citizens, Resident Aliens, and
Nonresident Aliens

1. U.S. Citizens
Although U.S. citizens working within the United States
are generally subject to wage withholding tax unless they work

“Reg. §301.7701-2(c)(2)(iv)(B).
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in employment that is exempt from withholding, §3401(a)(8)
contains five specific exceptions for U.S. citizens working out-
side the United States. These exceptions cover:

(i) Remuneration which is expected to be excluded under
§911 (§3401(a)(8)(A)(1));

(i) Remuneration which is subject to wage withholding
tax under the laws of a foreign country or a U.S. posses-
sion (§3401(a)(8)(A)(ii));

(iii)) Remuneration for work done in a U.S. possession
which is expected to be excluded under §931 (§3401(a)(8)
(B));

(iv) Remuneration for work done in Puerto Rico which is
expected to be excluded under §933 (§3401(a)(8)(C)); and

(v) Remuneration paid for services performed for the Unit-
ed States or any of its agencies within a possession to the
extent the United States or its agency withholds taxes on
that remuneration for the account of the possession pur-
suant to an agreement with the possession. (§3401(a)(8)
(D)). (The purpose of this provision is to provide that wage
withholding tax on the salaries of U.S. government em-
ployees working in a U.S. possession is deposited with the
possession, where the employees’ substantive tax liability
is to the possession and not to the United States). Because
this rule is of limited scope, it will not be discussed further
in this Portfolio.

To the extent that remuneration for work done outside the
United States may not be excluded under one of these rules, a
partial or complete exemption from wage withholding tax may
nevertheless be available in practice under one of several addi-
tional rules, discussed in VI.A., below.

2. Resident Aliens

Whether an individual is a “resident alien” or a “nonresi-
dent alien” is governed by the detailed rules in §7701(b). While
a detailed discussion of those rules is beyond the scope of this
Portfolio, a summary of the rules is contained in I.C.2., above.
A detailed discussion of these rules is found in 6400 T.M., U.S.
Income Taxation of Nonresident Alien Individuals.

Although resident aliens are generally subject to wage
withholding tax on remuneration for work done within the
United States, the rules that apply to resident aliens working
outside the United States are more complex. One problematic
aspect of §3401(a)(8) is that it only covers U.S. citizens work-
ing outside the United States, and not also resident aliens. As
indicated above, §3401(a) technically defines wages to include
all remuneration paid by every employer in the world to every
employee, subject to a number of exceptions. The statute’s si-
lence in the case of resident aliens means that remuneration
paid to resident alien employees is technically subject to wage
withholding tax in many situations in which remuneration paid
to a U.S. citizen would be exempt from withholding tax.

For example, resident aliens are eligible for the §911 ex-
clusion based on “physical presence” in one or more foreign
countries for 330 days in a 12-month period, within the mean-
ing of §911(d)(1)(B). Because §3401(a)(8)(A)(i) contains no
exception for resident aliens but only mentions U.S. citizens,
an employer is technically required to withhold tax from remu-
neration paid to a resident alien who is entitled to the exclusion.

6820

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-61746-986-2

Similar problems arise with respect to resident aliens whose re-
muneration is subject to wage withholding tax under the laws
of a foreign country. However, a resident alien would be enti-
tled to reduce his or her wage withholding tax in the same man-
ner as a U.S. citizen to reflect expected foreign tax credits.
These problems are discussed further in VL.B., below.

3. Nonresident Aliens

Section 3401(a)(6) provides that remuneration for services
performed by a nonresident alien individual are exempt from
the definition of wages to the extent designated by regulations.
These regulations, which are contained in Reg. §31.3401(a)
(6)-1, distinguish between remuneration paid for services per-
formed by a nonresident alien outside the United States and
services performed within the United States. Remuneration for
services performed outside the United States is exempt from
the definition of wages in all situations.

Remuneration for services performed by a nonresident
alien within the United States is generally classified as wages
(provided that none of the other exceptions in §3401(a)
(1)-§3401(a)(23) apply), with the exception of work done by
certain transportation workers resident in Canada and Mexico,
certain nonresident alien crew members of foreign vessels en-
gaged in international transportation, and, more broadly, by
nonresident alien employees who are entitled to a federal in-
come tax exemption or an income tax treaty exemption. These
exceptions are discussed further in V.B., below.

M. Foreign Employer with No U.S. Contacts

1. Exposure to Tax

Because the definition of wages in §3402(a) includes re-
muneration paid to all employees in the world unless specif-
ically excepted, an employer is at least theoretically subject
to the U.S. wage withholding requirements even though it has
no office or assets within the United States and no employees
working at any time within the United States.

For example, if a U.S. citizen works outside the United
States for a temporary period of time and his or her remunera-
tion is not exempt from withholding tax under any of the excep-
tions in §3401(a)(8) (outlined in I1.D.2., above), that U.S. citi-
zen’s employer is subject to wage withholding tax even though
the employer may be a foreign corporation and which has no
U.S. office or assets. Similarly, if a nonresident alien works for
a short period of time in the United States on a business trip for
a foreign employer and is not exempt from U.S. tax on his or
her salary under the Code or under a tax treaty, the employer is
subject to the U.S. wage withholding tax rules.

The wage withholding tax rules thus mirror an extremely
important concept that also applies in computing an employ-
ee’s personal tax liability. As a general rule, an employee re-
ceiving wages is subject to personal income tax based on where
his or her services are performed, and in most cases the place
where his or her employer is resident or has an office is not rel-
evant, nor is the place where payment may be received. Thus,
an employee from a non-tax treaty country who receives wages
for work done in the United States is usually subject to personal
income tax liability, and his or her employer is subject to wage
withholding tax, because the services are performed by the em-
ployee within the United States. In such a situation, the fact
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that the employer may have all its offices and assets outside the
United States, and be foreign-incorporated and foreign-owned,
is usually disregarded. Similarly, the fact that the wages may
be paid into a foreign bank account of the employee is always
disregarded.

2. Disbursing Agent Subject to U.S. Jurisdiction

In order to assist the IRS in enforcing collection of wage
withholding tax generally, §3401(d)(1) defines an “employer”
to include not only the person for whom the employee’s ser-
vices are actually performed, but also any person who has
control over the payment of the employee’s wages. Section
3401(d)(2) provides further that the term employer includes
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any person paying wages on behalf of a foreign employer that
is “not engaged in trade or business within the United States.”™
While this rule clearly embraces disbursing agents that are sep-
arate from the true employer and located outside the United
States, an obvious effect of this rule is to give the IRS authority
to collect from any person within the United States who acts as
a disbursing agent for a foreign employer which otherwise has
no U.S. contacts. Thus, §3401(d) would give the IRS jurisdic-
tion to collect the tax from a U.S. agent who disburses salaries
to employees in both of the situations described immediately
above in II.LM.1.

% See Reg. §31.3401(d)-1(e), §31.3401(d)-1(f).
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lll. U.S. Income Tax Withholding and Reporting on
Self-Employed Individuals — General Structure

A. Relevant Issues for the Payor of Remuneration for
Services

In certain cases when a self-employed individual provides
services to another person, the Code imposes withholding and
reporting requirements on the person who pays (the payor) the
self-employed individual (the payee). Although those rules are
often less burdensome than the withholding and reporting re-
quirements that are imposed on employers who make payments
to employees, the payor should remain aware of those rules.
This section outlines the issues that are important for payors
that make payments to self-employed individuals in an interna-
tional context, and then outlines the rules that apply to the three
categories of individuals who earn self-employment income in
return for services that are provided either within the United
States or outside the United States.

1. Is the Individual an Employee or Self-Employed?

Where an individual provides services in return for com-
pensation, the individual is classified as either an “employee”
or as an “independent contractor.” As discussed in II.A., above,
this determination is made on the basis of objective rules in the
Code and in the regulations, and for most individuals it can-
not be changed through the making of an election. Because the
tax withholding and IRS reporting rules that are imposed on the
person who receives the services are very different, it is critical
that the payor determine whether the payee is an employee or
an independent contractor. In most cases it should be possible
for the payor to make this determination without difficulty.

2. Payee’s Status as a U.S. Citizen, Resident Alien, or
Nonresident Alien

In an international context, it is also important for the pay-
or to know whether the payee is a U.S. citizen, and if the payee
is a not a U.S. citizen, whether the payee is a resident alien or
a nonresident alien for U.S. income tax purposes. As discussed
in VLD, X., and XI., below with respect to individuals work-
ing outside the United States, one of the gaps in the applica-
ble tax rules is that in many cases the payor cannot be certain
of the payee’s status, even though the payor may have made a
good faith effort to find out. The result may be that the payor
could be at risk for IRS penalties despite the payor’s due dili-
gence. As a practical matter, however, the IRS’s ability to en-
force these rules is limited in several of the most typical inter-
national situations.

3. Where Are the Services Performed?

In an international context, it may also be important to
know whether the services were performed by the payee within
the United States, outside the United States, or both within and
outside the United States. Thus, the payor could be exposed to
potential IRS penalties if the payee performed services with-
in the United States but the payor believes that they were per-
formed outside the United States.” Unfortunately, the payee’s

*1In the reverse situation it is unlikely that the payor could be exposed to
penalties. Thus, if the payor believed that the services were rendered within
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self-employment status would usually mean that the payor had
little or no “control” over the payee’s activities and therefore
may not know where the services had been performed, partic-
ularly with the rise of remote working and “digital nomads.”
While this risk is frequently present, it is unclear how a payor
or the IRS can successfully determine where the services were
actually performed when remote working is involved.

4. Is the Payor Engaged in a Trade or Business?

As discussed below, this issue is important where the pay-
ee is a U.S. citizen or resident alien, because if the payor is not
engaged in a trade or business with respect to the payments that
are made to such a payee, it is unlikely that any U.S. withhold-
ing or information reporting is required under the Code. If the
payor is engaged in a trade or business, there is likely to be a
withholding and/or reporting requirement with respect to pay-
ments made to a U.S. citizen or resident alien even if the payee
rendered the services outside the United States (unless the pay-
or is a foreign person). Although the determination of whether
a payor is engaged in a “trade or business” can be extreme-
ly subjective under the Code, in most cases the payor should
know whether he, she, or it is in fact engaged in a trade or busi-
ness for U.S. tax purposes with respect to the payment that is
being made to the payee. (If the payee is a nonresident alien
who renders services within the United States, it does not mat-
ter whether the payor is engaged in a trade or business, or that
the payment may not be connected with a trade or business that
the payor happens to have.)

5. Is the Payor a U.S. Person or a Foreign Person?

With one exception — payment made “outside the United
States” by a foreign person for services rendered outside the
United States — it does not matter whether the payor is a U.S.
person or a foreign person. For example, if a foreign corpora-
tion engaged in a trade or business makes payments to a self-
employed individual for services rendered in the United States,
but the foreign corporation is not engaged in a trade or busi-
ness within the United States and has no other contacts with the
United States, it may nevertheless be required to comply with
the applicable U.S. withholding and reporting rules.

6. Distinction Between Section 1441 and Section 3406
Withholding

In determining whether the payor must withhold tax from
payments made to a self-employed payee, there are two parallel
sets of rules, based on the status of the payee as a foreign per-
son or a U.S. person. If the payee is a nonresident alien, with-
holding the flat rate of 30% is usually required under §1441 on
the portion of the payment that is U.S.-source (i.e., the portion
that represents payment for services rendered within the Unit-
ed States), but the foreign-source portion is exempt from with-
holding. If the payee is a U.S. citizen or resident alien and if

the United States but they were actually rendered outside the United States, a
properly advised payor would usually comply with the applicable U.S. with-
holding and/or reporting requirements for U.S.-source services. In many cases
this could result in overwithholding, but if that happened, the payee would be
entitled to claim a refund of the overwithheld tax. The payor, however, almost
always would be protected from any IRS penalties in the event that overwith-
holding did occur.
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the payor is engaged in a trade or business, the “back-up with-
holding” rules of §3406 may be applied, but only if the payee
does not provide the required information about himself or her-
self to the payor. These two withholding provisions are outlined
briefly immediately below.

B. Backup Withholding Rules of Section 3406

To understand the backup withholding rules of §3406,” it
is first necessary to understand §6041 and §6041A, because a
self-employed individual who renders services is generally not
subject to potential backup withholding unless the payor is oth-
erwise required to provide the individual with an IRS reporting
form at the end of the year under either or both of these Code
sections.

1. Background of Section 6041 and Section 6041A

a. General Rules

Persons “engaged in a trade or business” that make pay-
ments of wages, service fees, and other items of income to in-
dividual recipients are subject to an elaborate system of infor-
mation reporting where the amounts total $600 or more in the
taxable year. The rules governing payments for services are
contained in §6041 and §6041A and the regulations thereun-
der. Where reporting is required under these sections, the ap-
plicable form is IRS Form 1099-MISC. Other sections of the
Code deal specifically with forms in the 1099 series with re-
spect to interest, dividends, and other more specialized items.
Of historical interest is the fact that the broad language in
§6041(a) itself reads similarly to that of §871(a)(1)(A) and
§881(a)(1), by requiring information returns with respect to
“salaries, wages, premiums, annuities, compensations, remu-
nerations, emoluments, or other fixed or determinable gains,
profits, and income ...” (emphasis added).

The language of §6041A, enacted in 1982, overlaps con-
siderably with §6041 itself, which is much older. With respect
to compensation for services paid to an individual, it is under-
stood that if the regulations under one of these sections pro-
vides an exemption, that exemption is usually effective with re-
spect to the other section as well.

If a payor fails to file Form 1099-MISC as required by
§6041 and §6041A, penalties may be imposed under §6721. As
discussed further below, backup withholding under §3406 may
be imposed if the payee has failed to furnish the payor with his
or her social security number and other required information.

b. All Payments for Services Potentially Covered

The extremely broad language in §6041(a) and §6041A
means that all compensation for services are potentially subject
to the reporting requirements, unless specifically exempted by
the regulations or by ruling. Thus, remuneration paid to an em-
ployee is potentially subject to reporting, as are payments for
services made to self-employed independent contractors. Be-
cause neither section has any jurisdictional limits, technically
the reporting requirements also apply to compensation for ser-

*For further details on the backup withholding rules of §3406, see 392
T.M., Withholding, Social Security and Unemployment Taxes on Compensa-
tion (U.S. Income Series).
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vices paid between any two persons anywhere in the world, but
subject to the special exception noted above.

c. Payor Must Be Engaged in a Trade or Business

The payor must be engaged in a trade or business (al-
though not necessarily within the United States) in order for re-
porting to be required. For example, if a service fee is paid to
a domestic servant working as an employee in a private house-
hold, no reporting is required.

d. Payments Must Total $600 or More

Total payments made by the particular payor to the partic-
ular payee for the year must be $600 or more.

e. Payee Must Be an Individual

Reg. §1.6041-3(p)(1) and Prop. Reg. §1.6041A-1(d)(2)
provide for an exception in the case of payments made to a cor-
poration, except for certain medical care payments or attorney
fees.

f. Treatment of Employees

To the extent that remuneration paid to an employee is re-
quired to be reported on Form W-2 (i.e., wages under §3401(a),
or subject to the Federal Insurance Contributions Act (FICA)
tax) no reporting is required under §6041(a). Section 6041A(c),
Reg. §1.6041-3(a), and Prop. Reg. §1.6041A-1(d)(1) provide
that amounts required to be reported by an employer on Form
W-2 are exempt from reporting on Form 1099-MISC.

g. Exception for Certain Nonresident Aliens

The regulations under §6041 and §6041A provide in effect
that reporting is not required with respect to payments made to
nonresident aliens that are reportable under §1441.%

h. Global Scope of Section 6041 and Section 6041A

Section 6041(a) and §6041A technically impose a report-
ing requirement on all persons in the world who are engaged
in trade or business and who pay remuneration for services to-
taling $600 or more to another person. Thus, the statute with-
out limitation imposes the requirement on “all persons engaged
in a trade or business” who make payments in the course of
such trade or business to “another person” (or “any person’’) of
remuneration for services totaling $600 or more. As described
further in X. and XI., below, however, the IRS administratively
has placed territorial limits on the scope of §6041(a), and the
proposed regulations under §6041A expressly deal with the is-
sue.

2. “Reportable Payments” Under Section 3406

In the case of remuneration for services paid to a self-em-
ployed individual, §3406 requires the payor of a “reportable
payment” to impose backup withholding tax at the rate of 24%
if the payee does not provide the payee with his or her taxpayer
identification number on a timely basis. Section 3406(b)(3) de-
fines the term reportable payment to include payments that are
required to be reported by the payor under §6041 or §6041A(a).
In most cases the information is provided to the payor by the

% See Reg. §1.6041-4(a)(1), §1.6041A-1(d)(3)()(A).
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payee on IRS Form W-9. If the payment is not required to be
reported by the payor to the IRS under §6041 or §6041A, how-
ever, then the backup withholding rules do not apply.

As discussed above, backup withholding does not apply to
wages paid to an employee that are required to be reported on
Form W-2. Nor does it apply to remuneration for services paid
to a nonresident alien where the payment is subject to §1441
and is thus required to be reported to the IRS on Form 1042S.
In addition, payments for the year that total less than $600 are
generally exempt from reporting under §6041 or §6041A.” Fi-
nally, backup withholding clearly does not apply if the payor is
not engaged in a trade or business with respect to the payment
that is made to the payee, because in that situation the payor is
not required to report the payment to the IRS under §6041 or
§6041A.

C. Nonresident Alien Withholding Under Section 1441

Where a nonresident alien individual performs services in
the United States as an independent contractor rather than as an
employee, a separate set of withholding rules applies. Because
the individual is not an employee of the service recipient, the
wage withholding rules of chapter 24 of the Code do not apply,
and instead the compensation for services paid to the individual
are subject to withholding at the flat rate of 30% under §1441,
because such compensation is considered to be “fixed or de-
terminable annual or periodical” (FDAP) income, as described
therein. As discussed further below, however, the rules govern-
ing substantive tax liability are more complex, because the fees
are almost always taxed at graduated personal income tax rates
as “effectively connected” income under §871(b).

Withholding under §1441 is not imposed on amounts paid
to a nonresident alien to the extent that services were performed
outside the United States, because that portion of the fees is
classified as foreign-source income under §862(a)(3), and thus
is neither taxed to the nonresident alien under §871 nor subject
to withholding under §1441.

As noted above, because U.S.-source remuneration for
services paid to a nonresident alien are subject to withholding
under §1441 and reporting under §1461, they are exempt from
reporting under §6041 and §6041A. Thus, they cannot be clas-
sified as “reportable payments” that are potentially subject to
backup withholding under §3406. As discussed further in XI.,
below, technically service fees paid to a nonresident alien for
services rendered outside the United States could possibly be
classified as a “reportable payment” under §3406 because there
is no express exception in §6041 or §6041A for reporting for-
eign-source payments to nonresident aliens. However, the reg-
ulations under §6041 and §6041A appear to exempt such pay-
ments from Form 1099-MISC reporting.

*The backup withholding regulations in Reg. §31.3406(b)(3)-1(b)(3)(ii)
contain a special exception, however, that classifies a payment as reportable
even if the $600 threshold is not met during the current year, provided that pay-
ments to the same payee were required to be reported to the IRS for the pre-
ceding year under §6041 or §6041A, or the payor was required to do backup
withholding with respect to that payee for the preceding year.
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D. Overview of U.S. Income Tax Withholding and
Reporting on Payments to Independent Contractors

This section outlines the U.S. income tax withholding and
reporting rules that apply to payments made to self-employed
workers in an international context. These rules will be dis-
cussed in greater detail in sections VIII. through XI., below.

1. U.S. Citizens and Resident Aliens Working in the
United States

Because payments to these individuals are not subject to
§1441 withholding or reporting, they are ‘“reportable pay-
ments” under §3406 if the payor is engaged in a trade or busi-
ness and if the payments exceed the $600 threshold. Thus, they
could be subject to backup withholding if the payee does not
provide the payor with Form W-9. These rules are discussed
further in VIII., below.

2. Nonresident Aliens Working in the United States

Payments made to a nonresident alien for services ren-
dered within the United States are U.S.-source income and are
subject to 30% withholding under §1441 and are generally re-
portable on Form 1042S under §1461 (depending on the par-
ticular facts, an income tax treaty may provide for exemption
from the 30% tax). Thus, they are exempt from reporting un-
der §6041 and §6041A, and are exempt from potential backup
withholding under §3406.

As discussed further in IX., below, withholding under
§1441 is required even if the payor is not engaged in a trade or
business.

3. U.S. Citizens and Resident Aliens Working Outside
the United States

As discussed in X., below, remuneration for services paid
to self-employed U.S. citizens and resident aliens working out-
side the United States may be required to be reported under
§6041 and/or §6041A, depending on the precise facts. If the
regulations require the particular payment to be reported under
§6041 or §6041A, it is thus a “reportable payment” subject
to backup withholding under §3406 unless the payee provides
Form W-9 to the payor.

4. Nonresident Aliens Working Outside the United
States

Amounts paid to self-employed nonresident aliens for ser-
vices rendered entirely outside the United States are clearly not
subject to §1441 withholding or reporting. Thus, if they are
paid by a person engaged in a trade or business, technically
they could be subject to reporting under §6041 and/or §6041A,
and thus potentially subject to backup withholding under
§3406. However, because the purpose of both the reporting
rules of §6041/§6041A and of the backup withholding rules is
to enforce the reporting of the service fees by the payee on his
or her U.S. income tax return (typically, on Form 1040), there
is no purpose in requiring reporting and/or withholding of for-
eign-source service fees paid to a nonresident alien, because
such fees are never subject to substantive U.S. income tax lia-
bility under §871. For this reason, the IRS has apparently pro-
vided administratively that foreign-source service fees paid to
nonresident alien individuals are exempt from reporting under
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§6041 and §6041A, and thus exempt from backup withholding
under §3406 as well. This issue is discussed further in XI., be-
low.

E. Reimbursement of Expenses

1. In General

Where a self-employed individual’s client or customer
provides reimbursement for some of the individual’s expenses
(for example, travel and entertainment expenses, or other busi-
ness expenses), the reporting and withholding rules are based
on the same accountable plan rules that apply in an employer-
employee situation (discussed in I1.D.4.b., above). Although
the regulations under §6041 and §6041A do not specifically
discuss the reimbursement of a self-employed individual’s ex-
penses, the IRS confirms in Publication 463, Travel, Gift, and
Car Expenses, that “[i]f the contractor [i.e., the self-employed
payee] adequately accounts to you [the payor] for reimbursed
amounts, you don’t have to report the amounts on an informa-
tion return.”

It is unclear whether this rule applies if the compensation
for services paid to the payee is required to be reported to the
IRS under §6041 or §6041A but the payee does not provide
documentation or information to the payor, with the result be-
ing that the compensation for services itself is subject to backup
withholding under §3406. In practice, however, this is a very
unusual situation. If the relationship between the payor and the
payee is close enough that the payor has agreed to reimburse
the payee under an “accountable plan” that satisfies §62(c), it is
likely that the payee would have provided whatever documen-
tation is necessary in order to not be subject to backup with-
holding on the compensation for services.

Whether or not the payor reports the reimbursement to
the IRS or withholds on the payment (under either §1441 or
§3406), the self-employed individual’s substantive tax liability
with respect to the reimbursement is the same, with one im-
portant exception. Thus, a self-employed individual is entitled
to claim the same deductions as an employee for business ex-
penses (including, if applicable, so-called tax home expenses).
However, the deductions would be without the 2%-of-AGI lim-
itation that applies to an employee whose deductible expens-
es are subject to wage withholding and shown on Form W-2
for the reason that they are not paid pursuant to an accountable
plan. Thus, there is little or no downside for a self-employed
individual whose expenses are reimbursed but not through an
accountable plan,'™ because the self-employed individual may
claim these expenses on his or her tax return (typically on
Schedule C and/or Form 2106, Employee Business Expenses).

2. Nonresident Alien Payees

Although the §1441 regulations do not discuss the reim-
bursement of a self-employed nonresident alien’s expenses by
the individual’s client or customer, the IRS in a General Infor-
mation Letter issued in 1998 stated that the accountable plan
rules do in fact apply in this situation."”" In the facts described

"% Therefore reported to the IRS and possibly even subject to withholding
under §1441 or §3406.

1% See December 16, 1998, IRS Letter to Coopers & Lybrand, LLP, Re-
garding Whether Withholding Agent Is Required to Withhold Tax on Reim-
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in the letter, a tax-exempt university reimbursed the expenses
of nonresident alien guest lecturers who were not employees of
the university for U.S. tax purposes. The IRS stated that the re-
imbursements were not subject to IRS reporting or withholding
(presumably under §1441), provided that the payor and the pay-
ee both satisfied the requirements of the accountable plan rules.

3. Reimbursements Made Without an Accountable Plan

If a client or customer does reimburse some or all of a self-
employed individual’s expenses but the reimbursement does
not satisfy the “accountable plan” rules, the reimbursement
should be treated in the same manner as any other compensa-
tion for services. In determining whether reporting and/or with-
holding is required with respect to the reimbursements, there-
fore, the rules discussed in VIII. through XI., below, should be
applied.

F. Deferred Compensation for Self-Employed Individuals

Although it is less common for the recipient of services
from a self-employed individual to arrange to pay for part or
all of those services in the form of deferred compensation like
that which occurs between an employer and an employee, when
this happens the general rules that apply to current compensa-
tion are applied, but subject to most of the same rules that apply
with respect to deferred compensation for employees. The fol-
lowing is a brief summary of the rules.

1. In General

Deferred compensation that is promised (and eventually
paid) to a self-employed individual in principle is subject to the
special rules of §409A, except that the regulations provide for
an exception where three tests are met:

(1) the self-employed individual is actively engaged in the
trade or business of providing services (other than as an
employee or a board member of a corporation);

(2) he or she provides significant services to two or more
clients or customers who are not related; and

(3) he or she is “not related” to the client or customer, as
specially defined.'”

These exceptions are not available, however, if the self-
employed individual provides “management services” to the
customer or client.'”

Provided that §409A does not apply to a particular de-
ferred compensation arrangement between a self-employed in-
dividual and the client or customer, there is apparently no re-
porting or withholding obligation on the part of the payor until
payment actually takes place. If §409A does apply, the payor
may at its election report the amount of the deferred compensa-
tion in box 15 on Form 1099-MISC (if the self-employed ser-
vice provider is a U.S. citizen or resident alien), but for the time
being reporting is apparently not mandatory.'*

bursed Expenses Paid to Nonresident Alien Guest Lecturers, reproduced in
Worksheet 5 of 6440 T.M., U.S. Income Taxation of Foreign Students, Teach-
ers, and Researchers.

'Reg. §1.409A-1(H)(2).

' Reg. §1.409A-1(F)(2)(iv).

'% See the instructions to Form 1099-MISC.
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I.G.

When the deferred compensation is paid, however, it is
subject to reporting and/or withholding in accordance with the
rules that apply to current compensation, described in VIII.
through XI., below. In applying those rules, the payee’s status
on the date of payment (as a U.S. citizen, resident alien, or
nonresident alien) determines whether the provisions of §6041,
§6041A, and §3406 should apply (for U.S. citizens and resident
aliens), or whether §1441 should apply (for nonresident aliens).
The place where services were performed by the payee should
also be taken into account, if that fact is relevant. For example,
if all of the services were performed outside the United States
and if the payee is a nonresident alien on the payment date, no
withholding under §1441 would be required. However, if the
payee is a U.S. citizen or resident alien on the payment date but
was a nonresident alien when the services were performed out-
side the United States, reporting and possibly backup withhold-
ing may be required in accordance with the rules discussed in
X., below.

2. Equity-Based Compensation

Where the customer or client of a self-employed individ-
ual is a corporation that compensates the individual with some
form of rights to equity in the corporation, the general prin-
ciples that apply to equity-based compensation of an employ-
ee would apply. Thus, if the payor provides rights to purchase
stock in the payor at a bargain price, the payee would usual-
ly realize gross income only upon the exercise of the option
rights. The individual’s U.S. tax status on the exercise date
would determine the extent to which reporting and/or withhold-
ing was required under §6041/§6041A, §3406, and §1441, and
the source of the income would be determined with reference
to where services were performed (i.e., within the United States
or outside the United States) between the grant date and the
exercise date. If the payor provides the payee with restricted
stock rights, rules similar to those described above for employ-
ees would be applied.

G. FATCA Rules Under Section 1471 — Section 1474

The 2010 HIRE Act'” added chapter 4 (§1471-§1474) to
the Internal Revenue Code of 1986, which is often referred to
as the Foreign Account Tax Compliance Act (FATCA). FAT-
CA made sweeping changes to the U.S. withholding rules ap-
plicable to both “fixed or determinable annual or periodical”
(FDAP) income realized by foreign persons and to sales of U.S.
stocks and debt obligations by foreign persons. These changes
are intended to ensure that U.S. citizens and residents are not
able to skirt federal income tax on investment income by re-
ceiving that income through foreign financial accounts and cer-
tain non-financial foreign entities.

Under §1471-§1474, if a “foreign financial institution”
(FFI) or a “non-financial foreign entity” (NFFE) receives cer-
tain U.S. source income and does not comply with the require-
ments to identify U.S. account holders or direct or indirect U.S.
owners, then all items of FDAP income that are paid to the

"% Hiring Incentives to Restore Employment (HIRE) Act, Pub. L. No.
111-147.
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FFI or to the NFFE (if the NFFE is the beneficial owner) are
subject to 30% U.S. withholding tax. Although gross proceeds
from the sale of U.S. stocks and bonds were set to also become
subject to 30% gross withholding in 2019, Treasury and the
IRS issued proposed regulations which eliminate the withhold-
ing requirement on such gross proceeds.” The FATCA rules
do not change the substantive tax liability of foreign persons
under §871 and §881, but are only withholding rules that are
intended to ensure that U.S. investors do not use offshore ac-
counts or entities to evade paying U.S. tax.'”

Although the principal purpose of the FATCA provisions
is to prevent U.S. persons from using foreign financial accounts
and foreign entities (such as foreign corporations, foreign part-
nerships, and foreign trusts) to improperly reduce U.S. income
tax on their investment income, the FATCA withholding rules
apply to any “withholdable payment,” which is defined broadly
and generally includes any payment of ‘“salaries, wages, ...
compensations, remunerations, emoluments, and other fixed or
determinable annual or periodical gains, profits, and income,
if such payment is from sources within the United States ...
' This language is taken directly from §1441, which imposes
30% withholding tax on the same items of U.S.-source income
realized by a nonresident alien individual. However, the term
withholdable payment does not include a payment that is effec-
tively connected with a U.S. trade or business,'” which would
generally be the case for compensation paid to a nonresident
alien for services rendered in the United States.

Note, however, that the FATCA withholding rules do not
apply to direct payments to individuals, but only to FFIs
(§1471) and to NFFEs (§1472). Thus, the FATCA withholding
rules do not apply to payments made to the three categories of
self-employed individuals discussed in this Portfolio, i.e., U.S.
citizens, resident aliens, and nonresident aliens.'"'

For a detailed discussion of FATCA, see 6565 T.M., FAT-
CA — Information Reporting and Withholding Under Chapter
4.

1%81473(1)(A)(ii); Reg. §1.1473-1(a)(1).

7Prop. Reg. §1.1473-1(a)(1); REG-132881-17, 83 Fed. Reg. 64,757
(Dec. 18, 2018).

"% Thus, if a foreign investor is subject to the 30% tax on an item of FDAP
income that is subject to lower U.S. tax either under the Code or under a tax
treaty, the investor may file a federal income tax return (on Form 1040NR or
Form 1120F, as the case may be) at year-end and claim a refund for the amount
of any overwithholding. (However, if the beneficial owner of the payment is an
FFI, the FFI is only entitled to treaty reductions and not Code reductions, e.g.,
the portfolio interest exemption. See §1474(b)(2)).

'%81473(1)(A). (emphasis added.) Section 1473 includes gross proceeds
from the sale of U.S. stock and bonds in the definition of a withholdable pay-
ment. However, as discussed above, there is currently no withholding require-
ment on such payments. See Prop. Reg. §1.1473-1(a); REG-132881-17, 83
Fed. Reg. 64,757 (Dec. 18, 2018). See also Reg. §1.1473-1(a)(1)(ii).

1081473(1)(B).

"""t is generally assumed in this Portfolio that compensation for services
paid in connection with a service provider’s self-employment are paid person-
ally to the individual, and not to an entity in which the individual owns an equi-
ty interest. See IX.1., below, for a brief discussion of the situation where U.S.-
source service fees are paid to a foreign partnership or a foreign corporation
whose partners and/or employees rendered services within the United States on
behalf of the foreign partnership or corporation, and the potential applicability
of the FATCA withholding rules in that context are considered.
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IV. U.S. Citizens and Resident Aliens Working in
the United States as Employees

In general, under the “territorial rule,” all wages for ser-
vices performed in the United States are subject to U.S. income
tax withholding.

A. Services Performed in the United States

Where a U.S. citizen or resident alien is working in the
United States as an employee, his or her wages are subject to
wage withholding tax, unless a special exception applies in the
Code or the regulations.

One such exception is when a U.S. citizen works for a
foreign government or for an international organization. Those
rules are discussed in more detail in connection with nonresi-
dent aliens working in the United States, in V.B.3., below.

In addition, there are two situations in which a resident
alien employee may be exempt from U.S. tax by reason of an
income tax treaty.

The first situation arises when the individual is a resident
alien under the Code but as a resident of a treaty country under
the “tie-breaker” language in the relevant tax treaty. The rel-
evant treaty rules on employment income will frequently ex-
empt such an individual from U.S. tax not only on all foreign-
source employment income (as discussed above), but often on
employment income for days spent on business trips into the
United States. To be exempt from U.S. tax on salary for U.S.
workdays, however, under most treaties his or her employer
would have to be a foreign company, and certain other tests
would have to be met."” This situation usually arises in the
case of a individual who remained classified as a resident in
his or her home country and who maintained his or her “per-
manent” home there. Claiming nonresident alien status under
the §7701(b) regulations should not raise any problems under
the U.S. immigration laws, because an individual who files as
a nonresident alien for U.S. tax purposes would not necessar-
ily be violating any U.S. immigration laws. For purposes of
claiming the exemption, the same rules that apply to nonresi-
dent aliens who perform services in the United States but who
are exempt from U.S. tax by Code or treaty would apply, as dis-
cussed further in V.B., below. Thus, the treaty tie-breaker resi-
dent of the treaty partner would complete Form 8233 for his or
her employer in order to claim the exemption from U.S. tax.

The second situation applies to individuals who meet cer-
tain treaty requirements for teachers, students, researchers,
trainees, and foreign government employees.'” The relevant
treaties provide for broad federal income tax exemptions in the
case of such individuals who are classified as resident aliens
for federal income tax purposes (and not reclassified as non-
resident aliens under the tie-breaker provisions of a treaty), but
who meet two additional tests:

12 Gee, e.g., Article 14 of the U.S. Model Income Tax Convention.
113 Gee the detailed discussion of this issue in 6830 T.M., International As-
pects of U.S. Social Security and Unemployment Taxes.
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(1) they were residents of the treaty country immediately
before moving to the United States; and

(2) they do not have immigration status under the U.S. im-
migration laws (i.e., they hold non-immigrant visas).

This exemption may be available even if the individual is
living in the United States. The applicable tax treaty should al-
ways be carefully examined to determine whether an exemp-
tion is available. Claiming the treaty exemption in this situation
would not entail filing a nonresident alien tax return, but simply
filing a resident alien tax return without showing the treaty-ex-
empted income. In the case of students, teachers, researchers,
and trainees who qualify for the treaty exemption, IRS Publica-
tion 519 states that the employee should file Form W-9 with his
or her employer."* Because Form W-9 is not normally used to
claim an exemption from wage withholding tax, however, the
employee should attach a statement explaining the treaty ex-
emption.'”

B. Short-Term Work Outside the United States

As discussed in section VI., below, there are a number of
situations in which a U.S. citizen or resident alien is exempt
from wage withholding tax on wages allocable to services per-
formed outside the United States. As a general rule, however,
those exceptions apply most often where the citizen or resident
alien is based outside the United States. If a U.S. citizen or res-
ident alien based in the United States travels outside the United
States to work — whether to a foreign country, a U.S. posses-
sion or territory, or to a location not under the sovereign juris-
diction of a foreign country (such as the continent of Antarctica
or the high seas) — there is usually no exemption from with-
holding tax for wages allocable to those workdays.''® This will
usually be true whether the employer is a U.S. company, or a
foreign employer that may have no U.S. contacts apart from the
fact that the particular individual’s employment is based in the
United States. This result seems appropriate, however, because
the imposition of wage withholding tax will usually mirror the
fact that substantive tax is imposed on the employee under §1
on the foreign-source portion of his or her salary as well as on
the U.S.-source portion. This rule is to be contrasted, howev-
er, with the strict territorial rule that applies for FICA purpos-
es where a U.S. citizen or resident alien makes business trips
or undertakes a short-term work assignment outside the Unit-
ed States as the employee of an employer who is neither an
“American employer” nor the “foreign affiliate” of an Ameri-
can employer.'"”

"“IRS Publication 519, U.S. Tax Guide for Aliens.

15 See 6440 T.M., U.S. Income Taxation of Foreign Students, Teachers,
and Researchers, recommending this procedure.

"' As discussed further in VI., below, this is because the principal wage
withholding exceptions for citizens and resident aliens working outside the
United States are where their foreign-source salary is subject to foreign wage
withholding tax, is expected to be excluded from gross income under §911, or
is subject to foreign income taxes that will reduce or eliminate U.S. tax thereon
under the foreign tax credit rules.

"' See 6830 T.M., International Aspects of U.S. Social Security and Un-
employment Taxes.
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V. Nonresident Aliens Working in the United
States as Employees

A. Territorial Rule Applicable to Nonresident Aliens

As indicated in I1.D., above, the §3401 regulations provide
that remuneration for services performed outside the United
States by a nonresident alien individual is exempt from tax,
while in most cases remuneration for work done within the
United States is taxable.""* Thus, the wage withholding rules
and the rules on substantive personal income tax liability of a
nonresident alien are based almost entirely on the place where
employment services are rendered. The place where payment is
received by the employee is not relevant, and the place where
the employer is resident or does business is only rarely rele-
vant.

Although salary paid to a nonresident alien employee for
work done within the United States is generally subject to both
wage withholding tax and substantive tax liability, several im-
portant exceptions, described below, are nevertheless available
for certain categories of nonresident aliens who work in the
United States.

In applying the “territorial” rule of §3401(a) with respect
to nonresident aliens working within the United States, the pos-
sible application of the “included/excluded” rule of §3402(e)
(discussed in II.C.6., above) should be considered. If a nonres-
ident alien fails the de minimis test of §861(a)(3) for the year
but spends less than half of his or her business time for a par-
ticular pay period within to the United States, all remuneration
for such pay period would appear exempt from wage withhold-
ing under a literal reading of §3402(e). If this literal interpre-
tation is correct, however, the U.S.-source portion of the em-
ployee’s remuneration would probably be subject to 30% gross
withholding under Reg. §1.1441-4(b)(1)(i)."”

If a nonresident alien employee whose employment is
based in the United States works briefly outside the United
States, on the basis of the regulations it is technically improper
to withhold tax from salary allocable to the non-U.S. business
days. If the nonresident alien’s salary is covered by a U.S. pay-
roll system, however, as a practical matter it is extremely un-
usual for a payroll system to “track” his or her U.S. and non-
U.S. business days for any pay period. In most cases, therefore,
his or her employer’s payroll department would withhold wage
withholding tax on all of the individual’s salary, and he or she

"8Reg. §31.3401(a)(6)-1(b). See also Rev. Rul. 92-106.

" The reason is because the exemption from wage withholding would be
under §3402(e) rather than §3401(a). Reg. §1.1441-4(b)(1)(vi) provides that if
U.S.-source compensation of a nonresident alien is exempt from wage with-
holding under §3402(e), it is also exempt from 30% withholding under §1441,
provided that the employer and employee enter into a “voluntary” wage with-
holding agreement with respect to the portion of compensation that is excluded
from wage withholding under §3402(e). However, these regulations apparently
contemplate that the portion of compensation that is exempt from wage with-
holding under §3402(e) is nevertheless subject to federal income tax under §1
in the hands of the nonresident alien employee — such as compensation re-
ceived by a household servant in a private home, which is exempt from wage
withholding under §3402(a)(3) but nevertheless taxed to the nonresident alien
employee under §871(b). For the employer and employee to enter into a volun-
tary wage withholding agreement with respect to the foreign-source portion of
a nonresident alien’s compensation would make no sense because that portion
of his or her compensation is exempt from federal income tax in the hands of
the employee.
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would then claim a refund for the overwithheld tax when he
or she filed his or her tax return on Form 1040-NR, after the
end of the year."™ If the percentage of non-U.S. business time
can be predicted with approximation in advance, however, an
employer might arrange to withhold tax only on a percentage
of salary that is expected to represent the U.S.-source portion
of the employee’s salary. As part of this process, the employer
and employee might then meet towards the end of the year and
go over the employee’s business schedule for the prior months
and “true up” the wage withholding for the year by arranging
for either lesser withholding or more withholding in December.

B. Services Performed in the United States — Exempt
Remuneration

Pursuant to §3401(a)(6), Reg. §31.3401(a)(6)-1 provides
for exemption in the case of services performed outside the
United States by a nonresident alien, as well as exemption for
services performed within the United States in certain cate-
gories:

(1) Canadian and Mexican residents working as employ-
ees in the transportation industry and on certain interna-
tional boundary projects; and

(2) all nonresident aliens whose remuneration is exempt

from tax under the Code or under an income tax treaty."”'

Special rules apply to nonresident aliens who reside in
Puerto Rico."” It should be noted that if a nonresident alien em-
ployee’s remuneration for services in the United States is not
exempt under these regulations, it may nevertheless be exempt
from wage withholding tax in whole or in part under the oth-
er exemptions to the definition of wages in §3401(a). For ex-
ample, a nonresident alien employed as a domestic servant in a
private home or as an ordained minister would usually be ex-
empt from wage withholding tax because a U.S. citizen or res-
ident alien employee would also be exempt from wage with-
holding tax.'”

Four other exemptions are worth noting:

(1) the “de minimis” exception available to certain short-
term business visitors in §861(a)(3);

(2) the exemption for nonresident aliens holding F-, J-
and Q-visas and employed by a foreign employer, under
§872(b)(3);

(3) the §893 exemption for non-U.S. citizens employed by
a foreign government or an international organization; and

(4) the exemption under §861(a)(3) for nonresident alien
crew members on vessels engaged in international trans-
portation.

Substantially broader exemptions are often available un-
der an income tax treaty.

120 Assuming that the nonresident alien employee’s Form W-2 shows both
his or her U.S.-source and foreign-source salary, the employee would need to
attach an explanation to his or her tax return explaining why he or she was
reporting an amount of wages on his or her tax return that was less than the
amount shown as gross wages on the Form W-2.

"' Reg. §31.3401(a)(6)-1(b), §31.3401(a)(6)-1(c), §31.3401(a)(6)-1(f).

"”Reg. §31.3401(a)(6)-1(b), §31.3401(a)(6)-1(d).

' See §3401(a)(3), §3401(a)(9).
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V.B.1.

Detailed Analysis

Apart from the question of whether a particular alien’s
compensation is exempt from wage withholding is the question
of what documentation (if any) must be provided by the em-
ployee to the employer, and what documentation (if any) must
be filed by the employer with the IRS. Whether the exemption
is available under the Code, the regulations, or an income
tax treaty, the regulations are unfortunately incomplete and in
places contradictory. Because the relevant IRS forms and their
instructions cover most situations, however, it is probably ad-
visable for an employer and employee to rely on those sources
rather than the Treasury regulations.

1. De Minimis Exception

Section 861(a)(3) and §864(b)(1) exempt a nonresident
alien employee from federal income tax on compensation for
services performed in the United States if three tests are met:

(1) the nonresident alien is temporarily present in the Unit-
ed States for a period or periods not exceeding 90 days
during the taxable year;

(ii) his or her compensation for services performed in the
United States does not exceed $3,000 in the aggregate; and

(iii) the compensation is for services as an employee of
a foreign person not engaged in trade or business in the
United States, or as the employee of an office maintained
outside the United States by a U.S. person.

If a nonresident alien employee fails to meet any of these
tests, then the employee is fully subject to tax on such com-
pensation, and the compensation is also classified as “wages”
on which the employer must withhold. These requirements of
§861(a)(3) and §864(b)(1) are discussed in some detail in TAM
201014051, concerning the U.S. services of nonresident alien
flight attendants working for foreign offices of a U.S. carrier.

As discussed further in V.B.6., below, nonresident alien
employees who are resident in a tax treaty country will fre-
quently qualify for exemption from federal income tax on com-
pensation for U.S. services if their employer is resident in their
home country (and under some treaties, if the employer is sim-
ply any foreign person). Because the exemption from U.S. tax
under most treaties is available if the employee is present in the
United States for not more than 183 days and there is usually no
dollar limitation on the amount of compensation that can be re-
ceived tax-free, the exemption in §861(a)(3) is of principal ben-
efit to nonresident alien employees from non-treaty countries.

One may rightfully wonder how often nonresident alien in-
dividuals whose employer does not establish a formal branch
office in the United States actually comply with the applicable
tax filing and payment rules if they fail any of the three tests
above. For example, a well-compensated foreign business ex-
ecutive who visited the United States on business for only a few
days a year from a non-treaty country would probably fail the
$3,000 test. It is doubtful that many such individuals pay the
federal tax that is due or that their employers establish a for-
mal payroll withholding system to comply with the withholding
requirements of §3401 and §3402. Indeed, in many cases both
the employee and the employer may be totally unaware of their
U.S. tax payment and withholding obligations.

Serious problems of interpretation are also posed by the
requirement in §861(a)(3)(C)(i) that the employer, if a foreign
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person, must not be engaged in trade or business within the
United States. Although the case law is sparse on the circum-
stances which may cause a foreign person to be engaged in
trade or business in the United States, the IRS on occasion has
taken the position that where the income generated by a for-
eign company from the activities of its employees in the Unit-
ed States consists of service fees, the foreign company by de-
finition is engaged in trade or business in the United States by
reason of the presence of its employees.'” Where those activ-
ities consist of business negotiations for contracts for the sale
or purchase of goods, there will also be a strong possibility that
the foreign employer will be engaged in a U.S. trade or busi-
ness. However, the presence of employees who negotiate the
purchase, sale or lease of investment property, such as real es-
tate, in many cases would not give rise to a U.S. trade or busi-
ness.'”

If the employer is a U.S. person (other than the foreign of-
fice of a U.S. person), then the nonresident alien’s compensa-
tion would fail the third test and would be subject to both U.S.
tax liability and wage withholding tax. In such a situation, how-
ever, it is quite likely that the employer would have a payroll
system in place and would withhold on all of the employee’s
compensation for services performed within the United States.
An added complication in this situation, however, is that if the
individual holds a B-visa under the U.S. immigration laws, it
would be a violation of the U.S. immigration laws for him or
her to be employed by the U.S. office of a U.S. employer; in
addition, a B-visa alien would not be permitted to obtain a U.S.
social security number, and as a result it would be extremely
difficult to include the individual in a U.S. payroll system."”

Reg. §31.3401(a)(6)-1(f) provides that in the case of remu-
neration paid for services performed within the United States
by a nonresident alien employee, which is exempt from federal
income tax under the Code or by treaty, the employer and em-
ployee must comply with the §1441 regulations, specifically
with the procedures in Reg. §1.1441-1(e)(1)(ii). Those regula-
tions seem to require the nonresident alien to provide the em-
ployer with either Form W-8BEN or Form 8233, both of which
are used by nonresident aliens to certify their foreign status and
also in many cases to claim reductions in or exemptions from
the 30% U.S. withholding tax under §1441. However, the in-
structions to both of those forms make clear that they may not
be used by a nonresident alien who claims an exemption from
withholding on compensation received as an employee which
he or she claims is exempt under the Code, rather than under
an income tax treaty.'27 Instead, the instructions provide that the
employee should use Form W-4.

"**Rev. Rul. 78-234 (language in ruling which holds that Tanzanian gross
withholding tax on service fees paid to nonresidents of Tanzania is not cred-
itable, because in the reverse situation a Tanzanian resident performing services
in the United States would be taxable on a net basis under U.S. law). Rev. Rul.
78-234 was declared obsolete by Rev. Rul. 84-172.

' Rev. Rul. 73-522; Neill v. Commissioner, 46 B.T.A. 197 (1942).

126 See the detailed discussion of this issue in 6830 T.M, International As-
pects of U.S. Social Security and Unemployment Taxes.

"71f the nonresident alien employee claims an exemption from withhold-
ing under an income tax treaty, he or she is clearly required to use Form 8233,
but that form may not be used if the exemption is only claimed under a provi-
sion of the Code itself.
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V.B.2.

Form W-4 on its face does not easily lend itself to use by
a nonresident alien who claims a blanket exemption from wage
withholding under the Code, although it can probably be adapt-
ed for this purpose. The instructions to Form W-4 for nonres-
ident aliens (which are contained in the instructions to Form
8233) do not mention this issue, and they expressly state that
the nonresident alien should not claim the §3402(n) exemption
from withholding on line 7. Because the IRS now requires a
nonresident alien employee to write “Nonresident Alien” on
line 6, however, an employer who receives Form W-4 from a
nonresident alien will at least be on notice that special rules
may apply to that particular employee. Because the employee
in this situation would be claiming a blanket exemption from
wage withholding tax under the Code, he or she should proba-
bly attach a pro forma statement to the form explaining his or
her situation.

Although Form W-4 appears to be the correct form for a
nonresident alien employee to give to his or her employer in
claiming the §861(a)(3) exemption, the employee will not be
eligible to receive a social security number, and thus no so-
cial security number can be shown on the Form W-4 because
the employee’s visit to the United States is likely to be on a
short-term nonimmigrant visitor’s visa (e.g., a B-1 visa). Real-
istically, compliance with the U.S. rules — whatever they re-
ally are — is probably extremely low on the part of most for-
eign employers whose nonresident alien employees visit the
United States for periods that are brief enough to qualify for
the §861(a)(3) exemption. In view of the probably hundreds of
thousands of visitors to the United States each year from non-
treaty countries who work during at least part of the time during
their visit, it is almost impossible for the IRS to enforce these
rules and to find out whether the visitors’ documentation on
file with their foreign employers is in compliance with the U.S.
wage withholding tax regulations. Even if the IRS did attempt
to monitor this area and to collect wage withholding tax from
the indivdual’ foreign employers, there is the obvious “Catch
22” situation of how the employer should comply with the U.S.
rules when the employee is usually not permitted to obtain a
U.S. social security number, as well as the obvious compliance
issue of how the IRS could collect the tax from foreign employ-
ers who are not engaged in a U.S. trade or business.

If the IRS were to audit a foreign employer whose nonres-
ident alien employees did in fact qualify for the §861(a)(3) ex-
emption but which had not complied with any of the IRS doc-
umentation requirements, the question arises as to whether tax,
interest, and/or penalties could be imposed on the foreign em-
ployer. As discussed in IX., below, in the case of the poten-
tial interest and penalties that can be imposed under the §1441
regulations in the case of nonresident aliens who are self-em-
ployed, there is a question whether tax, interest, and/or penal-
ties may be imposed on the foreign employer if it can be proved
that the §861(a)(3) exemption did in fact apply to the partic-
ular employee but that the employer did not comply with the
IRS documentation requirements. It would appear that this very
harsh rule in the §1441 regulations should not be applied in an
employer-employee situation, because the regulations state that
the imposition of tax, interest, and penalties is imposed for tax
that is otherwise imposed under chapter 3 of the Code — i.e.,
under §1441 itself."”® If the §861(a)(3) exemption is available
to the employee, therefore, the fact that timely documentation
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was not provided by the employee to the employer should not
matter.

A related question is whether the employer is required to
file any documentation with the IRS with respect to the em-
ployee’s U.S. business visits, assuming, in the case of employ-
ees working remotely, the employer even knows the details
of such visits. The §1461 regulations require Forms 1042 and
10428 to be filed in most situations where items of U.S.-source
income are exempt from § 1441 withholding. However, §861(a)
(3) classifies a nonresident alien’s compensation in this situ-
ation as foreign-source income. Thus, it would seem reason-
able to take the position that no year-end reporting needs to
be done under §1441 by the employer. It is possible (as dis-
cussed further below) that the employer may technically be re-
quired to furnish the employee with Form W-2 at year-end, but
the alien employee’s compensation would probably be exclud-
ed from the Form W-2 as foreign-source; in any event, it seems
extremely unlikely that the IRS would attempt to enforce the
$50 penalty under §6674 for failure to furnish Form W-2 to an
employee.

A technical argument can be made that if a nonresident
alien employee does satisfy the three-pronged test of §861(a)
(3), his or her compensation is classified as foreign-source in-
come by §861(a)(3), and thus his or her services were not
performed “within the United States” within the meaning of
Reg. §31.3401(a)(6)-1(f). This would mean that the apparent
requirement (as discussed above) that the employee must give
Form W-4 to his or her foreign employer would not apply.
However, §861(a)(3) itself does not actually say that an em-
ployee who meets the three-pronged §861(a)(3) test will not be
deemed to have performed services within the United States,
but only that the remuneration for services performed in the
United States will be deemed to be foreign-source income.
As suggested above, however, in practice it is likely that the
IRS treats short-term business visitors who satisfy the three-
pronged test as if they are not in fact required to furnish any
documentation to their foreign employer.

2. F-Visa, J-Visa, and Q-Visa Holders

Section 872(b)(3) provides for a federal income tax ex-
emption for compensation paid to a nonresident alien employee
holding an F-visa, J-visa, or Q-visa (student, State Department-
approved exchange visitor, or cultural exchange representa-
tives), by a “foreign employer” — a term which is defined as
an employer that is either a non-U.S. person or a foreign of-
fice of a U.S. person. In contrast with the §861(a)(3) “de min-
imis” exception, the §872(b)(3) exemption is available even if
the employer is a foreign person who is engaged in a trade or
business in the United States, and apparently even if the em-
ployee’s compensation is actually paid by a U.S. branch of the
foreign employer and is deducted by the employer for U.S. cor-
porate income tax purposes on Form 1120F. In addition, unlike

" This means that the provision in Reg. §31.3401(a)(6)-1(f), to the effect
that an employer may rely on an employee’s claim that it is entitled to a wage
withholding exemption under the Code if the employee’s claim complies with
the requirements of the §1441 regulations, merely incorporates the §1441 pro-
cedures by reference into §3401. Accordingly, the various penalty provisions
of the §1441 regulations should not apply. Furthermore, as noted in the text,
the reference in the §3401(a)(6) regulations over to the §1441 regulations is not
followed in the instructions to the various IRS forms.
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the §861(a)(3) exemption — which reclassifies a nonresident
alien’s compensation as foreign-source income — §872(b)(3)
does not reclassify the source of the employee’s compensation
(which remains U.S.-source income), but instead provides for
an exclusion from gross income.

The rules in §7701(b)(5)(E) should always be consulted to
determine whether the F-, J-, or Q-visa employee is a nonresi-
dent alien for the year.”” An F-visa holder will usually be clas-
sified as a nonresident alien for his or her first five years in the
United States. An alien holding a J- or Q-visa may be classified
as a nonresident alien for his or her first four calendar years in
the United States, where all of his or her compensation is paid
by a qualifying foreign employer.

As with the §861(a)(3) wage withholding exemption, the
question arises as to what documentation must be furnished by
the §872(b)(3) employee to his or her employer, and what doc-
umentation the employer must provide to the employee and to
the IRS. The same regulations and IRS forms discussed above
with respect to §861(a)(3) also apply for §872(b)(3) purposes.
Thus, the instructions to Forms W-8BEN and 8233 require in
effect that the employee must claim the §872(b)(3) exemption
on Form W-4.

It is much more likely that the §872(b)(3) employee will
be in a U.S. payroll system and that he or she will have a social
security number, because he or she will hold a valid U.S. work
visa. Accordingly, it should be feasible for the §872(b)(3) em-
ployee to give the employer Form W-4, although it is not clear
what if anything should be attached to the form in order to
claim the §872(b)(3) exemption from wage withholding. Be-
cause the employer will often have assisted the employee in ob-
taining his or her U.S. nonimmigrant visa, the employer will
usually want to help the employee to complete whatever IRS
forms are required.

As discussed above, Reg. §1.1441-1(b)(7) provides that if
the payor of U.S.-source income that is subject to the §1441 re-
quirements does not obtain timely documentation from the pay-
ee in order to justify the failure to withhold U.S. tax on the pay-
ment, the tax plus interest and penalties may be imposed on the
payor until such time as proper documentation is obtained."™
Also as noted above, this rule apparently applies only if the
document required from the payee is either in the Form W-8
series, or Form 8233, but not if it is Form W-4. Nevertheless,
because a §872(b)(3) alien will have a valid U.S. work visa and
social security number and will be able to provide Form W-4 to
his or her employer, the employer should be advised to obtain
timely and proper Forms W-4 from those employees, because
of the remote possibility that the IRS might attempt to incorpo-
rate the §1441 tax-interest-penalty rule into the §3401 regula-
tions by reference.”' This should protect the employer from a
subsequent claim from the IRS that it is liable for the tax that
it should have withheld (plus interest and penalties) because it
failed to obtain the required Form W-4 documentation to justi-
fy it in not withholding.

12 See 6400 T.M, U.S. Income Taxation of Nonresident Alien Individuals.

Reg. §1.1441-1(b)(7), discussed in 6560 T.M., Payments Directed Out-
side the United States — Withholding and Reporting.

B As noted above, Reg. §31.3401(a)(6)-1(f) provides that an employee
who claims an exemption from wage withholding by reason of an exemption in
the Code itself must comply with the procedures in Reg. §1.1441-1(e)(1)(ii).
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The question also arises whether the foreign employer is
required to file any documentation with the IRS on Form W-2
or Forms 1042 and 1042S, and to provide copies thereof to
the employee. The §1461 regulations require that U.S.-source
“compensation for dependent personal services” must be re-
ported on Forms 1042 and 1042S even if the compensation
is excluded from gross income under the Code.”> However,
the same regulations also provide that “any item required to
be reported on a Form W-2” need not be reported on Forms
1042 and 1042S."” Because of the extremely broad language
of §6051(a), which mandates the Form W-2 procedures for
employers, a strong argument can be made that the excluded
§872(b)(3) compensation should in fact be reported on Forms
W-2 and W-3 and not on Forms 1042 and 1042S. Section
6051(a) requires that “every employer engaged in a trade or
business who pays remuneration for services performed by an
employee ... shall furnish to each such employee in respect of
the remuneration paid by such person to such employee during
the calendar year ....” This language is repeated in the instruc-
tions to Form W-2, which also require that all “amounts you
pay your employee from which Federal income tax is not with-
held” must be reported in box 1, including presumably amounts
that are excluded from gross income in the hands of the em-
ployee.

Because the employer will usually have a U.S. payroll sys-
tem and will be issuing Forms W-2 to other employees whose
compensation is subject to wage withholding, the employer
should be able to provide Forms W-2 to nonresident alien em-
ployees whose compensation is excluded under §872(b)(3). In
any event, the only civil penalty for failing to do so would ap-
pear to be the $50 penalty under §6674. If instead the employer
is required to file Forms 1042 and 1042S and fails to do so, the
civil penalties for nonfiling also appear to be fairly nominal —
provided of course that it owes no withholding tax because it
has obtained timely and proper Forms W-4."*

3. Employees of Foreign Governments and
International Organizations

a. Direct Employees

Employees of foreign governments and international orga-
nizations are another category of nonresident alien employees
who are exempt from federal income tax One possible exemp-
tion is under §893. In order for the §893 exemption to be avail-
able, however, the services performed by the employee must
be “of a character similar to those performed by” U.S. govern-
ment employees in foreign countries, if the employer is a for-
eign government."”

The regulations under §3401(a)(5) provide a broader ex-
emption, excluding from the definition of “wages” remunera-
tion paid by a foreign government or international organiza-
tion to a U.S. citizen or resident alien. Although §3401(a)(5)
refers only to “a citizen or resident of the United States,” the

Reg. §1.1461-1(c)(2)(Q)(E).

" Reg. §1.1461-1(c)(2)(ii)(D).

""Reg. §1.1461-1(h) provides that failure to file Forms 1042 and 1042S
can result in the imposition of civil penalties under §6651, §6662, §6663,
§6721, §6722, and §6723, as applicable.

13§893(a)(2).
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regulations cover nonresident alien employees of such employ-
ers as well. Thus, Reg. §31.3401(a)(5)-1(a)(2) provides that
“the citizenship or residence of the employee” is “immaterial”
for employees of a foreign government, and that such remu-
neration is exempt from wage withholding tax in the case of
all employees. Similarly, Reg. §31.3401(a)(5)-1(b)(1) provides
that the exemption for employees of an international organiza-
tion is available not only to U.S. citizens and resident aliens,
“but also an employee who is a nonresident alien individual.”
Thus, while the regulations under §3401(a)(5) go beyond the
language of §3401(a)(5) itself, the IRS has broad authority un-
der §3401(a)(6) to extend that exemption to nonresident alien
employees who may fail the literal requirements of the §893
exemption because of the specific nature of the work that they
perform for their employer.

If remuneration paid to a nonresident alien employee is ex-
empt from wage withholding tax under the broad language of
the §3401(a)(5) regulations, no IRS form (for example, Form
W-4, Form W-8BEN, Form W-9, or Form 8233) is required to
be furnished by the employee to the foreign government or in-
ternational organization. Presumably the absence of any docu-
mentation requirement is in recognition of the fact that if the
regulations did require the foreign government or internation-
al organization to comply with the U.S. wage withholding tax
regulations, any such requirements might be in violation of an
agreement or international law. Nor is there any requirement
that the foreign government or international organization file
any returns or forms with the IRS or provide any IRS forms
to the employee (for example, Forms W-2 and W-3, or Forms
1042 and 1042S).

b. Employees of Corporations Owned by Foreign
Governments

Section 893 provides that the exemption from tax on
salary received from a foreign government does not apply to:

(1) employees of a §892(a)(2)(B) “controlled commercial
entity”’; or

(2) employees of a foreign government whose services are
primarily connected with a commercial activity of the for-
eign government (whether within or outside the United
States).

As a result of this more restrictive rule, nonresident aliens
who work within the United States as employees of a U.S. or
foreign corporation that is wholly owned by a foreign govern-
ment may be subject to wage withholding.

Section 3401(a) and the regulations have not been updated
to address the availability of the foreign government employee
exemption to employees of U.S. or foreign corporations that
are wholly owned by a foreign government — except for a
statement in the §3401(a)(5) regulations that the withholding
exemption thereunder does not confer an exemption per se on
employees of a U.S. corporation that is wholly owned by a
foreign government (thus, the regulations deny the wage with-
holding exemption even if the U.S. corporation is engaged in
governmental functions and not commercial activities)."

B Reg. §31.3401(a)(5)-1(a).
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4. Canadian and Mexican Residents

The regulations under §3401(a)(6) provide a broad wage
withholding tax exemption to nonresident aliens who are res-
idents of Canada or Mexico, and who are engaged in either
“transportation service,” or ‘“‘service on international pro-
jects.”

“Transportation service” is defined to include services per-
formed as an employee in “railroad, bus, truck, ferry, steam-
boat, aircraft, or other transportation services,” where the em-
ployee enters and leaves the United States at “frequent inter-
vals.”"** The exemption is available whether the individual is an
employee of a U.S. person or a foreign person.

Service on “international projects” is defined to include
the “construction, maintenance, or operation” of a “waterway,
viaduct, dam, or bridge” on either the U.S.-Canada or the U.S.-
Mexico border. Again, the employee must enter and leave the
United States at “frequent intervals” in order for these rules to

139
apply.

The regulations specify further that the wage withholding
exception is not available if the employee works “wholly with-
in the United States as, for example, where such a resident is
employed to perform service at a fixed point or points in the
United States, such as a factory, store, office, or designated area
or areas within the United States, and who commutes from his
home in Canada or Mexico, in the pursuit of his employment
within the United States.”*

In order for the wage withholding exemption to be avail-
able, the regulations require that the employee furnish the em-
ployer with a statement with his or her name, address and tax-
payer identification number (if any) certifying that:

(1) he or she is not a U.S. citizen or resident alien;
(2) he or she is a resident of Canada or Mexico; and

(3) he or she expects to meet either the “transportation ser-
vice” or the “international project” rules.

The regulations also provide that the statement must be
filed with the IRS by the employer as an attachment to Form
1042-S. This requirement would appear to be outdated, now
that the §1441 regulations have replaced similar employee
statements with official IRS forms (including Forms W-4, W-§,
W-9, and 8233). Thus, in situations where the employee’s U.S.-
source compensation is not exempt from U.S. tax under the
U.S.-Canada or U.S.-Mexico Income Tax Treaty (as discussed
immediately below), it may be more appropriate for the em-
ployee instead to give the employer a Form W-4 with a state-
ment attached to it claiming the exemption from U.S. wage
withholding tax on the basis of the §3401(a)(6) regulations. Be-
cause there generally is no exemption under the Code for non-
resident aliens working on “international projects” or engaged
in international transportation, the employer would be required
to provide the employee and the IRS with Form W-2 after the
end of the year. If the Canadian or Mexican resident has a sub-
stantive U.S. tax liability, he or she would usually be required

TReg. §31.3401(a)(6)-1(c).

" Reg. §31.3401(a)(6)-1(c)(1).
"YReg. §31.3401(a)(6)-1(c)(2).
"“Reg. §31.3401(a)(6)-1(c)(3).
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to make estimated tax payments as well as to report his or
her remuneration for U.S. services on a U.S. tax return (Form
1040-NR) for the year.

In many situations, of course, the Canadian or Mexican
employee might be exempt from substantive U.S. income tax
liability under the “dependent personal services” article of the
U.S.-Mexico Income Tax Treaty'*' or the “income from em-
ployment” article of the U.S.-Canada Income Tax Treaty.'** If
that is the case, the employee and the employer would comply
with the treaty procedures mandated by the §1441 regulations
(discussed in V.B.6., below) instead of the §3401(a)(6) regu-
lations. Both treaties contain a rule exempting from U.S. tax
compensation realized by the Canadian or Mexican resident for
services performed in the United States if:

(1) the individual is not present in the United States for
more than 183 days in the year;

(2) the employer is not a U.S. resident; and

(3) the employee’s compensation is not borne by a U.S.
permanent establishment of the employer.'*

The U.S.-Canada treaty is broader, however, because it al-
so provides two additional exemptions. If the employer is a
U.S. resident, the Canadian employee’s compensation is ex-
empt from U.S. tax if it does not exceed U.S. $10,000 for the
year." In addition, if the employer is a Canadian resident and
the Canadian employee works “on a ship, aircraft, motor vehi-
cle or train” operated by the employer, the employee’s compen-
sation is exempt from U.S. tax even if he or she is in the United
States for more than 183 days in the year.'”’

5. Crew Members of Foreign Vessels

Under §861(a)(3), compensation for services performed in
the United States by a nonresident alien crew member of a for-
eign vessel is treated as foreign-source income if:

(1) the employee’s services are performed in connection
with the crew member’s temporary presence in the United
States as a regular member of the foreign vessel crew, and
if

(ii) the foreign vessel is engaged in transportation between
the United States and a foreign country or a possession of
the United States.

Section 7701(b)(7)(D) treats qualifying nonresident alien
crew members as not present in the United States for purposes
of §7701(b) on days when they are present temporarily in the
United States as a crew member of a foreign vessel.

Based on the discussion in V.B.1., above, regarding short-
term visitors whose compensation may also be classified as
foreign-source income, it is likely that these same rules apply
to crew members of a foreign vessel whose compensation for
work done in the United States is also classified as foreign-
source. Thus, technically the crew member may be required to
file Form W-4 with the employer, and the employer may tech-

1'U.S.-Mexico Tax Treaty, Article 15.

"2U.S.-Canada Income Tax Treaty, Article XV.

3 U.S.-Canada Income Tax Treaty, Article XV.2(b); U.S.-Mexico Tax
Treaty, Article 15.2.

'*U.S.-Canada Income Tax Treaty, Article XV.2(a).

4.8 .-Canada Income Tax Treaty, Article XV.3.
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nically be required to file documentation with the IRS (Forms
W-2 and W-3, or possibly Forms 1042 and 1042S as an alter-
native).

These rules do not apply to nonresident aliens who work as
part of the crew of a foreign aircraft. Although most income tax
treaties contain a broad exemption from U.S. income tax (and
therefore from U.S. wage withholding tax) for compensation
realized by an alien resident in the treaty country from an air-
line that is resident in the same country (or, under some treaties,
an airline that is resident in the United States and/or in a third
country), no similar exemption is available under the Code for
employees of airlines from non-treaty countries — even if the
airline itself is exempt from U.S. income tax under the “reci-
procal exemption” rules of §872(b)(2) and §883(a)(2). Those
nonresident alien employees are subject to tax, and thus sub-
ject to U.S. wage withholding, on the portion of their compen-
sation that is U.S.-source income. Under a special 50-50 alloca-
tion rule in §863(c)(2)(A), the employee’s U.S.-source income
would include not only income from services performed while
physically within the United States, but also income attribut-
able to a portion of the time traveling between the United States
and a foreign country.

6. Remuneration Exempt Under an Income Tax Treaty

The regulations under §3401(a)(6) also provide for an ex-
emption from wage withholding tax in the case of remuneration
for services performed in the United States that is exempt
from federal income tax under an income tax treaty.'* With re-
spect to compensation that is exempt from U.S. tax by treaty,
the regulations make applicable procedures that govern treaty
exemptions of self-employed nonresident aliens under Reg.
§1.1441-4(b)(2). It is clear under those rules that the nonresi-
dent alien must file Form 8233 with the employer, and this is
confirmed by the instructions to Form 8233. Under the Form
8233 rules after 2000, moreover, the Form 8233 must include
an “individual tax identification number” (ITIN)."

In contrast with the limited personal income tax exemp-
tions available to nonresident alien employees under the
Code,"* broader exemptions are available to employees resident
in tax treaty countries with respect to remuneration for services
performed in the United States. Thus, compared to the de min-
imis rule of §861(a)(3), most treaties exempt from tax remuner-
ation for services performed in the United States if certain addi-
tional tests are met. In most treaties an employee who is present
in the United States for not more than 183 days is exempt from
U.S. tax, without a dollar limitation, provided that:

(i) the employer is resident in the treaty country (a rule
which is expanded in many treaties to include any foreign
employer, and sometimes an office maintained in the
treaty country of a U.S. employer), and

(ii) the remuneration is not borne by a permanent estab-
lishment in the United States of the employer.

'“SReg. §31.3401(a)(6)-1(f).

147Reg. §1.1441-4(b)(2)(ii)(A). If the individual has not yet received an
ITIN, he or she can attach a copy of a completed Form W-7 or SS-5 showing
that a number has been applied for.

148 See V.B.1. through V.B.5., above.
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Most treaties also provide for broad exemptions for certain
categories of employees, such as shipping and aircraft workers,
foreign government employees, teachers, students, researchers,
trainees, and business apprentices.

Because of the United States’ income tax treaty network,
many nonresident aliens qualify for treaty exemptions from
U.S. tax each year with respect to services performed within the
United States. These include not just short-term foreign busi-
ness visitors on temporary B-1 visas or entitled to visa waivers
but also individuals who spend time in the United States for
personal reasons but continue to perform services for their em-
ployer. It is difficult to imagine that more than a small percent-
age of these individuals will take the time and trouble to ap-
ply for an ITIN'” and complete Form 8233, or that their for-
eign employers will submit Form 8233 to the IRS in accor-
dance with the applicable procedures whenever an employee
visits the United States on business. Given the number of em-
ployees and the difficulty in contacting them, the ability of the
IRS to enforce these rules broadly is doubtful.

Still, the IRS could seek to impose tax plus interest and
penalties on a foreign employer who does not obtain timely
Forms 8233 from its treaty-country-resident employees who
conduct business during visits to the United States. Reg.
§1.1441-1(b)(7) imposes tax plus interest and penalties on the
payor of U.S.-source income who does not obtain a timely
Form 8233 from the foreign payee, even if the payment is
clearly exempt from U.S. tax and thus would clearly be exempt
from U.S. withholding tax if timely documentation were re-
ceived. These rules clearly apply in the case of payments of
U.S.-source compensation to nonresident aliens who are self-
employed, but it is not clear from the §3401(a)(6) and §1441
regulations whether they also apply to nonresident alien em-
ployees who are supposed to follow the §1441 procedures
in claiming a wage withholding exemption under Reg.
§31.3401(a)(6)-1(f).

The practical effect of such a rule would be to deny the
benefits of the treaty exemption unless the employee and the
employer complied with the extremely burdensome, and pre-
sumably costly, Forms W-7 and 8233 procedures. If the IRS
attempted to enforce such a rule, it would clearly cause havoc
in the international business community. To date the IRS has
never formally announced that it intends to apply Reg.
§1.1441-1(b)(7) to nonresident alien employees, but the possi-
bility that the IRS might someday make such an announcement
and attempt to selectively enforce this rule cannot be excluded.

Apart from short-term visitors to the United States, an-
other category of nonresident alien employees working in the
United States are required to file Form 8233 to report tax treaty
exemptions. Nonresident alien teachers, students, trainees, and
business apprentices who are entitled to treaty exemptions from
U.S. tax on part or all of their salary for working in the United
States are required to file Form 8233." Because they hold valid

'“*The ITIN rules require in part that the individual must submit to the IRS
(or to a duly authorized “acceptance agent”) specified original or certified doc-
uments proving identity, foreign status and residency. See §6109(i), added to
the Code by the Protecting Americans from Tax Hikes Act of 2015, Pub. L.
No. 114-113, Div. Q, §203; Notice 2016-48.

1%'Rev. Proc. 2005-44, obsoleting Rev. Proc. 87-8, modified by Rev. Proc.
93-22, and Rev. Proc. 87-9, modified by Rev. Proc. 93-22, and Rev. Proc.
93-22A, provides that the procedures described in IRS Pub. 519, U.S. Tax
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U.S. work visas (and thus U.S. social security numbers) and be-
cause their compensation is usually paid through a U.S. payroll
system, presumably most of their employers comply with these
rules.

Presumably W-2/W-3 reporting is done by an employer
whose nonresident employees are in a U.S. payroll system (i.e.,
teachers, students, trainees, and business apprentices).”' An ar-
gument can be made on the basis of the regulations in favor of
either reporting on Form 1042/1042S reporting or Form W-2/
W-3 reporting in the case of short-term visitors who are treaty-
exempt. Compliance in this area is likely poor, however, and
that the potential civil penalties for not filing the proper forms
— apart from the risk that the Reg. §1.1441-1(b)(7) tax-inter-
est-penalty rule could apply — are nominal.

C. Services Performed in the United States — Taxable
Remuneration

To the extent that remuneration paid to a nonresident alien
employee for work done in the United States is subject to wage
withholding tax, the general rules described in II., above, are
applied. Thus, the employee’s remuneration for work done in
the United States is taxable and withholding must be imple-
mented in accordance with the withholding method selected by
the employer. This means that the special rules applicable to
nonresident alien employees must be used, as discussed imme-
diately below.

In Guo v. Commissioner,™ in a case of first impression,
the Tax Court considered the question of whether unemploy-
ment benefits paid to a nonresident alien were subject to U.S.
tax or were exempt from tax under the applicable income tax
treaty. The taxpayer was a Canadian citizen who worked for
the University of Cincinnati as a post-doctoral fellow for one
year then applied for and received unemployment compensa-
tion from the Ohio Department of Job and Family Services (de-
partment) following her return to Canada. No tax was withheld
from the payments and the department filed a Form 1099-G.
The taxpayer timely filed a Form 1040-NR-EZ'"’ reporting the
income and claiming the payments were tax exempt under Arti-
cle XV, then titled “Dependent Personal Services,” of the U.S.-
Canada Income Tax Treaty. The IRS assessed, taxpayer peti-
tioned the Tax Court, and argued alternatively, if Article XV
did not apply, the payments were tax exempt under Article
XXII, “Other Income,” of the treaty. The parties having agreed
the income was U.S. source and effectively connected, the only
issue before the court was the treaty issue.

The Tax Court first reviewed the rules of treaty interpre-
tation and looked to the plain meaning of the text,” the in-
tent of the parties in entering into the agreement,” and general-

Guide for Aliens, for students, teachers, trainees, and business apprentices
should be followed instead.

151 See the discussion in V.B.2., above, with respect to nonresident aliens
working in the United States who qualify for the §872(b)(3) exemption.

2149 T.C. 334 (2017).

'3 Since 2020, redesigned Form 1040-NR is used in place of 1040-NR-EZ.

%149 T.C. 334, 337 (2017) (citing Volkswagenwerk Aktiengesellschaft
v. Schlunk, 486 U.S. 694 (1988); Sanchez-Llamas v. Oregon, 548 U.S. 331
(2006)).

19149 T.C. 334, 337 (2017) (citing United States v. Stuart, 489 U.S. 353
(1989)).
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ly more liberal construction than private agreements." Neither
the treaty nor its protocols specify how unemployment com-
pensation should be treated, so the court turned to Article XV
itself, which, by its terms, governs the treatment of “salaries,
wages, and other similar remuneration derived by a resident of
a Contracting State in respect of an employment.” The court
determined that unemployment compensation is not salaries or
wages and turned to the definition of the term “remuneration,”
also not defined in the treaty or its protocols, or in the Code.
The court then turned to the Code for where else the term re-
muneration was used. Section 3401(a) defines wages as “all
remuneration” for services performed by an employee for his
employer (including benefits), and then lists 23 types of remu-
neration that are excepted from the definition of wages. Sec-
tion 3121(a) also uses the term remuneration in its definition of
wages for employment to include the cash value of all remuner-
ation (including benefits) paid in any medium other than cash.
Based on these uses of the term, the court determined unem-
ployment compensation does not constitute “similar remunera-
tion derived ... in respect of an employment” within the mean-
ing of Article XV of the treaty."”” The court then noted that even
if the unemployment compensation benefits were covered un-
der Article XV of the treaty, Article XV did not help the tax-
payer because it granted the state of residence taxing jurisdic-
tion unless the services were provided in the other state and in
the taxpayer’s case, the unemployment compensation was paid
in respect of employment that took place in the United States,
therefore, the unemployment compensation would still be tax-
able in the United States under Article XV. In addition, the two
exceptions to the general rule of Article XV(1) were not ap-
plicable under the taxpayer’s facts. The taxpayer then argued
in the alternative, if Article XV did not apply, the unemploy-
ment compensation payments were “other income” under Ar-
ticle XXII of the treaty and therefore not subject to U.S. tax-
ation. The court characterized Article XXII as a “catchall pro-
vision that covers items of income not dealt with elsewhere in
the treaty.” Article XXII provides generally that the state of
residence has taxing jurisdiction over “other income,” but that
the source country may also tax such amounts. The court con-
cluded therefore the United States could tax the unemployment
compensation payments under Article XXII. The taxpayer ar-
gued that she would be subject to double taxation if the Unit-
ed States asserted source country jurisdiction over the unem-
ployment compensation and subjecting her to double taxation
would be in contravention of Article XXIV, “Elimination of
Double Taxation,” under the treaty, to which the court respond-
ed that her remedy was with Canada, not with the United States.

1. Special Form W-4 Rules for Nonresident Alien
Employees

Special wage withholding rules apply to employees who
are classified as nonresident aliens. Under §3402(f)(6), a non-

16149 T.C. 334, 377 (2017) (citing Air Fr. v. Saks, 470 U.S. 392 (1985)).

7149 T.C. 334, 338-339 (2017). Cf. §3402(0)(1)(A) (providing that a
supplemental unemployment compensation benefit received from an employer
will be treated “as if it were payment of wages by an employer to an employee
for a payroll period” and will be subject to wage withholding); United States v.
Quality Stores, Inc., 572 U.S. 141 (2014) (finding severance payments made by
an employer to an employee to be “supplemental unemployment compensation
benefits” under §3402(0)).
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resident alien employee may claim only one withholding al-
lowance. Section 31.3402(f)(6)-1(a)(2), however, provides that
this single withholding allowance is the deduction allowed to
the nonresident alien individual under §151. Accordingly, a
nonresident alien employee may not claim any withholding ex-
emptions for taxable years 2018 through 2025"* and may claim
one withholding exemption after 2025, unless he or she quali-
fies as a resident of Canada, Mexico, or Puerto Rico, and has
eligible dependents.'”

In addition, Article 4(7) of the U.S.-Korea Income Tax
Treaty allows, subject to certain limitations, a Korean resident
who is not a resident of the United States to claim personal ex-
emptions for certain eligible dependents, subject to the condi-
tions prescribed in §151-§153 “as in effect on the date of the
signature of this Convention.” The Convention was signed on
June 4, 1976, entered into force on October 20, 1979, was in
force on December 22, 2017 when Pub. L. No. 115-97 was
signed into law, and remains in force to this day. Pub. L. No.
115-97 makes no mention of overriding the U.S.-Korea Income
Tax Treaty, therefore this provision in the treaty remains the
governing law with respect to Korean residents temporarily res-
ident in the United States who are qualified for benefits un-
der the U.S.-Korea Income Tax Treaty.'” This rule permits a
qualified Korean resident to claim additional withholding al-
lowances on Form W-4 with respect to those qualified depen-
dents."" A nonresident alien employee who is treated as a resi-
dent alien by reason of an election under §6013(g) or §6013(h)
may also claim more than one withholding exemption.'” It is
not clear whether or not Treasury and the IRS will extend this
latter rule to “withholding allowances” in light of the definition
of exemption amount as zero for taxable years beginning after
2017 and before 2026.

The rule in §873(b)(3) limiting nonresident alien employ-
ees to one personal exemption can result in significant over-
withholding in many cases where the employee is entitled to

" Treasury and the IRS have concluded that the withholding exemption
referenced in §3402(f)(6) is the deduction allowed to the nonresident alien indi-
vidual under §151. See Reg. §31.3402(f)(6)-1 finalized by T.D. 9924, 85 Fed.
Reg. 63,019 (Oct. 6, 2020), applicable on and after October 6, 2020. See Per-
sonal Exemption Tables in Federal Tax Tables, Charts & Lists for personal ex-
emption amounts in recent years under §151.

' Although §3402(f)(6) remains unchanged by the Tax Cuts and Jobs Act
(TCJA), Pub. L. No. 115-97, significant portions of §3402(f) were modified
by the TCJA to reflect the addition of §151(d)(5) by TCJA, §11041(a), which
provides that for taxable years beginning after 2017 and before 2026, the term
“exemption amount” means zero, effectively suspending the personal exemp-
tion for taxable years 2018 through 2025. The TCJA amended the heading of
§3402(f) from “Withholding Exemptions” to “Withholding Allowances” and in
most subsections of §3402 replaced the word “exemption” with “allowance,”
including subsections §3402(f)(3), §3402(f)(4), §3402(f)(5), and §3402(f)(7);
it did not make the amendment to §3402(f)(6). Section 3402(f)(1) and §3402(f)
(2) were amended to reflect the suspension of personal exemptions and the
move to allowances as a measure for withholding. For taxable years beginning
before 2018, see §873(b); former Reg. §31.3402(f)(6)-1 before amendment by
T.D. 9924, 85 Fed. Reg. 63,019 (Oct. 6, 2020). With respect to the exceptions
for aliens resident in Mexico, Canada, and Puerto Rico, §3402(f)(6) does not al-
low any exceptions to the rule of one personal exemption, but Reg. §31.3402(f)
(6)-1 allows withholding allowances to be claimed by aliens resident in Mex-
ico, Canada, and Puerto Rico for personal exemptions that may be claimed by
the individual under §873(b)(3) or §876. See CCA 201027046.

' See §894, §7872(d).

191 See IRS Pub. 519, U.S. Tax Guide for Aliens and Instructions to Form
8233 (section entitled “Completing Form W-4").

' Reg. §31.3402(f)(6)-1.
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claim large “effectively connected” deductions.'” The rationale

for such a limitation is that nonresident aliens are often subject
to U.S. tax jurisdiction only for short periods of time, and if
a W-4 were filed claiming excessive withholding exemptions,
the IRS might not be able to collect the resulting tax deficien-
cy from the nonresident alien. In order to avoid this possibili-
ty, the IRS may collect the deficiency from the employer if the
employer had reason to know that the alien was a nonresident
alien and if it improperly withheld on the basis of a Form W-4
provided by the employee. In any event, the overwithholding
that occurs would be refunded to the alien following the filing
of a return after year-end.

Notwithstanding the fact that overwithholding on a non-
resident alien (especially on nonresident alien employees in
states that impose an income tax) may occur, the IRS has been
more concerned about the possibility that underwithholding on
a nonresident alien employee may occur in those situations
where the employee will claim little or no deductions against
his or her effectively connected income. The IRS concern is
based on the fact that the standard deduction — which is not
allowed to any nonresident alien other than certain individuals
from India (as discussed below) — is partially built into the
wage withholding tables. As a result, unless some adjustment
were made to the nonresident alien employee’s wage withhold-
ing, the amount of tax that would be withheld for the year
would reflect the allowance of one personal exemption as well
as a portion of the standard deduction. Unless the employee’s
allowable itemized deductions on his or her tax return equaled
or exceeded the portion of the standard deduction that is re-
flected in the withholding tables, therefore, underwithholding
would occur.

The IRS initially attempted to correct this problem in 2005
by requesting all nonresident alien employees to request their
employers to withhold an additional amount in each pay period
in order to compensate for the disallowed portion of the stan-
dard deduction. The procedure that the IRS required, however,
resulted in overwithholding for those employees earning less
than the personal exemption amount for 2005. Accordingly, in
Notice 2005-76," the IRS changed this procedure and instead
directed employers (beginning January 1, 2006) to calculate the
wage withholding during each pay period by adding to the alien
employee’s annual wages an amount equal to the portion of
the 2006 standard deduction that is reflected in the percentage
method withholding tables for single individuals, i.e., $2,650.'"
Because the 2006 wage withholding tables exempted $2,650
of annual wages from withholding, in addition to the $3,300
personal exemption amount, no overwithholding would result
on nonresident alien employees earning $3,300 or less for the

193 See Personal Exemption Tables in Federal Tax Tables, Charts & Lists
for personal exemption amounts in recent years under §151.

'*Notice 2005-76, modified by Notice 2009-91. Notice 2009-91 modified
Notice 2005-76 to change the withholding rules applicable to nonresident alien
employees to offset the effect of the Making Work Pay Tax Credit under §36A,
as well as the standard deduction, effective with respect to wages paid on or af-
ter January 1, 2010. However, as the credit expired at the end of 2010, employ-
ers must apply the original rules as in effect under Notice 2005-76 for wages
paid on or after January 1, 2011. See Notice 2011-12.

'%Notice 2005-76 makes clear that the add-back of the standard deduction
is for calculation purposes only, and must not be reported on the employee’s
Form W-2 at year-end as additional income.
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year.' In the case of nonresident alien employees with allow-
able deductions for the year under §873(b) in addition to the
$3,300 personal exemption, however, the procedure in Notice
2005-76 simply exacerbates any overwithholding that was al-
ready occurring when the standard deduction was still allowed
to be reflected in the alien’s withholding tax. As noted above,
however, the rule permitting only one withholding allowance
(other than the zero allowance status between 2018 through
2025) to be claimed by a nonresident alien employee is clear in
§3402(f)(6), and the procedures in the Notice are only attempt-
ing to carry out the statutory mandate as accurately as possible.

The instructions for nonresident alien employees on how
to complete Form W-4 are not contained on Form W-4 itself,
but are contained in the instructions to Form 8233.'” Those in-
structions direct the nonresident alien employee to:

(1) not claim exemption from wage withholding;

(2) request withholding on the basis of single status (even
if he or she is married);

(3) claim only one withholding allowance (except for cer-
tain residents of Canada, Mexico, or the Republic of Ko-
rea); and

(4) write “Nonresident Alien” or “NRA” on line 6.

This is intended to alert the employer to add back the stan-
dard deduction for calculation purposes.

Employees from Canada, Mexico, Korea, and Puerto Rico
who are entitled to claim personal exemptions for eligible de-
pendents may do so on Form W-4. In addition, because the
U.S.-India Income Tax Treaty permits students and business
apprentices from India to claim the standard deduction, ® those
individuals are not required to ask their employer to add back
the standard deduction to their wages for calculation purposes.
The Tax Cuts and Jobs Act (TCJA), Pub. L. No. 115-97, in-
creased the standard deduction by adding §63(c)(7), which pro-
vides that for taxable years beginning after December 31, 2017
and before January 1, 2026, the basic standard deduction is
$18,000 in the case of a head of household, or $24,000 in the
case of a joint return or a surviving spouse, or $12,000 in any
other case.'” Section 63(c)(7) also provides an inflation adjust-
ment applicable to the new standard deduction applicable for
this period of time."™ This increased standard deduction is in-

'% At the same time, the IRS also issued Notice 2005-77, which provides
that a nonresident alien whose taxable wages for the year are less than the per-
sonal exemption amount need not file a federal tax return unless a return might
be required for some other reason (for example, because the individual has non-
effectively-connected income on which less than the applicable rate of tax was
withheld under §1441).

'7 See also Notice 1392 for taxable year 2020 on how to complete Form
W-4.

'S .-India Income Tax Treaty, art. 21(2). The standard deduction may
not be claimed by any other nonresident aliens, either under the Code or under
any other U.S. income tax treaty. Article 21(2) of the U.S.-India Income Tax
Treaty has also been interpreted by the IRS as permitting Indian students and
business apprentices to claim dependency deductions under §151 for depen-
dents who otherwise qualify under §151 (certain dependent U.S. citizens, res-
ident aliens, and residents of Canada and Mexico). See Rev. Proc. 93-20 for a
detailed discussion of the IRS interpretation of Article 21(2) of the U.S.-India
Income Tax Treaty.

'“Pub. L. No. 115-97, §11021(a).

"0 For standard deduction amounts in recent years under §63, see Standard
Deduction Tables by Year in Federal Tax Tables, Charts & Lists.
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tended to compensate for the limitations put on individual de-
ductions and reduction of personal exemption amount to zero.

Although the wage withholding regulations contain spe-
cial rules for nonresident aliens — primarily the “only one
withholding exemption” rule (or zero for 2018-2025, as dis-
cussed above) — they contain little guidance on how an em-
ployer is expected to know whether an employee is a nonres-
ident alien or a resident alien, particularly during the employ-
ee’s first year in the United States. Because the issue does not
often arise in the course of an IRS payroll audit, the issue is
probably for the employee, who may have a personal prefer-
ence as to whether he or she may be underwithheld or over-
withheld for the year. An important issue for an individual who
anticipates making a §7701(b)(4) resident alien election for the
year is that the applicable IRS regulations require generally that
the alien’s tax for the year must initially be paid in on a nonres-
ident alien basis, with a claim for refund of the overpayment re-
sulting from the resident alien election to be claimed when the
alien ultimately files his or her return for the year."”'

Thus, in practice, the burden of claiming resident or non-
resident alien status for wage withholding purposes is generally
placed on the employee, unless the employer has knowledge
that the employee’s status is different from the status he or she
claims. (This might occur, for example, if the alien employee
has a J-visa and is clearly classified as a nonresident alien un-
der §7701(b)(5) by reason of his or her visa status.) If the em-
ployee considers himself or herself to be a nonresident alien, he
or she would furnish Form W-4 to the employer and claim sin-
gle status (whether or not he or she is married), and in gener-
al only one withholding allowance; in accordance with the IRS
rules in Notice 2005-76, he or she would also write “Nonresi-
dent Alien” on line 6. In addition, if he or she makes foreign
business trips, he or she may wish to discuss how to reflect the
non-taxability of the allocable salary in the employer’s wage
withholding system. If the employee considers himself or her-
self to be a resident alien, then he or she would file Form W-4
in the same manner as a U.S. citizen, although certain varia-
tions could apply. (For example, if he or she is a resident alien
for only part of the year, he or she would be denied the stan-
dard deduction but permitted to claim itemized deductions, and
in addition he or she would be denied the right to use the joint
return tables unless he or she made a §6013(g) or §6013d(h)
election.)

If an employee files Form W-4 with the employer claiming
either resident alien or nonresident alien status and the IRS later
determines during a payroll audit that the claimed status was
wrong and that as a result underwithholding occurred, the ques-
tion arises whether the employer could be held liable for the
amount of the underwithholding. Curiously, there is nothing in
the regulations or in the IRS publications for employers ex-
pressly stating that an employer is liable for any type of under-
withholding that occurs as the result of incorrect information
that the employee has put on his or her Form W-4. Thus, if the
employer has either actual knowledge, or constructive knowl-
edge (“reason to know”), that the employee’s status as claimed

"'Reg. §301.7701(b)-4(c)(3)(V)(A).
"2 See the discussion immediately above.
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on Form W-4 is wrong, there are no explicit penalties in the
Code or the regulations on the employer for underwithholding.

In contrast, the §1441 regulations specifically require that
the payor of an item of U.S.-source income must be able to
“reliably associate” a pending payment with “valid documen-
tation” of the payee’s U.S. or foreign status. In this regard, the
payor must have “no actual knowledge or reason to know that
any of the information, certifications, or statements in, or as-
sociated with, the documentation are incorrect.”'” If the payor
cannot “reliably associate” the payment with valid documenta-
tion and makes the payment with either no withholding or with-
holding at less than the statutory 30% rate, in most cases he or
she is liable for the amount of withholding tax up to the 30%
rate.”*

Although §6682 imposes a $500 penalty on an employee
who had “no reasonable basis” for a statement on Form W-4,
there appear to be no civil penalties on an employer who
knows, or has reason to know, that an employee’s Form W-4
is wrong, and where underwithholding occurs as a result of the
erroneous Form W-4. Despite this apparent rule, as a matter
of sound business practice an employer’s payroll department
should have some involvement with this issue, especially if the
employer has sponsored the U.S. nonimmigrant visa applica-
tion of an alien employee who is temporarily on its payroll.
It may be advisable for it to refer all such employees to IRS
Publication 519, U.S. Tax Guide for Aliens, and it may want
to follow established “default” status presumptions for certain
categories of alien employees, and to ask those employees to
explain why they believe they should be treated differently.
For example, an employer may want to treat F- and J-visa em-
ployees presumptively as nonresident aliens, and it may want
to treat other nonimmigrant aliens as presumptive nonresident
aliens during their first calendar year in the United States and
as resident aliens for subsequent years.'”

Further, if the employer is a public company that is subject
to the Sarbanes-Oxley legislation, moreover, the internal con-
trol requirements of §404 of Sarbanes-Oxley should always be
considered.

2. Withholding on U.S.-Source Remuneration Only if
Classified as Wages

Notwithstanding the restrictive wage withholding rules
that may apply to nonresident alien employees under the spe-
cial Form W-4 rules, a careful examination should be made
of each element in the alien’s compensation package to deter-
mine the extent to which each item is classified as wages sub-
ject to withholding. For example, certain employment-related
benefits may not be classified as wages. In particular, nonres-
ident alien employees whose “tax home” is in a foreign coun-
try may receive reimbursements of many of their temporary
U.S. living expenses in the form of reimbursed employee busi-
ness expenses, which are exempt from wage withholding tax

PReg. §1.1441-1(b)(1), §1.1441-1(b)(2)(vii), discussed in 6560 T.M.,
Payments Directed Outside the United States — Withholding and Reporting.

" Reg. §1.1441-1(b)(7)(i).

175 See the discussion in 6400 T.M, U.S. Income Taxation of Nonresident
Alien Individuals, on the nonresident alien or resident alien classification of
employees working temporarily in the United States.
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under Reg. §31.3401(a)-1(b)(2) as “traveling and other expens-
es.” This subject is discussed further in I1.D.4., above.

3. Services Performed Both Within and Without the
United States

As the result of the territorial rule of Reg. §31.3401(a)
(6)-1(b), which exempts nonresident aliens from wage with-
holding tax for work done outside the United States, a nonres-
ident alien who is taxable on remuneration for work inside the
United States may wish to arrange with the employer to spe-
cially handle withholding tax for services performed while out-
side the United States. As discussed above, as a practical matter
it may be difficult for the employer to arrange for the payroll
system to track the employee’s U.S. and foreign workdays. If
however, the employee is highly compensated and spends sig-
nificant business time outside the United States, he or she may
wish to reduce the substantial overwithholding that would oth-
erwise occur if withholding is based on his or her total salary
for the year.

4. Wage Withholding Is Almost Never at 30% Rate

Section 1441 imposes a 30% withholding tax on certain
items of U.S.-source income that are paid to nonresident alien
individuals. It is important to note that the 30% rate under
§1441 is almost never imposed on remuneration that is paid
to a nonresident alien employee by the employer. Reg.
§1.1441-4(b)(1)(i) and §1.1441-4(b)(1)(ii), pursuant to author-
ity delegated by §1441(c)(4), expressly provides that withhold-
ing is not required under §1441 from “salaries, wages, remu-
neration” or other personal services compensation of a nonres-
ident alien if either:

(1) such compensation is subject to withholding under
§3402; or

(2) such compensation would be subject to withholding as

remuneration paid to an employee, but for the fact that a

special exception from the definition of “wages” is grant-

ed by §3401(a).

These rules have the effect of exempting most remunera-
tion paid to a nonresident alien employee by the employer from
30% withholding under §1441."°

The IRS confirmed this result in Rev. Rul. 92-106, in
which it ruled that wages paid to a nonresident alien for ser-
vices performed in the United States were income that was ef-
fectively connected with a U.S. trade or business, and therefore
(assuming the exception contained in §864(b)(1) did not ap-
ply), were subject to withholding under §3402(a). If a nonres-
ident alien is classified as self-employed rather than as an em-
ployee, however, then his or her self-employment income for
services performed within the United States may be subject to
30% withholding tax under §1441. This issue is discussed fur-
ther in IX., below.

" The only situation in which wages might technically be subject to 30%
withholding tax under §1441 is where an exemption from wage withholding
with respect to U.S.-source compensation is exempt under the “included/ex-
cluded” rule of §3402(e).
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D. Nonresident Aliens Electing Resident Status Under
Section 6013(g) and (h)

Section 6013(g) and §6013(h) permits certain categories
of married individuals who are nonresident for either part or all
of the year to elect to be treated as resident aliens for federal
income tax purposes. Both provisions state expressly that an
electing individual is treated as a resident alien for federal in-
come tax purposes for the taxable year for which the election
is made, and also for purposes of wage withholding under In-
ternal Revenue Code chapter 24 “for payments of wages made
during such taxable year.”"”’

As discussed above, there are a number of distinctions
made for wage withholding purposes between nonresident
alien employees and resident alien employees. These include:

(1) the requirement that married nonresident aliens be
classified as single under the withholding tables instead of
married;

(2) the limited use of the Form W-4 by nonresident aliens;
and

(3) the general territorial rule whereby nonresident aliens
are exempt from wage withholding on remuneration for
work done outside the United States, and often qualify for
Code or treaty exemptions for work done within the Unit-
ed States.

Notwithstanding the distinctions between nonresident and
resident alien status for wage withholding purposes, a signifi-
cant practical question arises concerning the first taxable year
for which a §6013(g) or §6013(h) election is effective. Al-
though the statute requires the individual be treated as a resi-
dent for such year, the election under both subsections is not
actually made until the employee individual files his or her tax
return for the year (although in the case of the §6013(g) elec-
tion, the effect of the election continues into subsequent taxable
years so as to classify a nonresident alien as a resident alien in
those years, provided that certain tests are met).” Neither the
§6013 regulations nor the wage withholding regulations indi-
cate to what extent an employer should treat a nonresident alien
employee as a resident alien under §6013(g) or §6013(h) prior
to the time he or she makes the election, or what kind of notifi-
cation can or should be given by the employee to the employer
at any particular point in time.

Comment: The statute contemplates that the alien’s elec-
tive resident alien status for the year is to be effective for wage
withholding purposes. Presumably Congress contemplated that
sometime during the taxable year the employee could give no-
tification to the employer of his or her intention to make the
election and that the employer could rely on that notification.
Despite the silence in the regulations on this issue, presumably
a nonresident alien who intends to make the election should be
permitted to notify the employer in writing so as to reduce the
overwithholding that would otherwise occur in many cases.

It should be noted that Reg. §31.3402(f)(6)-1 expressly
permits a nonresident alien who elects resident alien status un-

'786013(g)(1)(B), §6013(h)(1). See 6400 T.M., U.S. Income Taxation of
Nonresident Alien Individuals.
"Reg. §1.6013-6(a)(4), §1.6013-7(a)(3).
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der §6013(g) and/or §6013(h) to claim more than one withhold-
ing allowance. This provision suggests that an employee who
expects to make a §6013(g) or §6013(h) election should be per-
mitted to notify the employer in advance and to reflect the an-
ticipated election in his or her wage withholding. However, the
regulations under §3402(1)(3)(A), which require a married non-
resident alien to use the single withholding tables, do not pro-
vide that such an alien may use the married tables."” Presum-
ably there is sufficient authority in the language of §6013 itself,
however, to permit the employee to use the married tables.

E. Resident Alien Election Under Section 7701(b)(4)

Although the withholding allowance regulations under
§3402(f)(6) expressly permit an individual who elects joint re-
turn status under §6013(g) or §6013(h) to claim more than one
withholding allowance, those regulations do not state that a
nonresident alien who expects to make a resident alien elec-
tion under §7701(b)(4) may also claim more than one withhold-
ing allowance."™ Because individuals who make the §7701(b)
(4) election also often make a §6013(g) or §6013(h) election for
the same year, however, those individuals presumably would
be permitted to claim more than one withholding allowance in
advance, and also to use the married tables instead of the single
tables. Those individuals should be aware, however, that their
§7701(b)(4) election could be invalid if their tax for the year is
not calculated and paid in by April 15 of the following year on
a nonresident alien basis. The §7701(b)(4) regulations require
this to be done in order for the §7701(b)(4) election to be valid,
even though a portion of the tax as calculated on a nonresident
alien basis will subsequently be refunded to the individual pur-
suant to his or her resident alien election. The effectiveness of
this requirement of the regulations is uncertain because it is not
mentioned in §7701(b)(4) itself.

F. Estimated Tax Requirements

If wage withholding on a nonresident alien employee’s re-
muneration is less than the amount of his or her substantive tax
liability for the year, as determined when he or she files his
or her Form 1040-NR, the employee is technically required to
make estimated tax payments to make up for the underwith-
holding. Form 1040-ES(NR) is used for this purpose. If the
withholding tax regulations have been followed correctly, how-
ever, in many cases the nonresident alien employee will be
overwithheld rather than underwithheld.

G. Foreign Employer Who Fails to Withhold

Foreign employers commonly fail to withhold with respect
to a nonresident alien employee working on a temporary basis
within the United States whose compensation is partially or ful-
ly subject to wage withholding tax. This situation can arise in
a number of contexts. An employee may visit the United States
on short business trips or work remotely from the United States
for a short period and fail the §861(a)(3) or relevant tax treaty
exemption. Or, an employee may be transferred (or choose for

'™ See Reg. §31.3402(1)-1(d)(1)(ii).

180 Gee Personal Exemption Tables in Federal Tax Tables, Charts & Lists
for personal exemption amounts in recent years under §151. For a discussion
of the §7701(b)(4) resident alien election, see 6400 T.M, U.S. Income Taxation
of Nonresident Alien Individuals.
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personal reasons to work) for an indefinite period of time to the
United States but kept on the foreign employer’s payroll and
not transferred to the U.S. payroll system of a U.S. branch or
related U.S. subsidiary or parent company.

A typical reason for not withholding is the enormous prac-
tical difficulties that a foreign employer must face in establish-
ing a formal U.S. payroll system. The employer must obtain
an IRS employer identification number, and must make period-
ic deposits of tax and file Form 941 periodically. Moreover, if
a payroll system is established to withhold pursuant to §3402,
other payroll taxes must almost certainly be withheld or paid
as well, including the Federal Insurance Contributions Act (FI-
CA) tax (both employer’s and employee’s tax), the Federal Un-
employment Tax Act (FUTA) tax, state unemployment tax and
possibly state workmen’s compensation insurance and disabil-
ity tax, and possibly state and local wage withholding tax as
well. Social security numbers or taxpayer identification num-
bers must be obtained for the nonresident alien employees in-
volved. The foreign employer may also have well-founded cor-
porate income tax reasons for not complying with its wage
withholding and other payroll tax obligations. It may justifiably
fear that the filing of Form 941 and the making of deposits of
payroll taxes could lead to an IRS assertion that the employer
is engaged in trade or business within the United States, and is
thereby subject to corporate income tax on effectively connect-
ed income. The exposure to federal corporate income tax could
also result in exposure to state income tax under the “doing
business” tests of the states where nonresident alien employees
may be located.

If the nonresident employee obtains a U.S. work visa that
permits him or her to be an employee of a U.S. company,
it should be possible to avoid the difficulties described im-
mediately above by placing the employee on the payroll of a
U.S. branch, subsidiary, or parent of the foreign employer. If
the employee’s services actually benefit the foreign employer
rather than a related U.S. company that may be the employer of
record, a “seconding” arrangement could be instituted whereby
the U.S. employer charges the foreign employer for reimburse-
ment of the salary and related payroll costs of the employee. In
this situation, however, there may also be compelling reasons
for keeping the employee on the payroll of the foreign employ-
er instead of transferring him or her to the U.S. payroll of the
related company. For example, the foreign employer may wish
to keep the employee in its pension plan in the home country,
and transferring him or her onto the payroll of a U.S. compa-
ny may cause a lapse in coverage. Similarly, the employer may
wish to keep the employee in the home country social securi-
ty system so as to avoid a lapse in coverage that may occur if
he or she is transferred to a U.S. payroll. It is to be noted that
if the foreign employer has a U.S. branch office with a payroll
system, placing the employee on the U.S. payroll would usually
not result in a lapse in home country pension or social security
coverage. However, such a lapse could occur if the U.S. payroll
system is maintained by a separate U.S. corporation (e.g., by a
U.S. subsidiary or U.S. parent company of the foreign employ-
er).

If a nonresident alien employee is on the payroll of a for-
eign employer who does not establish a U.S. payroll system,
or if a related company maintains a payroll system but the for-
eign employer chooses not to place the employee on that pay-
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roll through a “seconding” arrangement, the foreign employer
will be exposed to liability for the tax plus interest and penal-
ties, as discussed further in XIII., below. If the foreign employ-
er chooses not to withhold as required by law, at the very least
it should arrange for the employee to pay his or her U.S. in-
come tax liability voluntarily in the form of estimated tax pay-
ments in order to make up for the absence of wage withhold-
ing. In that event, §3402(d) would relieve the foreign employer
of liability for payment of the tax itself, although interest and
penalties could still be imposed on it.

If an employee who works in the United States in this sit-
uation wishes to ensure that U.S. social security tax (FICA) is
paid on his or her behalf, technically there is no way for the em-
ployee to pay FICA himself or herself. However, an ad hoc pro-
cedure appears to have developed whereby the employee may
file IRS Form 4137 as an attachment to his or her federal in-
come tax return, and pay the employee portion of FICA, to es-
tablish quarters of coverage for benefit purposes.'®' Form 4137
is generally supposed to be used by employees to report tip in-
come that they have not reported to their employer.

It is sometimes contended that a foreign employer might
be able to reduce wage withholding tax, as well as FICA and
FUTA tax, by taking the position that a nonresident alien work-
ing for it within the United States is in fact a self-employed in-
dependent contractor or consultant. If the individual is in fact
self-employed, then it is true that the employer would not be
subject to these taxes, or to interest and penalties for non-pay-
ment of these taxes. Under the §1441 regulations, however, it is
likely that the employer would nevertheless be liable for 30%
withholding tax on U.S.-source self-employment income paid
to nonresident aliens (plus interest and penalties for nonpay-
ment of such tax), as discussed in VI.B., below. It is much more
likely, however, that the alien will in fact be classified as an
employee under the relevant IRS rulings and court decisions on
the question, particularly if he or she is considered as an em-
ployee for purposes of coverage in the employer’s home coun-
try pension plan, or for purposes of coverage under the social
security tax laws of the home country.

H. Nonresident Aliens Without a U.S. Social Security
Number

The general territorial principle of the wage withholding
tax rules means that a business visitor (B-1 visa) from a non-
treaty country may be subject to wage withholding tax with re-
spect to business trips into the United States, even though the
employer may be a foreign company with no U.S. office. Even
in the unlikely event that the B-1 visitor’s foreign employer
wishes to comply with its wage withholding tax obligations, it
will probably be faced with a “Catch 22” situation, because al-
though it may be clear under the Code that the B-1 visitor is
subject to wage withholding tax, the Social Security Admin-
istration’s regulations on the issuance of social security num-
bers will usually prohibit the issuance of a number to a B-1 visa
holder. Although the nonresident alien would usually be per-

'8! However, Form 8919, Uncollected Social Security and Medicare Tax on
Wages, is used to figure and report the employee’s share of the uncollected So-
cial Security and Medicare taxes for employees who were mistreated as an in-
dependent contractor by their employer. See the discussion of this issue in 6830
T.M, International Aspects of U.S. Social Security and Unemployment Taxes.
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mitted to apply for and obtain an Individual Taxpayer Identi-
fication Number (ITIN), an ITIN may not be used for federal
employment tax purposes.

Comment: It is quite common for a non-U.S. citizen to
move to the United States for a period of several years, but
under circumstances in which the individual must wait several
months after the move to obtain a work visa that permits him or
her to work for a U.S. company and to obtain a Social Security
number (e.g., an E-, H- or L-visa). Because such an individual
typically holds a B-1 visa during the months that he or she is
awaiting his or her new visa, he or she may not be paid salary
by the U.S. company until he or she obtains his or her work
visa, because:

(1) receiving a salary from a U.S. company would violate
the terms of his or her B-visa; and

(2) unless he or she has a U.S. social security number from

a prior U.S. employment, he or she will not be permitted

to obtain a U.S. social security number until he or she has

obtained the visa that permits him or her to work for a U.S.

company.

In this situation, either the individual remains on his or her
home country payroll until he or she obtains his or her new visa
and his or her social security numbers — invariably without
withholding of FICA and other U.S. payroll taxes by the for-
eign employer — or he or she is paid “advances” by the U.S.
or foreign employer which are later “cancelled” in the form
of a large taxable “bonus” from the U.S. company, with FI-
CA and other U.S. payroll taxes paid thereon at that time. Of
course, these concerns are magnified in the case of a nonresi-
dent who, by choice, spends time working “informally” in the
United States for his or her employer.

I. Exceptions from Section 1441 Withholding

The §1441 regulations contain a number of exceptions
from the 30% withholding tax in the case of compensation for
personal services of a nonresident alien individual.'

1. Wages Subject to Section 3402 Withholding

In order to avoid double withholding, the regulations pro-
vide an exemption in the case of wages which are subject to
withholding under §3402." In this regard, it should be stressed
that pre-1967 revenue rulings on the subject of withholding on
nonresident employees should be read with extreme caution.
Prior to the amendment of the Code and the §1441 regulations
in 1966, nonresident aliens working as employees within the
United States were subject to withholding at the flat 30% rate
imposed by §1441. In at least two pre-1967 rulings involving
nonresident alien employees, therefore, the IRS ruled that 30%
gross tax should be withheld from the employees’ compen-
sation."™ Under the facts of both rulings, the present §1441
regulations would exempt such compensation from 30% with-
holding tax under §1441, and the compensation would instead
be subject to the wage withholding rules of chapter 24 of the
Code.

" Reg. §1.1441-4(b)(1), §1.1441-4(b)(2).
" Reg. §1.1441-4(b)(1)(i).
"% Rev. Rul. 64-184, Rev. Rul. 66-76.
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2. Remuneration Exempt from Section 3402
Withholding

The §1441 regulations provide further that remuneration
paid to a nonresident alien employee is also exempt from 30%
withholding if it constitutes wages that would be subject to
wage withholding under §3401(a) (other than the special non-
resident alien wage withholding rules in §3401(a)(6)), but for a
specific exception contained in §3401(a)."®® An example would
be remuneration paid to a nonresident alien employee in an ex-
empt industry, such as to a domestic household servant.

3. Certain Wages Exempt from Withholding Under
Section 3402(e)

Reg. §1.1441-4(b)(1)(vi) contains a special rule that is de-
signed to require withholding on some basis where the “in-
cluded-excluded” rule of §3402(e) may provide an exemption
from wage withholding tax. As discussed in II.C.6., above, if a
nonresident alien employee works in the United States for less
than one-half of the days in the employer’s pay period, then
an exemption from wage withholding may be available under
§3402(e). As a result, the portion of the employee’s compen-
sation allocable to U.S. workdays will be subject to 30% with-
holding under §1441, because the exception for U.S.-source
compensation subject to wage withholding will not apply. Reg.
§1.1441-4(b)(1)(vi) provides in effect that 30% withholding
tax can be exempted if the employer and employee enter into
a “voluntary withholding” agreement under §3402(p), so that
wage withholding at the graduated §3402 rates will be applied
to the employee’s salary. The effect of this rule is to avoid the
overwithholding that could result for many employees if the

" Reg. §1.1441-4(b)(1)(ii).
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flat 30% withholding rate is applied under the §1441 regula-
tions. In practice, however, a §3402(p) agreement is likely to
be limited to U.S. employers with nonresident alien employees
who travel extensively outside the United States and who are
based in the United States. It is unlikely that foreign-based em-
ployers will generally comply with these rules.

4. Form 1042/1042S Filing Requirements

The §1461 regulations require Form 1042 and Form 1042S
to be filed after the end of the year to report payments which
were potentially subject to §1441 withholding but which were
exempt from withholding “because of a treaty or Internal Rev-
enue Code exception to taxation.”'® The only exception in the
regulations with respect to remuneration for services is for “any
item required to be reported on a Form W-2."""

Under the regulations, therefore, amounts that are subject
to mandatory wage withholding under §3401(a)(1) (discussed
above) are clearly exempt from Form 1042/1042S reporting.
As discussed in V.B., above, items of U.S.-source compensa-
tion that are exempt from wage withholding tax may technical-
ly be required to be reported on Form W-2; if that conclusion is
correct, then no Form 1042/1042S reporting would be required
with respect to U.S.-source compensation paid to a nonresident
alien employee that is excluded from gross income under the
Code.

Civil (and potentially criminal) penalties may be imposed
for nonfiling or for late filing of Forms 1042/1042S."**

"% Reg. §1.1461-1(c)(2)().

" Reg. §1.1461-1(c)(2)(ii)(D).

" Reg. §1.1461-1(h) provides that failure to file Forms 1042 and 1042S
can result in the imposition of civil penalties under §6651, §6662, §6663,
§6721, §6722, and §6723, as applicable.
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VI. U.S. Citizens and Resident Aliens Working
Outside the United States as Employees

A. U.S. Citizens

U.S. citizens are subject to U.S. income tax on their world-
wide income, and the territorial rule described in V.A., above,
for nonresident aliens has no application. Nevertheless, certain
variations of the territorial rule do apply, in that exclusions
from gross income are allowed for certain categories of for-
eign-source income, and the tax on foreign-source income that
is not excluded may often be reduced by foreign income taxes
that have been imposed on that income.'”

As with nonresident aliens working outside the United
States, the wage withholding rules applicable to U.S. citizen
employees working outside the United States attempt to track
the rules on substantive liability. Thus, the general rule that
U.S. citizens are subject to wage withholding on remuneration
for services performed anywhere in the world is relaxed to the
extent that the citizen may qualify for the exclusions under
§911 for foreign-source earned income, under §931 for pos-
sessions-source and other foreign income, and under §933 for
Puerto Rican-source income. Adjustment may also be made to
reflect anticipated foreign tax credits. In addition, a wage with-
holding exemption is available where remuneration is subject
to wage withholding under foreign law.

This section VI.A. of the Portfolio discusses the wage
withholding exceptions available to U.S. citizens working out-
side the United States, as well as other special wage withhold-
ing questions faced by U.S. citizens working abroad.

1. Income Excluded Under Section 911

Remuneration payable to a U.S. citizen is exempt from
wage withholding tax under §3401(a)(8)(A)(), “if, at the time
of the payment of such remuneration, it is reasonable to believe
that such remuneration will be excluded from gross income un-
der section 911 ... .” The regulations state that a “reasonable
belief” may be based upon “any evidence reasonably sufficient
to induce such belief,” even though on closer examination it
may not be sufficient to establish the §911 exclusion."

The regulations state that an employer may presume that
an employee will qualify for the §911 exclusion if the employ-
ee executes a statement that he or she expects to so qualify,
in the form prescribed in Reg. §31.3401(a)(8)(A)-1(a)(2). This
statement may be executed on Form 673, Statement for Claim-
ing Exemption From Withholding on Foreign Earned Income
Eligible for the Exclusion(s) Provided by Section 911."”' The
prescribed statements on Form 673 are in slightly different
form for employees who expect to satisfy the 330 day “physical
presence” test of §911(d)(1)(B), and those who expect to quali-
fy as a “bona fide resident of a foreign country” under §911(d)
(1)(A). In the case of an employee who completes the bona
fide resident statement, after two years in which the statement

1% See §901 (foreign tax credit rules), §164(a)(3) (deduction for foreign in-
come taxes).

""Reg. §31.3401(a)(8)(A)-1(a). See also Rev. Rul. 92-106.

®'For a discussion of exclusions from gross income under §911, see 6080
T.M, Section 911 and Other International Tax Rules Relating to U.S. Citizens
and Residents.
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is furnished to the employer, the employer may presume that
the employee qualifies as a bona fide foreign resident without
requesting similar statements in succeeding years.'” The state-
ment prescribed in the regulations may not be relied upon if
the employer has reason to believe that it is improper. Howev-
er, the employer is apparently not required to obtain Form 673
from an employee in order to stop withholding under this ex-
ception, because any other evidence that meets the test of the
regulations may also be relied upon. For example, if the em-
ployer arranges the employee’s compensation package and de-
termines the number of days that he or she will be working out-
side the United States, presumably all information in the em-
ployer’s personnel department relating to the employee’s trans-
fer abroad would be sufficient evidence for the employer to
cease withholding under this exception, if it appeared from the
circumstances that the §911 rules would be satisfied.

Where the U.S. citizen employee is expected to receive re-
muneration from the employer that is expected to be partially
exempt under §911 and partially includible in the employee’s
gross income, Reg. §31.3401(a)(8)(A)-1(a)(1)(ii) provides that
the remuneration that is paid to the employee is to be prorated
to the §911 exclusion and to non-excluded income with respect
to each payment.

Example: In 2025, a U.S. citizen employee is paid re-
muneration of $260,600, all of which is for services per-
formed outside the United States. Of this amount,
$130,000" (exactly one-half) is excluded under §911, and
the $130,000 excess is included in gross income. One-half
of each monthly salary payment of $21,667, or $10,833
monthly, is exempt from wage withholding and the bal-
ance of $10,833 monthly is subject to wage withholding,
unless otherwise excepted under §3401.

If part or all of an employee’s compensation is excluded
from wage withholding because the employee expects to claim
the §911 exclusion, it is not clear from the Form W-2 instruc-
tions whether the amount that is excluded from wage withhold-
ing should be included in the amount of wages shown in box 1
on Form W-2. The prudent approach is that the amount should
be included, because the employee might not qualify for the ex-
clusion or, if he or she is eligible to claim it, may not elect to
claim it when he or she eventually files his or her U.S. income
tax return on Form 1040 for the year.

2. Remuneration from Working in Certain U.S.
Possessions

Remuneration paid to a U.S. citizen employee for services
within a U.S. possession (other than Puerto Rico) is exempt
from wage withholding tax under §3401(a)(8)(B) if it is rea-

'Reg. §31.3401(a)(8)(A)-1(a)(2)(ii).

" Under §911(b)(2)(D)(ii), as amended by §515 of the Tax Increase Pre-
vention and Reconciliation Act of 2005 (“the Act”), Pub. L. No. 109-222, the
dollar amount of the §911 exclusion was $82,400 for 2006 and is adjusted for
inflation in subsequent years. For the inflation adjusted exclusion amounts in
recent years, see Foreign Earned Income Exclusion Tables by Year in Federal
Tax Tables, Charts & Lists. The Act also reduced the deductible “housing cost
amount” under §911(c) for most individuals eligible to claim the §911 exclu-
sion. For purposes of simplification, no deduction is claimed in this example
for the housing cost amount.
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sonable to believe that at least 80% of the remuneration will
be for services performed within a U.S. possession. This rule is
based on the pre-1986 rules of §931, which provided that the
possessions exclusion was only available if the individual real-
ized 80% of gross income from sources within the possession.
As amended in 1986 and again in 2004, §931 does not con-
tain a percentage requirement, and instead provides that any in-
come from sources within a possession is excluded from gross
income under the Code if the individual is a “resident” of that
possession, as specially defined in §937."

Thus, a practical approach would be for the employer to
match U.S. wage withholding (if any) with the employee’s
§931 exclusion.” However, whether or not an employee’s pos-
sessions-source remuneration is substantial enough to reach the
80% requirement of §3401(a)(8)(b), in most cases the remu-
neration will be subject to wage withholding under the posses-
sion’s internal income tax law, and thus would be exempt from
U.S. wage withholding under the (alternative) “foreign wage
withholding tax” rule discussed in VI.A 4., below.

Because the U.S. Virgin Islands has an internal income tax
system that is different from those of the other U.S. posses-
sions, a “parallel” regulation in Reg. §31.3401(a)-1(b)(12) pro-
vides for an exemption from U.S. wage withholding if an em-
ployee is a resident of the U.S. Virgin Islands under §28(a) of
the Revised Organic Act of the Virgin Islands.” The regulation
requires that the employee provide a statement to the employer
that he or she expects to be so classified, and that the employ-
er must file a copy of such statement with the IRS. It is like-
ly that this rule has been overridden by the enactment of §937
in 2004, which requires that individuals claiming residence in
the U.S. Virgin Islands as well as in four other U.S. posses-
sions satisfy certain uniform requirements in order to be classi-
fied as residents of the possession for U.S. tax purposes. In any
event, even if a U.S. citizen is not classified as a Virgin Islands
resident under either §937 or under §28 of the Revised Organ-
ic Act, and even if his or her remuneration for the year is not
substantial enough to reach the 80% requirement of §3401(a)
(8)(b), in most cases the remuneration will be subject to wage
withholding under the Virgin Islands’ internal income tax law,
and thus would be exempt from U.S. wage withholding under
the (alternative) “foreign wage withholding tax” rule, discussed
in VI.A.4., below.

3. Income Excluded Under Section 933

Remuneration paid to a U.S. citizen employee for services
performed within Puerto Rico is exempt from wage withhold-
ing tax under §3401(a)(8)(C) if it is reasonable to believe that
the employee will be a bona fide resident of Puerto Rico during
the entire calendar year for purposes of §937. In such a situa-

194 See the discussion of §937 in 6400 T.M, U.S. Income Taxation of Non-
resident Aliens.

"1t should be noted that the §931 exclusion technically applies only to
Guam, American Samoa, and the Commonwealth of the Northern Mariana Is-
lands (CNMI), but because of special rules in §935 that apply to Guam and the
CNMLI, in practice the §931 exclusion may apply only to American Samoa. A
different set of rules applies under §932 to the U.S. Virgin Islands. All of these
rules are beyond the scope of this Portfolio. For further details, see 7390 T.M.,
Business Operations in the Territories and Possessions of the United States (ex-
cept Puerto Rico).

%68 Stat. 508 (1954); see also 48 U.S.C. §1541, et seq.
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tion, the employee’s Puerto Rico-source remuneration will be
excluded from gross income under §933."” As noted above with
respect to the other U.S. possessions, if a U.S. citizen performs
services within Puerto Rico and is not a bona fide resident there
(and thus his or her Puerto Rico-source remuneration is not el-
igible for the §933 exclusion), it is likely that the remuneration
will be exempt from U.S. wage withholding tax under the for-
eign wage withholding tax rule discussed in VI.A.4., below.

4. Remuneration Subject to Foreign Wage Withholding
Tax

Section 3401(a)(8)(A)(ii) provides for a wage withholding
exemption for remuneration paid for services by a U.S. citizen
employee in a foreign country or a U.S. possession if the em-
ployer is “required” by the law of any foreign country or U.S.
possession (including Puerto Rico) to withhold income tax up-
on such remuneration.

Section 31.3401(a)(8)(A)-1(b) does not require the em-
ployee to give any documentation to the employer to substanti-
ate this exception. Some advisors recommend that the employ-
ee give the employer a statement attached to his or her Form
W-4 to the effect that he or she believes no U.S. wage withhold-
ing is required because the compensation is subject to foreign
wage withholding tax. In any case, if the employer fails to with-
hold U.S. wage withholding tax because of an erroneous belief
that an employee’s salary is subject to foreign wage withhold-
ing tax, the fact that the employer has such a statement from
its employee would probably not prevent interest and penal-
ties (and possibly tax as well) from being imposed on it, be-
cause the responsibility of knowing the foreign wage withhold-
ing rules would have fallen on the employer and not the em-
ployee.

a. Employer Must Be Legally Required to Withhold
Under Foreign Law

The regulations provide that this exemption is not avail-
able unless wage withholding tax is actually imposed under for-
eign law, and an employer agrees with the employee to satis-
fy the employee’s estimated tax or final tax payments under
foreign law."” For example, under the laws of many foreign
countries, employees are required to pay personal income tax
on wage and salaries on a voluntary self-assessed basis. Thus,
the foreign wage withholding exemption of §3401(a)(8)(A)(ii)
would not be available for U.S. citizens working in those coun-
tries.

b. Foreign Political Subdivisions

The regulations also contain a curious rule to the effect
that the foreign wage withholding test is not met by reason of
a withholding requirement under the laws of a “political subdi-

T For further details, see 7320 T.M, Business Operations in Puerto Rico.

'"“Reg. §31.3401(a)(8)(A)-1(b)(2) (“Mere agreements between the em-
ployer and the employee whereby the estimated income tax of a foreign country
or of a possession of the United States is withheld from the remuneration in
anticipation of actual liability under the law of such country or possession will
not suffice.”). See also CCA 200814010 (withholding exemption provided by
§3401(a)(8)(A)(ii) is not available where foreign law does not require income
tax withholding, regardless of whether employer enters into agreement with
foreign country to replicate a tax withholding system).
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vision of a foreign state.”” While this rule may be technically
correct under the literal language of §3401(a)(8)(A)(ii), which
requires that there be wage withholding under “the law of any
foreign country,” it certainly does not conform with the foreign
tax credit rule which interprets the term “income ... taxes paid
... to any foreign country” as including income taxes paid to
the political subdivision of a foreign country.”® This restriction
would arise only where a wage withholding tax is imposed at
the level of a political subdivision but not also at the national
level.

c. Rate of Foreign Withholding Tax Not Relevant

An important feature of the §3401(a)(8)(A)(ii) exemption
is that it is not necessary to show that the foreign wage with-
holding tax is imposed at levels comparable to U.S. wage with-
holding tax. Thus, foreign wage withholding tax imposed at
an extremely low flat rate would be sufficient to exempt all
of a U.S. citizen employee’s foreign-source remuneration, sub-
ject to that country’s withholding tax, from the U.S. withhold-
ing tax. Thus, in PLR 8129013, the IRS considered the ques-
tion whether the employer’s obligation to pay over the 5% Sau-
di Arabian Social Insurance Tax on employees’ remuneration
would exempt the employer from U.S. wage withholding un-
der §3401(a)(8)(A)(ii). The IRS ruled on technical grounds that
the employer was not legally required under Saudi law to with-
hold the employees’ tax from the remuneration paid to them.
As a result, the procedural rules of Saudi law were considered
insufficient to qualify the employer for the §3401(a)(8)(A)(ii)
exemption. However, the extremely low rate of Saudi tax was
not considered grounds for the denial of a favorable ruling to
the employer, nor was the fact that Saudi Arabia did not impose
a more general income tax on employees. (Because the Saudi
Social Insurance Tax was classified as a foreign income tax,
it qualified as an “income tax” for purposes of §3401(a)(8)(A)
(ii).)

d. The Foreign Withholding Tax Must Be on “Income”

To qualify for the foreign wage withholding exclusion, the
foreign withholding tax must be imposed on an employee’s in-
come. However, this does not necessarily mean that the tax
must be imposed under a general income tax that is imposed
by the foreign country, so long as the foreign tax qualifies as
an “income tax” that may be credited by the employee (if he or
she elects the credit) under §901. Thus, in PLR 8129013, the
IRS ruled that the Saudi Arabian Social Insurance Tax was an
income tax for which the employee was eligible to claim a for-
eign tax credit, even though it was imposed under the social
insurance laws of Saudi Arabia as a quasi-social security tax.
This conclusion conforms with a number of IRS rulings which
hold that a foreign social security tax imposed on an employ-
ee’s salary are foreign income taxes that may be credited under
§901.*

These rulings, however, preceded amendments to the reg-
ulations under §901 that narrowed the definition of an “income

" Reg. §31.3401(a)(8)(A)-1(b)(3).

" See, e.g, Rev. Rul. 74-435 (Vaud cantonal tax on net profits, imposed
by Swiss Canton of Vaud, is creditable under §901).

! See the discussion in 6830 T.M., International Aspects of U.S. Social
Security and Unemployment Taxes.
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tax” for purposes of §901. The IRS has not provided guidance
as to whether this narrower definition of “income tax” carries
over to §3401(a)(8)(A)(ii).*” If a foreign social security tax or
similar social insurance tax does qualify as an income tax un-
der §901, the further question arises whether that particular
tax qualifies as a foreign wage withholding tax for purposes
of §3401(a)(8)(A)(i) if the social security tax is imposed by a
country with which the United States has a social security “to-
talization agreement,” and which for that reason may not be
claimed as a credit under §901.”” This issue can be important
for U.S. citizens working in totalization countries such as
France that do not have wage withholding under the income tax
laws, but which do impose wage withholding under their social
security laws. Although it is clear that the employee’s social
security tax paid to a totalization country may not be claimed
as a foreign tax credit under §901, the federal law disallowing
the §901 credit does not provide that the foreign country’s so-
cial security tax will not be classified as an income tax for oth-
er purposes of the Code. Based on the discussion of the Sau-
di Arabian social insurance tax, therefore, it would seem that
if mandatory withholding is imposed under the social security
laws of a totalization country on an employee’s salary, that pro-
cedure should exempt the employee’s salary from U.S. wage
withholding tax under §3401(a)(8)(A)(ii).

e. Relationship to the Section 911 Exclusion

Where remuneration for work outside the United States is
expected to be excluded under §911 and is also subject to for-
eign wage withholding tax, Reg. §31.3401(a)(8)(A)-1(a)(1)(ii)
suggests that the exemption for foreign wage withholding tax
be applied on that portion of the salary that is not considered to
be excluded under §911. This interpretation seems to be con-
firmed by the ruling in Rev. Rul. 92-106. Thus, it is necessary
in each pay period to determine that portion (if any) of salary
for work done outside the United States that is not excluded un-
der §911. To the extent that the non-excluded salary is subject
to foreign wage withholding tax for the pay period, §3401(a)(8)
(A)(ii) would exempt such salary from U.S. wage withholding
tax.

f. Peculiarities of Foreign Law

To the extent that the §911 exclusion rule of §3401(a)(8)
(A)(i) is not available and no other U.S. wage withholding ex-
emption is available, the foreign wage withholding exemption
of §3401(a)(8)(A)(ii) should be carefully examined in light of
the actual provisions of foreign law. For example, under the

*Note that certain provisions of §1.901-1 are effectively suspended or
modified by Notice 2023-55, modified by Notice 2023-80, which would appear
to permit taxpayers to rely on the historical interpretation of “income tax” for
purposes of section §3401(a)(8)(A)(ii).

*®The Social Security Amendments of 1977, Pub. L. No. 95-216, §317(b)
(4), 91 Stat. 1540, provides, “Notwithstanding any other provision of law, taxes
paid by any individual to any foreign country with respect to any period of em-
ployment or self-employment which is covered under the social security sys-
tem of such foreign country in accordance with the terms of an agreement en-
tered into pursuant to section 233 of the Social Security Act shall not, under
the income tax laws of the United States, be deductible by, or creditable against
the income tax of, any such individual.” This provision of Pub. L. No. 95-216,
enacted in 1977, was not codified into the Internal Revenue Code. See 6830
T.M., International Aspects of U.S. Social Security and Unemployment Taxes
for an additional discussion.
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laws of certain foreign countries with “remittance systems,” the
employee and the employer may have arranged to reduce for-
eign income taxes by taking advantage of rules in the foreign
tax law permitting certain remuneration to escape foreign tax if
it is paid outside the country and not remitted to the employee
in the foreign country where he or she resides. To the extent
that foreign taxes are reduced under such a rule, the foreign
wage withholding exemption of §3401(a)(8)(A)(ii) would not
be available. However, the exemption probably would be avail-
able if remuneration is fully subject to foreign withholding tax,
but special deductions available to foreign nationals are al-
lowed in computing the rate of withholding tax and of substan-
tive personal tax liability.

g Noncompliance with Foreign Withholding Law

To the extent that an employer compensates a U.S. citizen
employee working abroad under a “split payroll” whereby a
certain portion of total remuneration is paid to him or her in
the United States and is not declared in the foreign country, in
violation of the foreign country’s tax laws, the question arises
whether U.S. wage withholding tax applies when wage with-
holding is “required” under foreign law (the statutory test of
§3401(a)(8)(A)(ii)), even though the foreign wage withholding
tax is not actually withheld and paid over to the foreign gov-
ernment in accordance with its law. Such an argument may be
technically correct in light of the literal language of the Code
and the regulations. However, the IRS ruled inTAM 8351004
that “compliance by the employer with the foreign country’s
withholding tax law” is implicit in the §3401(a)(8)(A)(ii) ex-
emption.

h. Withholding Agreement with Foreign Government

Where wage withholding is technically required under the
laws of a foreign country but where an agreement is entered in-
to between a U.S. employer and a foreign government to sub-
stitute direct collection by the foreign government from the em-
ployees themselves rather than from the wages they receive
from their employer, the IRS has ruled that the foreign wage
withholding requirement of §3401(a)(8)(A)(ii) is satisfied, and
that no U.S. wage withholding is required.””

i. Supplemental Wages

As discussed in IL.E.4., above, if an employer pays a bonus
or other type of supplemental wages to an employee, the em-
ployer may elect to withhold at the flat rate of 25%” under the
“optional flat rate” method — provided that the total amount of
all supplemental wage payments for the year does not exceed
$1 million and that the employer is thus required to withhold
at the highest tax rate applicable under §1 for the taxable years
beginning in that calendar year. This mandatory flat rate is
applied without regard to 1) whether income tax has been

*™Rev. Rul. 79-392. This ruling was distinguished in CCA 200814010,
where the U.S. employer proposed to enter into a special wage withholding
arrangement with the government of the foreign country, but where the laws of
the foreign country did not provide for wage withholding.

S Reg. §31.3402(g)-1(a)(7)(iii)(F) provides that the withholding rate is ei-
ther 28% for supplemental wages paid after 2004, or the corresponding rate in
effect under §1(i)(2) for taxable years beginning in the calendar year in which
the payment is made. But see §1(j) (providing modifications to the tax rate in
certain years).
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withheld from the employee’s regular wages; 2) any entries
on Form W-4, including whether the employee has claimed
exempt status on Form W-4, or whether the employee has
requested additional withholding on Form W-4; and 3) the
withholding method used by the employer.” For U.S. citizens
working outside the United States who are part of a tax reim-
bursement program maintained by their employer, if a particu-
lar payment is not subject to mandatory flat rate withholding,
the employer would usually not elect to use the optional flat
rate method if that resulted in cash flow problems for the em-
ployee, and instead would use the “aggregate procedure” which
in effect treats the payment as part of regular salary. The reason
is because foreign tax credits with respect to the supplemental
wages that are reflected on the employee’s Form W-4 may not
be taken into account under either the optional flat rate method
or the mandatory flat rate method, but they can be considered
under the aggregate method. Thus, if the supplemental wages
are not otherwise exempt from U.S. wage withholding under
one of the exemptions mentioned above (for example, the §911
exemption, or the foreign-wage-withholding exemption), seri-
ous cash flow problems could occur.

If the mandatory flat rate withholding method is required
to be used, however, the employer may be required to withhold
U.S. tax on part or all of the payment at the applicable rate,
and the fact that the employee may be subject to significant for-
eign income taxes on the payment may not be used to reduce
the U.S. wage withholding tax because foreign tax credits that
are reflected on the employee’s Form W-4 may not be used to
reduce the U.S. withholding. If the payment is subject to for-
eign wage withholding tax, however, even at a very low rate, it
should be excluded from wages under §3401(a)(8)(A)(ii), and
thus it is likely that no U.S. wage withholding tax would be im-
posed on the payment. In certain foreign countries where the
payment is taxable, however, either the payment may be ex-
cluded from the country’s wage withholding tax or there may
be no wage withholding tax imposed generally on employees.
Therefore, if the employee is required to make current estimat-
ed tax payments to the foreign country on the payment, cash
flow problems will occur (since Form W-4 cannot be used to
claim foreign tax credits that might reduce the U.S. withhold-
ing tax) until the employee files his or her U.S. return to claim a
refund of the withheld tax.”” If payment of the foreign tax can-
not be postponed, planning may be needed in order to subject
the payment to some kind of foreign withholding tax, or pos-
sibly to reduce the amount of the payment temporarily below
the $1 million threshold. In this regard, if the payment is not
subject to withholding tax under the foreign country’s general
income tax laws but if it is subject to the country’s social se-
curity tax or unemployment tax, that would often exempt the
payment from U.S. wage withholding tax under §3401(a)(8)(A)
(i1), even if the foreign withholding rate is low. See the dis-
cussion in VI.A.4.d., above. If the U.S. employer cannot avoid
U.S. withholding and if the employee cannot avoid a simulta-

Reg. §31.3402(g)-1(a)(2).

*The employee would typically claim a foreign tax credit for the foreign
income tax paid on the payment, probably on the accrued basis (if the individ-
ual employee has elected to use the accrual tax accounting method), and as a
result would be entitled to a refund of some or all of the U.S. wage withholding
tax. He or she would then use the refunded U.S. tax to pay the foreign tax on
the payment.
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neous requirement to make estimated tax payments to the for-
eign country, the U.S. employer might also consider advancing
funds to the employee to pay the foreign estimated tax, with the
loan to be repaid to the employer after the employee files his
or her U.S. tax return for the year and receives a refund of the
U.S. withholding tax.

Alternatively, part of the payment may be subject to the
foreign country’s general wage withholding tax on compensa-
tion, but part may not. In that case, only the portion that is
not subject to foreign wage withholding tax would be taken in-
to account for purposes of the $1 million rule. For example,
it is common for U.S. citizens working in some countries to
be paid salary for working in that country through a local sub-
sidiary that withholds the country’s wage withholding tax on
that salary, but for salary allocable to business trips outside the
country to be paid by a U.S. company without foreign wage
withholding tax. If a bonus of $1,200,000 is paid to a U.S. cit-
izen with two employment contracts of this nature and if the
payment is made one-half by each company (i.e., $600,000 by
the foreign subsidiary and subject to foreign wage withholding
tax and $600,000 by the U.S. parent company with no foreign
wage withholding tax), the $1 million threshold would not be
satisfied because only $600,000 of the total payment would be
wages for §3401(a) purposes.

5. Adjustment to Reflect Foreign Tax Credits

U.S. citizen employees working outside the United States
may furnish Form W-4 to their employer reflecting the amount
of foreign tax credit that they expect to claim as a reduction
of their personal income tax for the year, in accordance with
the provisions of §3402(m)(2). Worksheet 8 of IRS Publication
919 (rev. February 2011), How Do I Adjust My Tax Withhold-
ing?, shows how to convert foreign tax credits (and other cred-
its) into the correct number of withholding allowances on Form
W-4.

U.S. citizen employees working abroad need to complete
a Form W-4 showing expected foreign tax credits only where
their remuneration was not otherwise excluded under §911 or
subject to foreign wage withholding tax. For example, an em-
ployee who worked abroad for a period of less than 11 months
would not qualify for the §911 exclusion and also might not
be subject to mandatory wage withholding under foreign law.
Similarly, a highly paid employee working abroad might well
receive salary in excess of the §911 exclusion which might not
be subject to foreign wage withholding tax.

As noted immediately above, U.S. wage withholding tax
on payments of supplemental wages may not be reduced to re-
flect foreign tax credits reflected on Form W-4 if either the “op-
tional” or “mandatory” flat rate method applies.

6. Employee Who Expects No U.S. Tax Liability

Section 3402(n) provides for a wage withholding exemp-
tion if an employee certifies to the employer on Form W-4 that:

(1) he or she had no federal income tax liability in the pre-
ceding taxable year; and

(2) he or she expects that he or she will have no liability
for income tax in the current year.

Many U.S. citizens who have been working abroad for
more than one year would qualify for this exemption because
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of the combination of the §911 exclusion and the foreign tax
credit, particularly if they work in foreign countries where the
effective income tax rates are higher than in the United States.
This rule thus offers such employees a simple procedure for
handling U.S. wage withholding tax without having to make a
formal §911 statement and without making the numerical com-
putations that are required on Form W-4 with respect to antici-
pated foreign tax credits.

7. Business Days in the United States

To the extent that a U.S. citizen employee who normally
works abroad spends time working in the United States, either
due to business trips or due to a short-term change in the loca-
tion of remote work, none of the wage withholding exemptions
described in VI.A.1. through VI.A.5., above, are theoretical-
ly available. This is because the exclusions under §911, §931,
and §933 are only available with respect to foreign-source in-
come. In contrast, remuneration for services performed with-
in the United States (regardless of the identity of the employer
and the place of payment) is U.S.-source income. The foreign
wage withholding exemption is also not available, even if for-
eign law requires foreign wage withholding tax to be withheld
on the citizen’s business trips back to the United States, be-
cause §3401(a)(8)(A)(ii) requires that the employee’s services
be performed in a foreign country. Finally, the foreign tax cred-
it could not be utilized to reduce U.S. tax on salary allocable
to U.S. business days, because the foreign tax credit may only
reduce U.S. tax on foreign-source income.””

Even though remuneration for U.S. business days is in-
cludible in the U.S. citizen employee’s gross income, it is quite
possible that no actual personal tax liability will result. This is
because the income will qualify for reduction by the standard
deduction, personal exemptions, and deductions which may not
have to be allocated to foreign-source income.” If a U.S. citi-
zen employee’s remuneration for U.S. business days is expect-
ed to be fully offset in this way, he or she would be exempt
from wage withholding. However, if the employer anticipated
that the employee would visit the United States and perform
business services, it would technically be required to withhold
on the allocable portion of total remuneration unless the em-
ployee furnished it with a Form W-4 which claimed exception
from withholding tax under §3402(n) (discussed in VIL.A.6.,
immediately above), if such a claim were proper.

Under Reg. §1.861-4(b)(2)(ii)(B), a U.S. citizen working
full-time outside the United States is required to source certain
specified fringe benefits on a geographical basis (e.g., at the
employee’s principal place of work), rather than allocating
any portion of them to U.S. business trips. This rule applies
to housing, education, local transportation, tax reimbursement,
hazardous or hardship duty pay and moving expense reim-
bursement fringe benefits, as defined in Reg. §1.861-4(b)(2)
(i1)(D)(1) through (6), which also contains the individual geo-
graphical sourcing rule for each category of fringe benefit. The

208 ¢
§904(a).
% See Personal Exemption Tables and Standard Deduction Tables by Year
in Federal Tax Tables, Charts & Lists for personal exemption amounts and
standard deduction amounts, respectively, in recent years. Several tax deduc-

tions previously available to individuals were suspended for taxable years 2018
through 2025. Pub. L. No. 115-97, §11041-§11051.

09/01/2025 A -51


https://www.bloomberglaw.com/product/tax/document/X5AJ3NKC000000
https://www.bloomberglaw.com/product/tax/toc_view_menu/2217

VI.A.8.

Detailed Analysis

taxpayer would be required to treat as U.S.-source income any
portion of any other taxable fringe benefits allocable on a time
basis to U.S. business trips.”'” Any portion of taxable fringe
benefits sourced to the United States would be subject to U.S.
wage withholding.

If the U.S. citizen qualifies for an exemption from wage
withholding tax on salary allocable to his or her foreign work-
days during the particular pay period and if his or her U.S.
workdays are less than half of the total workdays in the pay
period, an exemption from wage withholding may be available
under the “included/excluded” rule of §3402(e), discussed in
II.C.6., above.

Under many U.S. income tax treaties, the United States
has agreed to re-source U.S.-source compensation realized by
a U.S. citizen or resident who is resident in the treaty country
so that it is sourced in the treaty country for foreign tax credit
purposes, provided that the U.S.-source compensation is sub-
ject to income tax under the laws of the treaty country. In TAM
7907010, the taxpayer was a U.S. citizen who was resident in
Belgium for Belgian income tax purposes made business trips
to the United States. The taxpayer’s U.S.-source compensa-
tion was subject to Belgian income tax under Belgian law. The
IRS ruled under Article 23(2) of the U.S.-Belgium Income Tax
Treaty that the compensation allocable to U.S. business trips
was reclassified as Belgian-source income for U.S. foreign tax
credit purposes, even though it clearly remained subject to U.S.
income tax. Similarly, in Rev. Rul. 79-206, the IRS ruled that
compensation received by a U.S. citizen residing in Japan for
personal services performed in the United States as a flight
crew member on international flights for a Japanese airline was
treated as Japanese-source income for U.S. foreign tax credit
limitation purposes, on the basis of the re-sourcing rules of Ar-
ticle 6(6) of the former U.S.-Japan Income Tax Treaty.”"'

Comment: Historically, such re-sourcing rules were often
advantageous to U.S. citizens or residents who were resident in
a high-tax country such that they had excess foreign tax cred-
its arising with respect to salary allocable to work outside the
United States. A taxpayer’s ability to credit such foreign tax-
es, however, may be limited by the more restrictive foreign tax
credit rules published in 2022.*"

8. Withholding if No Exemption Applies

a. General

To the extent that a U.S. citizen receives remuneration for
services for working outside the United States and an exemp-
tion from U.S. wage withholding is not available under any of
the rules discussed above, the employer is technically required
to withhold U.S. tax from the employee’s remuneration. This is
the case even if the employer is not a U.S. person, and even if it
is a foreign person with no U.S. owners. Further, the employee
might be subject to foreign income tax on his or her remuner-
ation, but only on a self-assessed (estimated tax) basis with no
wage withholding obligation imposed on the employer under
foreign law. Although the employee might provide Form W-4

7'Reg. §1.861-4(b)(2)(ii)(A).

*'Rev. Rul. 79-206, amplifying Rev. Rul. 79-28.

2 See TD 9959, published in the Federal Register (87 FR 276) on January
4,2022.
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to the employer in order to reduce the amount of U.S. wage
withholding tax so as to reflect the employee’s foreign tax cred-
its, the employee’s foreign tax credits may not completely elim-
inate his or her U.S. tax, and thus there would be residual U.S.
wage withholding liability on the part of the employer with re-
spect to at least some of the employee’s remuneration.

b. U.S. Employer

If the employer is a U.S. company and if no withholding
exemption is available with respect to the U.S. citizen employ-
ee working outside the United States, it is likely that the em-
ployer will have a U.S. payroll system. Thus, the employer will
treat the employee’s remuneration in the same manner as if the
employee were based in the United States and made no busi-
ness trips abroad.

c. Foreign Employer with Part or Full U.S. Ownership

If the employer is incorporated under the laws of a foreign
country and is wholly owned by a U.S. parent company and if
none of the wage withholding exceptions is available with re-
spect to the U.S. citizen employee working abroad, the foreign
employer is required to withhold from the employee’s remuner-
ation in the same manner as if the employer were a U.S. com-
pany. It is important to note that the fact that the employer is
wholly owned by a U.S. company is not relevant for this pur-
pose — the wage withholding rules of §3401 have a “global”
scope, and there is no exception that is available based on the
facts of the particular individual’s employment.

This particular situation often arises when a U.S. citizen
works for the foreign subsidiary of a U.S. parent company in
a low-tax jurisdiction. The employee’s service might be pro-
vided in the same country where the foreign employer is incor-
porated, or possibly in a third country where the employee’s
salary might be exempt from income tax for one of several rea-
sons. Structuring the individual’s employment through a for-
eign subsidiary might be done for corporate tax reasons, or pos-
sibly to exempt the employee’s salary from U.S. social securi-
ty tax (provided that no “FICA election” has been made under
§3121(1)).2"

As mentioned earlier, the foreign employer is required to
comply with the U.S. wage withholding rules (if no exemption
is available under §3401), regardless of whether the U.S. com-
pany owns a majority interest in the foreign employer, a 50%
interest, a very small interest, or no interest whatsoever.”"* (This
rule is in clear contrast with the U.S. social security tax rule,
which imposes the FICA tax on U.S. citizens working outside
the United States for a foreign entity only if the foreign enti-
ty is at least 10% owned by an “American employer” (as spe-
cially defined),”"” and if the U.S. person who owns an equity
interest in the foreign employer affirmatively elects FICA cov-

3 See 6830 T.M., International Aspects of U.S. Social Security Taxes and
Unemployment Taxes.

24 See Reg. §31.3401(a)-1(b)(7), defining “wages” to include remunera-
tion for services performed by a U.S. citizen or resident as an employee of a
nonresident alien individual, foreign partnership, or foreign corporation. In ac-
cordance with §3402(a)(1), all employers making payment of wages are subject
to the requirement of withholding.

5 See §3121(h).
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erage for those U.S. citizens under §3121(1).)"° If a U.S. com-
pany that has an ownership interest in the foreign employer as-
sists the foreign company in disbursing salary to its employees,
the U.S. company could be considered to be the “employer” for
wage withholding purposes under §3401(d)(1) or §3401(d)(2),
discussed above.

d. Foreign Employer with No U.S. Contacts

Even if the U.S. citizen’s employer is a foreign company
that is entirely owned by foreign persons, the same U.S. wage
withholding obligations apply to the employer. If the employer
happens to be engaged in a U.S. trade or business through a
U.S. branch office that has a U.S. payroll system, it may be
possible to include the U.S. citizen working abroad in that pay-
roll system, even though his or her employment may have no
connection with the operations of the U.S. branch office. How-
ever, if the foreign employer is not engaged in a U.S. trade or
business, it is still technically required to withhold U.S. wage
withholding tax from the U.S. citizen’s remuneration if no ex-
emption is available under §3401.

As if to stress this point, Reg. §31.3401(a)-1(b)(7) states
expressly that the term “wages” includes remuneration for ser-
vices performed by a “citizen or resident” as an employee of
a foreign person “whether or not such [foreign person] is en-
gaged in trade or business within the United States.” The reg-
ulation continues by referring to the “disbursing agent” rule
in Reg. §31.3401(d)-1(e) and §31.3401(d)-1(f), which provides
that any person who has legal control over the payment of
wages or who pays wages on behalf of the actual employer is
himself or herself also considered to be the employer for pur-
poses of wage withholding tax liability. This rule is clearly de-
signed to give the IRS jurisdiction to collect wage withholding
tax in situations where the actual employer may have no busi-
ness presence or assets in the United States, but where remu-
neration which is subject to U.S. wage withholding tax is dis-
bursed by a payroll agent who is subject to IRS collecting ju-
risdiction.

Notwithstanding the long-arm reach of the withholding tax
rules, one has to question the feasibility of any IRS attempts
to collect wage withholding tax from foreign employers which
are not controlled by U.S. shareholders and which have no op-
erations, assets, or disbursing agents in the United States. To
the extent that a U.S. citizen employee of such an employer has
substantive U.S. tax liability, however, he or she should obvi-
ously make timely payments of such tax to the IRS, on an esti-
mated tax basis if required under the law.

9. Wage Withholding by U.S. Disbursing Agent

Although a foreign employer that is controlled by foreign
owners and that has no U.S. assets or business presence may
not be subject to U.S. wage withholding tax in practice (as dis-
cussed in VI.A.8.d., above), the IRS might very well attempt to

H%For purposes of FICA withholding, “employment” does not include
services performed outside the United States for a non-U.S. employer. See
§3121(b). See also CCA 202327014, primarily addressing the taxation of Re-
stricted Stock Units (RSUs), where personal services performed outside the
United States for a non-U.S. employer did not qualify as “employment” as de-
fined in §3121(b), and therefore were not subject to FICA withholding. For
more information on FICA taxes, see 6830 T.M., International Aspects of U.S.
Social Security Taxes and Unemployment Taxes.
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collect wage withholding tax from foreign employers that are
partially or fully controlled by U.S. shareholders (see VI.A.8.b.
and VI.A.8.c., above). An obvious situation in which the IRS
might attempt to enforce the literal language of the withholding
rules would be where a related U.S. company maintained the
payroll system on behalf of the foreign employer.

For example, assume that a U.S. construction company
forms a Bermuda subsidiary to perform a construction contract
in the Middle East. United States citizen employees are second-
ed to the Bermuda company to render services on behalf of the
Bermuda company in completing the contract. Because of the
short-term duration of the contract, the employees do not qual-
ify for the §911 exclusion, and because there is no personal in-
come tax law in the country where they work, no foreign wage
withholding tax is imposed on their remuneration and no for-
eign tax credits are anticipated that will reduce the employees’
U.S. personal income tax liability. Under the literal language
of §3401(a), the remuneration paid by the Bermuda company is
“wages” subject to U.S. wage withholding tax because it does
not qualify for any of the exemptions in §3401 or §3402.

If the Bermuda company maintains its own payroll outside
the United States either in Bermuda or in the Middle East, it
is possible that the IRS might attempt to enforce the compa-
ny’s U.S. wage withholding tax obligations. In many situations,
however, the payroll system for the Bermuda company will be
maintained by the Bermuda company’s U.S. parent company,
or by a related U.S. company in the parent’s consolidated U.S.
tax group. If this occurs, the U.S. company could fall within the
“disbursing agent” rule of Reg. §31.3401(d)-1(e) and (f), and
could thus be treated as the “employer.” As such, the U.S. com-
pany would be subject to the U.S. wage withholding tax jointly
with the Bermuda company.

10. Estimated Tax Liability

A U.S. citizen employee working abroad may be required
to make estimated tax payments in the event that U.S. wage
withholding tax (if any) on his or her remuneration is insuffi-
cient to cover his or her personal tax liability for the year. This
could occur in the following situations:

* The employer is required to withhold U.S. wage with-
holding tax, but fails to do so, or fails to withhold the
amount required under the U.S. rules. Presumably, this
would frequently happen in the case of a foreign-con-
trolled foreign employer with no U.S. business presence.
Underwithholding might also occur in the case of a U.S.
employer for a number of reasons.

* The employer is exempt from U.S. wage withholding un-
der §3401(a)(8)(A)(ii) because the remuneration is subject
to foreign wage withholding tax, but the foreign tax is im-
posed at a very low rate.

* Events which the employees expected to occur during the
year might not occur. For example, the employee may fail
to qualify for the §911 exclusion, or the employee’s allow-
able foreign tax credits may turn out to be less than antici-
pated.

As soon as a U.S. citizen employee working abroad ex-
pects that he or she may have a federal income tax liability for
the year that may not be fully covered by wage withholding tax,
the relevant rules on imposition of the §6654 penalty for un-
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derpayment of estimated tax should be considered. If the em-
ployee believes that the §6654 penalty might be imposed, he
or she should make the necessary estimated tax payments, or
else request the employer on Form W-4 to withhold additional
amounts under §3402(i).

11. Practical Implications

Because U.S. citizens working abroad often have little or
no substantive U.S. tax liability on their compensation, a U.S.
employer that transfers or permits U.S. citizens to work abroad
may be tempted to stop U.S. withholding when the foreign as-
signment begins. The principal reason for non-compliance with
the literal requirements of the law is that it can be quite expen-
sive for an employer to observe all the complexities of the wage
withholding rules on U.S. citizens abroad, in view of the often
very small amount of net U.S. tax that must be withheld. If the
employee anticipates that he or she will have some U.S. tax li-
ability on his or her salary — because of U.S. business trips,
or insufficient foreign tax credits — the employer should assist
the employee in calculating the amount of his or her expected
U.S. tax for the year and in calculating the necessary estimated
tax payments. Even if the employee makes estimated tax pay-
ments in order to satisfy any shortfall in U.S. wage withhold-
ing tax, there would nevertheless remain the possibility that the
employer could be assessed for interest and penalties.

Although in practice many employers do not attempt to
match a particular U.S. citizen’s facts with the various exemp-
tions under the wage withholding rules, an employer who sim-
ply stops withholding on a foreign-based U.S. citizen employee
should always be cautioned that if the IRS undertakes a payroll
audit of the employer or a review of the foreign-based U.S. cit-
izens’ Forms W-4 and uncovers significant amounts of appar-
ent underwithholding, it could require the employer to withhold
on those employees in full with as little as one withholding al-
lowance.””

12. Employees of Foreign Governments and
International Organizations

Section 3401(a)(5) provides for a wage withholding ex-
emption in the case of all citizens and residents employed by a
foreign government or international organization. As discussed
above in V.B.3.b., whether a similar exemption would be avail-
able to employees of a foreign corporation that is wholly owned
by a foreign government probably depends on the nature of the
corporation’s activities.

B. Resident Aliens

Like U.S. citizens, resident aliens are subject to U.S. in-
come tax on their worldwide income. Although the territorial
rule described in V.A., above, for nonresident aliens generally
does not apply, certain variations of the territorial rule do apply.

1. Determining Alien’s Status as a Resident

As discussed in I.C.2., above, the rules under §7701(b) that
determine whether an individual is a resident alien or a nonres-
ident alien can be quite complex, and in many cases an indi-
vidual’s status for the year will not be known until the end of

*"Reg. §31.3402(H)(2)-1(g).
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the year, or often until sometime during the following calendar
year. In the case of an employee working substantially full-time
outside the United States, however, it is often easier to ascertain
the individual’s status at a particular moment. If the individual
is a non-immigrant alien under the U.S. immigration laws, the
individual will usually be classified as a nonresident alien, be-
cause he or she will be unlikely to spend enough days in the
United States each year to be classified as a resident alien under
the “substantial presence” test of §7701(b)(3). If he or she has a
“green card” (permanent residence immigration visa), howev-
er, he or she will usually be classified as a resident alien unless
the “tie-breaker” provisions of an income tax treaty make him
or her resident in the foreign country where he or she resides.

2. No Special Section 3401(a) Exception

The definition of “wages” in §3401(a) contains no special
exceptions for resident aliens working outside the United
States. As discussed in V.A., above, §3401(a)(6) and the reg-
ulations thereunder exempt nonresident alien employees from
withholding on remuneration for work done outside the United
States, and as discussed in VI.A., above, §3401(a)(8) contains
withholding exemptions for U.S. citizens who expect to qualify
for exclusion under §911, §931, or §933, or whose remunera-
tion is subject to wage withholding under foreign law. In con-
trast, resident aliens whose remuneration is expected to be ex-
cluded under §911, §931, or §933, or which is subject to for-
eign wage withholding tax, are technically subject to U.S. wage
withholding tax. This gap in the statute is presumably a legisla-
tive oversight, and one may question the wisdom of enforce-
ment of the literal language of §3401(a) so as to require wage
withholding on resident aliens, at least where the remuneration
is expected to be excluded from gross income in the hands of
the employee. In Rev. Rul. 92-106,"® however, the IRS ruled
that no exemption from wage withholding is available to a U.S.
resident alien for the amount received by the taxpayer for ser-
vices performed abroad that is excludible under §911. Further,
after publication of Rev. Rul. 92-106, the IRS revised Form
673 so as to delete any reference to the fact that resident aliens
could use the form as well as U.S. citizens.

If the resident alien is a citizen of a country which has an
income tax treaty with the United States containing an appro-
priate “non-discrimination clause,” then it seems likely that the
§3401(a) wage withholding exemptions available to a U.S. cit-
izen should also be available to the resident alien.””” This con-
clusion is not absolutely certain, however, because the §3402
wage withholding tax is technically imposed on the employer
and not on the employee, although it is withheld by the em-
ployer from the employee’s wages. If the resident alien is not
a resident of a treaty partner, however, any wage withholding

*®The IRS reaffirmed this conclusion in CCA 200814010.

" See Rev. Rul. 91-58, listing those treaties that effectively allow a citizen
from those countries to claim the “bona fide foreign residence” exclusion in
addition to the “physical presence” test exclusion that is otherwise allowed to
both U.S. citizens and resident aliens under the Code. Rev. Rul. 91-58 is based
on a prior ruling, Rev. Rul. 72-330, amplified by Rev. Rul. 72-598, which
listed those tax treaties that allowed citizens from those countries to claim the
§911 “physical presence” exclusion available to U.S. citizens. At that time, the
“physical presence” exclusion was available only to U.S. citizens and not to
resident aliens, as at present.
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exemptions available to him or her must be sought in §3401(a)
itself.

3. Remuneration Excluded from Employee’s Gross
Income

Precedent for ignoring the literal language of §3401(a),
which imposes wage withholding on a resident alien’s remu-
neration even though it will be excluded from his or her gross
income under §911, can be found in the IRS regulations and
rulings which expand the §3401(a) exceptions to include items
which will be excluded from the employee’s gross income
but which are not specifically excepted from the definition of
“wages” in §3401(a) itself. As discussed in II.B.2., above, the
regulations under §3401(a) exempt from wage withholding em-
ployer contributions to group health plans (excluded from the
employee’s gross income under §106) and meals and lodging
that are excludible from the employee’s gross income under
§119, even though §3401(a) itself does not provide for a wage
withholding exception in the case of such items.

To the extent that a resident alien employee’s remunera-
tion is expected to be excluded from gross income under §911,
it is reasonable for the employer to claim a U.S. wage with-
holding exemption for such employees, provided that the pro-
cedures applicable to U.S. citizens are followed. Thus, if the
employer wishes to exempt withholding on remuneration that
is expected to be excluded under the 330-day “physical pres-
ence” test of §911(d)(1)(B), the rules in the applicable regula-
tions should be followed.”™ A similar argument can be made
to exempt U.S. wage withholding on remuneration paid to in-
dividuals resident in Puerto Rico or the other U.S. possessions
who expect to exclude their remuneration from U.S. gross in-
come under §931 or §933, and under the other rules that apply
to individuals resident in the U.S. possessions.

4. Remuneration Subject to Foreign Wage Withholding
Tax

It is more difficult to argue that the §3401(a)(8)(A)(ii) ex-
emption (for remuneration subject to foreign wage withholding
tax) may be claimed by an employer with respect to a resident
alien employee. As explained in VI.A 4., above, the exemption
is available in the case of a U.S. citizen employee even if the
rate of foreign wage withholding is extremely low, and even if
as a result the employee may have to make estimated tax pay-
ments in order to make up the difference between his or her ex-
pected foreign tax credits and his or her U.S. tax on the foreign
income.

A conservative view would be that an employer should not
claim the §3401(a)(8)(A)(ii) exemption with respect to a resi-
dent alien employee, since it is more difficult to analogize this
exemption to the withholding exemption for income that will
clearly be excluded from the resident alien’s gross income. Be-
cause the foreign tax that is withheld by the employer will usu-
ally be claimed as a foreign tax credit by the resident alien em-
ployee, however, the employee presumably can claim a reduc-
tion in the amount of his or her U.S. wage withholding tax by
furnishing a Form W-4 to the employer which reflects his or
her anticipated foreign tax credits. As a result, in most cases

""Reg. §31.3401(a)(8)(A)-1(a), discussed in VL.A.1., above.
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there should be little or no adverse cash flow problem to the
employee because of continued withholding on remuneration
which is subject to foreign wage withholding tax.

If a portion of the resident alien employee’s remuneration
is eligible for the §911 exclusion, however, that portion of his
or her remuneration should probably be exempted from with-
holding entirely, as discussed above. Any excess remuneration
that is not excluded under §911 would then be subject to U.S.
wage withholding tax, without exemption from U.S. withhold-
ing because of the foreign wage withholding rule in §3401(a)
(8)(A)(ii), but with a reduction in U.S. wage withholding to the
extent that Form W-4 shows a reduction in substantive tax lia-
bility to reflect foreign tax credits.

5. Form W-4 May Be Used to Reduce U.S.
Withholding

A resident alien may furnish Form W-4 to the employer
so as to reduce his or her U.S. wage withholding tax to reflect
anticipated deductions and credits, such as the foreign tax cred-
it. This rule is to be contrasted with that in §3402(f)(6), dis-
cussed in V.C.1., above, which permits most nonresident aliens
to claim only one withholding exemption.

If a resident alien expects no federal income tax liability
for the current year and had no liability for the preceding year,
he or she may also claim full exemption from U.S. withholding
tax under §3402(n), discussed in VI.A.6., above, by claiming
full exemption from withholding on Form W-4. An employee
working abroad might have no U.S. tax liability as the result of
one or more factors, including the §911 exclusion, foreign tax
credits, and allowable deductions and other credits.

Form W-4 does not provide for a reduction in withholding
to reflect anticipated exclusions from gross income, but only
anticipated deductions and credits. Exclusions may be reflected
on Form W-4 only if a complete exemption from withholding
is claimed under §3402(n), as discussed above. The fact that
Form W-4 technically cannot be used by a resident alien to re-
duce his or her withholding tax to reflect an expected §911 ex-
clusion is another argument in favor of the practical approach
exempting such remuneration from withholding.

6. Employees Classified as Residents of a Treaty
Country

An unusual withholding tax question may be posed if an
employee who is classified as a resident alien under the Code
is also classified under an income tax treaty as a resident of the
foreign country where he or she lives. This can occur under the
“tie-breaker” rule of a number of treaties. For example, under
most U.S. income tax treaties,”*" an individual who is classified
as a resident of both countries under their respective tax laws is
classified for treaty purposes as a resident of the country where
he or she maintains his or her “permanent home.” Typically,
a resident of the treaty partner may not be taxed by the Unit-
ed States on remuneration received as an employee unless it
is received for work done within the United States.”” In light
of these treaty provisions, remuneration which is includible in
the gross income of a resident alien under the Code but which

2lGee, e. g., Article 4(3) of the U.S. Model Income Tax Convention.
2 See, e.g., Article 14 of the U.S. Model Income Tax Convention.
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is excludible under a tax treaty is excluded from the individ-
ual’s gross income. A resident alien classified as a resident of a
tax treaty country under the treaty rules would thus be exempt
from U.S. substantive liability in most cases on remuneration
for work done as an employee outside the United States.

This situation can arise in one of two ways. First, the indi-
vidual may hold a U.S. permanent residence visa (“‘green card”)
and be classified as a resident alien under §7701(b)(1)(A)(i).
Second, he or she may be classified as a resident alien under the
“substantial presence” test of §7701(b)(1)(A)(ii) and §7701(b)
(3).223

If a resident alien is treated as a resident of a treaty country
and claims that status, the §7701(b) regulations provide that he
or she is required to file his or her U.S. tax return for all pur-
poses as a nonresident alien.”” In this case he or she would fall
under the §3401(a)(6) regulations, and would be exempt from
wage withholding on all salary for work done outside the Unit-
ed States.

A more complex issue for a treaty tie-breaker alien who
holds a green card is whether claiming residence in the treaty
country and filing his or her U.S. return as a nonresident alien
(in accordance with the §7701(b) regulations) might affect the
continued holding of his or her green card.”” For this reason
cautious green card holders living in qualifying tax treaty coun-
tries often continue to file their U.S. tax returns as resident
aliens rather than as nonresident aliens.

7. Business Trips Back to the United States

A resident alien employee working abroad is subject to
the same rules as U.S. citizen employees regarding business
trips back to, or temporary working arrangements in, the United
States, discussed in VI.A.7., above. Thus, the §911 exclusion
is not available with respect to the allocable U.S. portion of
his or her remuneration (subject to the special U.S. sourcing
rules with respect to employer-provided fringe benefits), nor
may foreign credits reduce the U.S. tax on such portion.

As discussed in V.B.6., above, an individual who is classi-
fied as a nonresident alien who is also resident in a country hav-
ing an income tax treaty with the United States, is often exempt
from U.S. income tax on salary allocable to business trips made
to, or temporary working arrangements in, the United States.
Thus, if an individual who is a resident alien under the Code
is reclassified under a treaty as a nonresident alien who is res-
ident in the treaty country, salary allocable to U.S. workdays
could be exempt from U.S. tax, and thus exempt from U.S.
wage withholding tax.

8. Foreign Employer with No U.S. Contacts

As discussed in VI.A.8.c. and VI.A.8.d., the language of
§3401(a) can impose wage withholding requirements on for-
eign employers with no U.S. owners and no U.S. assets. Reg.
§31.3401(a)-1(b)(7) reinforces this point by stating that a for-
eign employer of a citizen or a resident alien employee is sub-
ject to U.S. wage withholding tax even if the employer is not

23 See the discussion in 6400 T.M, U.S. Income Taxation of Nonresident
Alien Individuals.

*Reg. §301.7701(b)-7. The individual is required to attach IRS Form
8833, or an equivalent statement.

*Reg. §301.7701(b)-7(b) specifically warns about this issue.
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engaged in business within the United States. Accordingly, the
problems discussed above would arise with respect to resident
aliens working abroad as well as for U.S. citizens abroad.

9. Employees of Foreign Governments and
International Organizations

As discussed in VILA.12., above, a resident alien employed
by a foreign government or international organization may be
exempt from wage withholding tax.

C. IRS Reporting Even if No Wage Withholding

As discussed in ILI., above, an employer may be required
to furnish Form W-2 to an employee at year-end even if re-
muneration paid to the employee is exempt from wage with-
holding tax. Quarterly filing of Form 941 may also be required,
even though during certain calendar quarters no U.S. federal
employment taxes need to be withheld and/or deposited. See
the further discussion in XIII., below.

D. Identifying Employees Who Are U.S. Citizens or
Resident Aliens

The U.S. wage withholding rules clearly require that an
employer (whether U.S. or foreign) withhold U.S. income tax
from the remuneration of every U.S. citizen and resident alien
employee if none of the exceptions in the Code or the regula-
tions is available. The question thus arises as to how the em-
ployer can know which of its employees working outside the
United States is a U.S. citizen or resident alien. In those situ-
ations where the employee has been sent or permitted to work
abroad from the United States, the employer will often have
information about the employee’s status based on the employ-
ee’s prior work experience. In particular, if the employee is sent
from the United States to work in a foreign country having a so-
cial security totalization agreement with the United States and
if steps are taken to keep the employee in the U.S. social securi-
ty system, with rare exceptions this can only be done if the em-
ployee is either a U.S. citizen or a resident alien who will retain
resident alien status while working abroad (i.e., if the resident
alien is a U.S. immigrant holding a “green card”). On the other
hand, if the employee is hired locally or from elsewhere outside
the United States, it may be difficult for the employer to ascer-
tain whether the employee is a U.S. citizen or resident alien,
particularly if the employee is in fact a U.S. citizen or resident
alien but does not wish to disclose this fact to the employer.

There does not appear to be any guidance in the Code or
the regulations on this issue. If an employer believes that a par-
ticular employee is a nonresident alien but if the employee is
in fact a U.S. citizen or resident alien, there is apparently no
“safe haven” on which an employer can rely in order to protect
itself from a U.S. wage withholding tax assessment by the IRS
if it turns out that the employer is wrong. As a technical mat-
ter, this issue could probably not arise if the employee is in fact
a U.S. citizen but if the employee’s remuneration is subject to
foreign wage withholding, because in that situation the remu-
neration would be exempt from U.S. wage withholding under
the foreign-wage-withholding tax exception of §3401(a)(8)(A)
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(ii).”° As noted above, it is also possible that a de facto U.S.
wage withholding exemption is available for both U.S. citizen
and resident alien employees to the extent that various foreign
exclusions and foreign tax credits are available to an employee,
even if not specifically claimed by the employee in a document
that he or she gives to the employer.

Special problems may also arise where an individual who
is classified as a nonresident alien under the Code makes an
election under §6013(g) to be classified as a resident alien. Al-
though §6013(g)(1)(B) provides that the election is effective
for wage withholding tax purposes (as discussed in V.D.,
above), the employee might not inform the employer of this
status, or the election might not be made until after the end of
the taxable year. In the reverse situation, an individual who is
clearly a resident alien under the Code might make a “treaty tie-
breaker election” to be classified as a nonresident alien (as dis-
cussed in VL.B.6., above). Presumably in that situation the em-
ployee would be more likely to promptly inform the employ-
er of the election in order to be exempt from U.S. wage with-
holding tax, but again the election might not be made until the
employee files his or her U.S. tax return for the year, by which
time the wages for the taxable year will already have been paid
in full.

It is not clear how often the IRS actually conducts exten-
sive payroll tax audits of employers with foreign-based em-
ployees, or when it does, how likely it is that the IRS might ac-
tually learn about such individuals. This issue can nevertheless
result in substantial U.S. tax avoidance in the case of very high-
ly-compensated U.S. citizen or resident alien employees who
work in low-tax or no-tax foreign countries. Thus, if an em-
ployer wishes to protect itself from the risk of an IRS assess-
ment, it should ask the employee to certify his or her nonresi-
dent alien tax status with as much supporting documentation as
possible, even though that documentation still might not protect
the employer from a withholding tax assessment if it turns out
to be wrong. In this regard, the employer may consider adopt-
ing screening procedures that follow some or all of the U.S.
FATCA rules that are applied in order to determine the citizen-
ship and residence of individuals who maintain foreign broker-
age accounts.” In certain doubtful cases, the employer might
even choose to hold back funds from the employee’s remuner-
ation until the statute of limitations to assess wage withholding
tax on the employer has expired.”*

E. Employees of Foreign Disregarded Entities

As discussed in IL.J., above, since 2009 the Treasury regu-
lations have treated foreign disregarded entities as separate en-
tities for U.S. employment tax purposes, i.e., for social secu-

*Tf the employee wants the employer to believe that he or she is a nonres-
ident alien, the employee would not give a Form 673 to the employer in order
to claim the §911 exclusion, nor would the employee give the employer IRS
Form W-4 in order to claim withholding allowances based on foreign tax cred-
its, or in order to claim an exemption from withholding based on the likelihood
of no U.S. income tax for the year under §3402(n).

7§1471-§1474.

8 Unless the employee has a U.S. social security number and the employer
knows the number, it would probably not be possible for the employer to do
“protective” U.S. wage withholding, and then leave it to the employee to file a
claim for refund at the end of the year on the basis of his or her asserted non-
resident alien tax status.
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rity tax (FICA), federal unemployment tax (FUTA), and wage
withholding under §3401. It has become increasingly common
for U.S. parent companies owning foreign disregarded entities
to utilize those entities for FICA planning purposes, because
unless the U.S. parent makes a §3121(1) election to cover U.S.
employees working for the disregarded entity for FICA purpos-
es, substantial savings can often be achieved in the form of both
employer and employee FICA

If a U.S. citizen or resident alien works outside the United
States as the employee of a foreign disregarded entity, the U.S.
wage withholding obligations (if any) are imposed on the dis-
regarded entity itself, and not on its U.S. parent company. Be-
cause the business results of the disregarded entity would be
consolidated with the U.S. owner’s results for U.S. corporate
income tax purposes, the disregarded entity would usually have
no reluctance to comply in full with the U.S. wage withhold-
ing requirements — in contrast with a foreign-owned foreign
employer that may be concerned that complying with the U.S.
wage withholding rules could expose it to U.S. corporate in-
come taxation.”

F. “Common Law Employees” of a U.S. Corporation

If a U.S. citizen or resident alien employee is sent or is per-
mitted to work outside the United States by a U.S. corporation
but cannot be kept on the payroll of the sending U.S. compa-
ny (and cannot be placed onto the payroll of a foreign affili-
ate of a U.S. company), the question of how to maintain U.S.
social security (FICA) coverage for the individual often aris-
es.” Often it is possible to take the position that the individ-
ual remains a “common law employee” of the U.S. company
that sent or permitted the employee to work outside the Unit-
ed States, even though the U.S. company does not pay the in-
dividual’s salary and never has physical custody of the salary.
The common law employee argument is based on the fact that
the “sending” U.S. company arguably has direction and control
over the individual (rather than the foreign employer of record),
particularly the right to discharge the individual.” The applic-
able FICA regulation is contained in Reg. §31.3121(d)-1(c)(2).
For U.S. wage withholding purposes the same rule is contained
in Reg. §31.3401(c)-1(b). This argument is typically made by
the sending U.S. company, although in theory the IRS could
make the same argument in situations where the U.S. company
did not want to be considered the common law employer.

In the context of FICA, the U.S. sending company is liable
for both employer and employee FICA on behalf of the com-
mon law employee, even though the U.S. company does not
pay the salary and never has custody of the salary. Thus, the
U.S. company pays both the employer and employee portions
of FICA out of its own funds, although it may subsequently re-

* See the discussion of this issue in 6830 T.M, International Aspects of
U.S. Social Security and Unemployment Taxes. See also Thomas Bissell, Plan-
ning Opportunities under New Employment Tax Rules for Foreign Disregard-
ed Entities, 40 Tax Mgmt. Int’l J. 185 (Mar. 11, 2011).

>0 See V.G., above. See also VI.A.8.d. and VLB.8., above.

*!This situation typically arises where the individual is sent or permitted
to work for a foreign parent company, a foreign sister company of a common
foreign parent, or for a foreign-owned foreign company that has no economic
relationship with the sending U.S. company.

2 See the discussion of this issue in 6830 T.M, International Aspects of
U.S. Social Security and Unemployment Taxes.
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VI.G.

Detailed Analysis

quest reimbursement for these amounts from the foreign com-
pany and/or from the employee.

If a U.S. company is in fact the common law employer of a
U.S. citizen or resident alien who is working outside the United
States on the payroll of a foreign company, the question arises
whether the U.S. company would also be required to withhold
U.S. wage withholding tax on behalf of the same individual —
if none of the wage withholding exceptions discussed above is
available. Although the answer is not entirely clear, it appears
that the same company cannot be held liable for the wage with-
holding tax unless it has some involvement with the payment
of the individual’s salary. Thus, §3401(d)(1) provides an ex-
ception from the definition of the term “employer” for wage
withholding purposes “if the person for whom the person per-
forms or performed the services does not have control of the
payment of the wages for such services ... .” In that case, “the
person having control of the payment of such wages” is deemed
to be the employer, and thus is required to do the required wage
withholding. Thus, if the foreign company has exclusive con-
trol over the remuneration paid to the individual, presumably it
is the foreign company that must do the U.S. wage withholding
(assuming that no exception is available). If the foreign com-
pany did not comply with the U.S. rules, however, and if there
were payments made between the two companies that did not
specifically relate to the individual’s salary, the IRS might ar-
gue that the U.S. company had de facto control over funds that
were indirectly used to pay the individual’s salary.

G. Mandatory FICA Coverage for Foreign Entities Under
Section 3121(z)

In 2008, Congress became concerned about situations in
which U.S. contractors agreed to provide services to the U.S.
government in Iraq and Afghanistan, and then subcontracted
the work to foreign subsidiaries that were not covered by a FI-
CA election. In order to require those companies to provide FI-
CA coverage to U.S. citizen and resident alien employees of
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those foreign subsidiaries, Congress enacted §3121(z) as part of
the Heroes Earnings Assistance and Relief Tax (HEART) Act
of 2008, effective for services performed in calendar months
beginning after July 17, 20087

Under §3121(z), a foreign person that performs services
under contract with the U.S. government (or any instrumental-
ity thereof) and that is part of a domestically controlled group
of entities is treated as an “American employer” for FICA pur-
poses.™ Thus, services performed as an employee for such an
employer outside of the United States by a U.S. citizen or res-
ident alien in connection with such a contract is employment
that is subject to FICA tax, unless one of three exceptions ap-
plies.” As such, the foreign company is required to pay both
employer and employee FICA as if the individual were its own
employee, and in addition the U.S. parent company is “jointly
and severally liable” for the FICA taxes.”

Although §3121(z) clearly imposes the requirement to pay
FICA taxes on the U.S. parent company if the foreign company
fails to comply, it has no apparent effect for U.S. wage with-
holding purposes. Thus, the foreign company remains liable to
pay U.S. wage withholding tax on remuneration paid to U.S.
citizens and resident aliens if no exception applies, and if it fails
to do so, §3121(z) does not impose any liability on the U.S. par-
ent. If the U.S. parent has some involvement with the payment
of the remuneration, of course, the U.S. parent could be deemed
to be an employer who is subject to the wage withholding rules
under §3401(d)(1).

*Pub. L. No. 110-245, §302.

#483121(z)(1). See the discussion of this issue in 6830 T.M, International
Aspects of U.S. Social Security and Unemployment Taxes.

*>The three exceptions are that (1) the individual is covered by a so-called
FICA election that the U.S. parent has made under §3121(1), (2) the individual
is covered by a foreign country’s social security tax that is substantially equiva-
lent to FICA, or (3) the individual is exempt from FICA under a social security
totalization agreement between the United States and a foreign country.

20§3121(2)(3).
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VIl. Nonresident Aliens Working Outside the
United States as Employees

There are apparently no situations in which a nonresident
alien employee is subject to wage withholding tax on remuner-
ation for services performed outside the United States. As dis-
cussed in VI.D., above, however, the IRS rules contain no guid-
ance on how an employer can know whether an employee is a
U.S. citizen, resident alien, or nonresident alien. In practice, if
the employee has been hired locally within the foreign country
or elsewhere outside the United States and if the employer has
no reason to believe that the employee may be a U.S. citizen or
resident alien, and in particular if the employer does not have
a U.S. social security number for the employee, the employer
is unlikely to include the employee in its U.S. payroll system.
In contrast, if the employee worked for the employer within the
United States prior to the transfer, the employer may very well
include the employee in its U.S. payroll system. If the employ-
ee did not have a U.S. “green card” while working in the Unit-
ed States and instead held a non-immigrant visa, it is likely that
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the employee will become a nonresident under the U.S. “sub-
stantial presence” test either when the transfer takes place, or
within a period of months thereafter. Similarly, if the employ-
ee did hold a green card while working in the United States but
gave it up when he or she transferred abroad, the employee is
also likely to become a nonresident alien shortly thereafter. In
either case, however, the employee should notify the employer
promptly as soon as he or she believes that resident alien status
has terminated, in order to avoid the overwithholding of U.S.
tax that might otherwise occur.

As discussed in VI.D., above, even though an individual is
classified as a nonresident alien under the Code for a particular
taxable year, in some cases this status might not be determined
until after the end of the year, for example, if the individual is a
green card holder who takes a treaty tie-breaker tax return po-
sition as a nonresident alien but only when the return is filed
after the end of the year in which wages were paid by the em-
ployer and subject to U.S. wage withholding tax. In such a sit-
uation, however, if the treaty tie-breaker position is correct, the
employee would be entitled to a refund of the withheld taxes.
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VIII. Self-Employed U.S. Citizens and Resident
Aliens Working in the United States

A. General Rules

Because U.S. citizens and resident aliens are not subject to
§1441 withholding, there are no withholding or reporting oblig-
ations imposed on the payor of compensation for services to a
self-employed U.S. individual working in the United States un-
less the payor is engaged in a trade or business. If the payor is
so engaged and if the payment is connected with the payor’s
trade or business, then in most cases the payor will be required
to report the payment on IRS Form 1099-NEC under §6041
and/or §6041A, and thus the payment will be a “reportable pay-
ment” for backup withholding tax purposes under §3406. Ac-
cordingly, the payor must request Form W-9 from the payee,
and do backup withholding on the payment if the form is not
timely received.

As discussed further in IX., below, there is no safe harbor
for a payor who reasonably believes that the payee is a U.S. cit-
izen or a resident alien, but where the payee in fact turns out to
be a nonresident alien. This problem is compounded by the fact
that it may not be known on the payment date how the alien is
in fact classified: in many cases this classification determina-
tion will not be known until the end of the year or (if the in-
dividual is classified as a nonresident alien under the Code but
is permitted to elect resident alien status) possibly not until the
individual files his or her U.S. income tax return for the year.
If the payee is in fact a nonresident alien, withholding under
§1441 is generally required even if the payor is not engaged in
a trade or business. Based on the lack of IRS rulings and court
decisions on this issue, however, it is quite possible that this is-
sue rarely arises in practice.

As noted in III.A.5., above, the obligation on the part of
the payor to request Form W-9 from the payee is technically
imposed not only on payors that are U.S. persons, but also
on foreign persons. For example, if a foreign corporation pays
compensation for services to a U.S. citizen or resident alien for
work done in the United States, technically the payor in most
cases is required to obtain a timely Form W-9 from the pay-
ee and file Form 1099-NEC with the IRS at year-end. If Form
W-9 is not obtained, then the payor is required to do backup
withholding.

B. Resident Aliens from Certain Tax Treaty Countries

A number of income tax treaties exempt from U.S. income
tax certain categories of individuals who are classified as res-
ident aliens under the Code but who are classified as nonim-
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migrants under the U.S. immigration laws. The principal cat-
egories are teachers, students, researchers, and trainees.”’ Al-
though an individual in one of these categories usually would
not be classified as self-employed for U.S. tax purposes, any
compensation for services paid to such an individual would be
exempt from U.S. tax under the treaty. In that situation, the
payee would provide a timely IRS Form 8833 to the payor. It
does not appear that the payor would be required to file Form
1099-MISC with the IRS, because Prop. Reg. §1.6041A-1(a)
(1) provides that reporting is not required if the “service-recip-
ient [i.e., the payor] knows that such amounts are excludable
from the gross income of the person performing such services.”
Based on this regulation, the payment would not be a “re-
portable payment” under §3406 for backup withholding pur-
poses, nor would §1441 withholding be required because of the
payee’s resident alien status. Because the payee’s U.S. taxpay-
er identification number would appear on Form 8833, howev-
er, that form would operate in the same manner as would Form
W-9, if the rules of §3405 were to apply.™

Editor’s Note: The final regulations of §3405 have now
been issued in October of 2024.”

C. Foreign Governments and International Organizations

Remuneration paid to U.S. citizens and resident aliens
who work within the United States as self-employed consul-
tants to foreign governments or international organizations may
well be exempt from Form 1099-MISC reporting under inter-
national law, notwithstanding the absence of an exception in
the §6041(a) and §6041A regulations.” Thus, even though the
recipient may be taxable on such remuneration (for example, if
he or she is a U.S. citizen or resident alien), it is unlikely that
the IRS attempts to enforce the literal language of §6041(a) and
§6041A against such payors.

37 See the discussion in 6830 T.M., International Aspects of U.S. Social
Security and Unemployment Taxes.

¥ See §31.3405(e)-1 for questions and answers regarding applicability of
§3405 to various scenarios.

77§31.3405(e)- 1.

*0There are exceptions in Reg. §1.6041-3(p)(5) and §1.6041-3(p)(6) with
respect to payments made to foreign governments and international organiza-
tions, but the only exception for payments made by a foreign government or
international organization is in Reg. §1.6041-3(k), which exempts certain trav-
el allowances paid by international organizations. The implication is that other
types of remuneration for services paid by international organizations, such as
salary and self-employed service fees, are subject to §6041 reporting.
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IX. Self-Employed Nonresident Aliens Working in
the United States

A. Self-Employed Nonresident Aliens and U.S. Citizens
Compared

By far the most complex U.S. withholding and reporting
rules involving self-employed workers in a cross-border con-
text are the rules that apply to self-employed nonresident aliens
working in the United States.

As discussed in III., above, where a nonresident alien in-
dividual performs services in the United States as a self-em-
ployed independent contractor rather than as an employee, a
separate set of withholding rules is applied. Because the payee
is not an employee, the wage withholding rules of chapter 24 of
the Code do not apply. Instead, compensation for services re-
ceived by the payee is subject to withholding at the flat rate of
30% under §1441, because such fees are considered to be fixed
or determinable annual or periodical gains, profits, and income
(FDAP). As discussed further below, however, the rules gov-
erning substantive tax liability are more complex, because the
compensation is almost always taxed at graduated personal in-
come tax rates as effectively connected income under §871(b).
These rules are in contrast with the withholding and report-
ing rules that apply to self-employed U.S. citizens and resident
aliens working in the United States, who are instead subject to
the Form 1099-NEC reporting rules of §6041 and §6041A, and
potentially to the backup withholding rules of §3406.

This section discusses the withholding rules governing
payments made to self-employed nonresident aliens under
§1441. Additional observations concerning withholding on
compensation for services paid to foreign partnerships and for-
eign corporations are contained in IX.I., below. Further discus-
sion of the U.S. withholding rules is in 6560 T.M., Payments
Directed Outside the United States — Withholding and Report-

ing.
B. General Rules

1. U.S.-Source Income Only

Withholding at source under §1441 is intended to enforce
a nonresident alien’s substantive income tax liability for the
30% tax imposed under §871(a)(1) with respect to a number of
items of U.S.-source income. Section 1441(a) imposes a broad
withholding tax on the payors of U.S.-source income items de-
scribed in §1441(b). Thus, self-employment income which is
paid to a nonresident alien and which is classified as foreign-
source income is exempt from §1441 withholding.*' Based on
the source rules in §862(a)(3), this means that payments for
work done by a nonresident alien outside the United States are
exempt from withholding under §1441, and also exempt from
substantive liability under §871(a)(1). In addition, such income
can never be taxed at graduated rates as effectively connect-
ed income under §871(b), because §864(c)(4) does not include
foreign-source services income among the categories of for-
eign-source income that may be taxed as effectively connected
income.

' Reg. §1.1441-1(b)(4)(v), §1.1441-2(a).
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2. Withholding Even if Income Is Effectively
Connected

The 30% withholding requirement under §1441 covers not
only self-employment income but also certain kinds of “pas-
sive” income such as dividends, interest and royalties. Because
§1441 is intended to operate in tandem with the rules imposing
30% substantive liability under §871(a)(1), a limited exception
from the 30% withholding obligation under §1441 is available
if the item of income is effectively connected with the conduct
of a U.S. trade or business in the hands of the nonresident alien
recipient. However, the language of §1441(c)(1) that exempts
from 30% withholding items of income which are effectively
connected, contains an exception for income that is “compen-
sation for personal services.” Under §1441(c)(4), the extent to
which U.S.-source compensation for personal services may be
exempt from 30% withholding is to be determined by regula-
tions.

The regulations on this question draw a curious distinction
between self-employed nonresident alien individuals, on the
one hand, and foreign partnerships and foreign corporations
receiving U.S.-source compensation for services on the other.
The regulations state specifically that an exemption from 30%
withholding is available in the case of “income for services per-
formed by a foreign partnership or a foreign corporation” (oth-
er than a personal holding company) if the income is effective-
ly connected with a U.S. trade or business of the recipient, but
that the exemption from withholding “shall not apply to com-
pensation for personal services performed by an individual.”**
A case-by-case exception discussed in [X.D.5., below, may be
available if the individual applies to the IRS in advance for re-
lief.

The requirement that 30% tax be withheld by the payor
of self-employment income to a nonresident alien gives rise
to an obvious disparity between the withholding liability and
the recipient’s substantive liability. It is arguable that any item
of U.S.-source services income received by a foreign person,
whether a self-employed nonresident alien, a foreign partner-
ship, or a foreign corporation, by definition is effectively con-
nected with the conduct of a trade or business within the United
States, because by definition it cannot be U.S.-source income
subject to tax unless one or more individuals were physically
present in the United States to render the services. Indeed, the
IRS expressed its view in Rev. Rul. 78-234 that a foreign cor-
poration performing any services in the United States through
its employees is deemed to be engaged in a U.S. trade or busi-
ness. In addition, §864(b) provides that “the term ‘trade or busi-
ness within the United States’ includes the performance of per-
sonal services within the United States at any time within the
taxable year ... .”

Thus, it may be argued that, in any situation where a non-
resident alien is subject to 30% withholding at source on U.S.-
source self-employment compensation for services, the indi-
vidual’s substantive liability is not at the 30% rate on “pas-
sive” U.S.-source-income under §871(a)(1), but instead is at
the graduated rates applicable to effectively connected income

*?Reg. §1.1441-4(a)(1), §1.1441-4(b).
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IX.B.3.

Detailed Analysis

under §871(b).** Accordingly, a nonresident alien whose U.S.-
source self-employment income is subject to 30% withholding
tax at source would be required at the end of the year to report
such income on Form 1040NR and compute his or her tax on a
net basis (after claiming allowable deductions) at the applicable
graduated rates. If the taxpayer’s final liability is less than the
30% tax withheld at source, the taxpayer would be entitled to
a refund, but if the taxpayer’s final tax liability is greater, then
additional tax must be paid by the taxpayer either when the re-
turn is filed, or possibly in the form of estimated tax payments
prior to the filing of the return. For a discussion of withhold-
ing by domestic partnerships on payments to foreign partners
or partnerships, see 6680 T.M., Partners and Partnerships — In-
ternational Tax Aspects.

3. Identity of Payor and Place of Payment

As discussed above with respect to remuneration paid to
an employee, the wage withholding rules usually determine
withholding liability on the basis of the tax status of the em-
ployee and the place where the employee renders services. The
identity of the payor and the place where payment is made or
received are frequently not relevant. Thus, if a foreign corpora-
tion with no U.S. business presence or assets pays salary into a
foreign bank account for the benefit of an employee performing
services within the United States, the payment may neverthe-
less be subject to U.S. wage withholding tax.

A similar rule applies for U.S.-source remuneration for
services paid to a self-employed nonresident alien. Thus, the
liability of the payor to withhold under §1441 applies even
though the payor may be a foreign person with no business
presence or assets in the United States, and even though the
payment may be made into a foreign bank account maintained
by the payee. This rule raises obvious IRS enforcement prob-
lems, similar to the enforcement questions raised by the wage
withholding liability of a foreign employer whose employees
visit the United States on business trips. The person paying re-
muneration for services to a self-employed nonresident alien
would usually not have day-to-day control over the individual’s
activities or, in the case of services supplied remotely, even
over the individual’s actual location at the time the services are
performed. In such a situation, it is hard to see how the pay-
or would even know whether any portion of the fees was U.S.-
source income subject to §1441 withholding, and if so what
portion was so subject.

4. Payor’s Knowledge of the Section 1441 Withholding
Requirements

To be aware of the applicable §1441 withholding obliga-
tions, the person compensating a self-employed individual for
services must know (or have reason to know) two things:

(1) that the person receiving the compensation is a self-
employed nonresident alien individual; and

(2) that part or all of the services for which the compensa-
tion is paid were rendered by the nonresident alien within
the United States.

3 See discussion in I11.C., above.
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However, in many cases the payor will not know whether
the recipient is a nonresident alien or a resident alien for federal
income tax purposes. Because an employer would exercise the
degree of control over an employee that would usually provide
knowledge at least of the employee’s citizenship and/or im-
migration status, an employer would often have a fairly good
idea, if not definite knowledge, whether the employee should
be treated as a resident or as a nonresident alien for federal in-
come tax purposes. However, the client of a self-employed in-
dividual frequently would have no knowledge of these matters,
and little or no information sufficient to form a reasonable be-
lief about the recipient’s U.S. tax status.

The regulations impose a fairly rigid standard on the payor
in this situation. Reg. §1.1441-1(b)(1) provides that the payor
of U.S.-source income that is described in §1441 must withhold
30% tax from the payment “unless it can reliably associate the
payment with documentation upon which it can rely to treat the
payment as made to a payee that is a U.S. person or as made to
a beneficial owner that is a foreign person entitled to a reduced
rate of withholding.” In most cases the documentation that must
be relied upon is Form W-8BEN or Form 8233 if the payee is a
nonresident alien, or Form W-9 in the case of a U.S. citizen or
resident alien.

In the absence of such documentation, however, the reg-
ulations provide for some complicated presumptions. Reg.
§1.1441-1(b)(3)(iii) provides that “[a] payment that the with-
holding agent cannot reliably associate with documentation is
presumed to be made to a U.S. person ... .” As a result, backup
withholding must be done at the applicable rate under §3406.”*
However, if the payor has actual knowledge or “reason to
know” that the payee is a nonresident alien, then withholding
must be done under §1441 at the statutory 30% rate.*”

If the payment is made with respect to an “offshore oblig-
ation” (presumably in the form of a wire transfer to a foreign
bank account maintained by the payee),*’ then the payee is pre-
sumed to be a “foreign” person (i.e., a non-U.S. person) unless
the payor has “actual knowledge” that the payee is a U.S. per-
son (in this case, a U.S. citizen or resident alien). If the non-
resident alien presumption applies, then 30% withholding tax
is imposed under §1441, but if the payor has actual knowledge
that the payee is a U.S. citizen or resident alien, then backup
withholding is imposed under §3406.

4 Section 3406(a)(1) provides that in the case of any reportable payment
(which includes any payment required to be shown on a return required under
§6041 or §6041A among others), under certain circumstances, the payor must
deduct and withhold a tax equal to the product of the fourth lowest rate of tax
applicable under §1(c) and the payment. But see §1(j) (modifying the rate in
§1(c) for certain years).

*Reg. §1.1441-1(b)(3)(ix)(B). This rule applies so long as the 30% rate
under §1441 is higher than the current backup withholding rate under §3406.
If at some time in the future the backup withholding rate ever exceeds the 30%
withholding rate under §1441, then the presumption of U.S. status is conclu-
sive and cannot be rebutted by actual knowledge that the payee is a nonresident
alien. See Reg. §1.1441-1(b)(3)(x) Ex. 2, which is substantially similar to an
earlier version of that example that was published when the backup withhold-
ing rate was 31%, i.e., when it was higher than the 30% rate under §1441.

**Reg. §1.1441-1(b)(3)(iii)(D).
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IX.B.4.

Finally, Reg. §1.1441-1(b)(3)(iii)(E) contains an odd rule
which provides that payments for services are presumed to be
made to a nonresident alien if four tests are all met:

(1) the payee is an individual;

(2) the payor does not know, or have reason to know, that
the payee is a U.S. citizen or resident alien;

(3) the payor does not know, or have reason to know, that
the income is (or may be) effectively connected with the
conduct of a trade or business within the United States;
and

(4) all of the services were performed by the payee outside
the United States.

Accordingly, under the regulation, backup withholding is
not required under §3406 if a payment of entirely foreign-
source compensation for services is made to an individual and
the payor has neither actual knowledge, nor reason to know,
that the payee is a U.S. citizen or resident alien. The regulations
under §6041 and §6041A, discussed in X.B., below, appear to
confirm this interpretation.

Therefore, to summarize the rules that are applied under
§1441 with respect to U.S.-source compensation for services,
if a U.S. or foreign payor intends to make a payment to an in-
dividual for services that were partially or entirely performed
within the United States and if the individual is not the payor’s
employee (a fact that the payor should be able to ascertain), be-
fore making the payment the payor should request the payee to
provide documentation as to the payee’s U.S. tax status. If the
payee is a U.S. citizen or resident alien, the payee will give the
payor Form W-9, which will include the payee’s U.S. social se-
curity number and other information. If the payee is a nonres-
ident alien, the payee will instead give the payor either Form
W-8BEN or Form 8233, which should either include the pay-
ee’s ITIN (individual taxpayer identification number) or an in-
dication that it has been applied for.** If the payee does not give
the payor any documentation, then the various presumptions in
the §1441 regulations must be considered. As discussed above,
in general the payee will be presumed to be a U.S. person and
the payor will be required to withhold U.S. backup withholding
at the rate of 25%, unless the payor has actual knowledge or
“reason to know” that the payee is a nonresident alien, in which
case withholding will be at the 30% rate under §1441. Howev-
er, if the payment is made into a foreign account and the payor
does not have actual knowledge that the payee is a U.S. per-
son, in that situation the payor should withhold from the U.S.-
source portion of the payment at the §1441 rate of 30% on the
presumption that the payee is a nonresident alien. (If the pay-
or does have actual knowledge that the payee is a U.S. person,
then withholding would be at the current backup withholding
rate.)

Where the payor is a U.S. person engaged in a trade or
business, compliance with the rules described above should be
relatively straightforward because U.S. companies routinely re-
quest Form W-9, or equivalent information, from individuals
they compensate for services. Any person engaged in a trade
or business is required to provide Form 1099-NEC to self-em-
ployed individuals from whom it receives services and to im-

*7 See the instructions to Form W-8BEN.
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pose backup withholding at the applicable rate under §3406 if it
does not receive a proper Form W-9, as discussed in III., above.
If the payee provides the payor with Form W-8BEN instead of
Form W-9, then the payor would comply with the §1441 rules,
as discussed in this section.

Assuming that the payor knows about the requirement to
obtain documentation from the payee, the question arises as to
how the payor can know how much of the payment is for ser-
vices that were rendered within the United States (and thus sub-
ject to 30% withholding under §1441), and how much was not
(and thus exempt from §1441 and all other U.S. withholding
tax). The payor will often know or have reason to know, but in
many cases it will not. Although the law and the §1441 regula-
tions are silent on this question, it would appear that the payor
is at its peril if it assumes that the U.S.-source portion of the
fees is less than it actually is. To protect itself from possible
penalties, therefore, the payor should either withhold on the full
amount of the fees paid to the nonresident alien, or should re-
quest the payee to furnish a statement allocating the compen-
sation between U.S.- and foreign-source income. It should be
noted, however, that there is no express authority in the §1441
regulations authorizing a payor to request or to rely on such a
statement.

If a payor withholds an amount which, based on the actual
facts, turns out to be more than the correct amount of tax,
§1461 provides that the payor is “indemnified against the
claims and demands of any person” by reason of any overwith-
holding that may occur. Thus, if a payor wishes to be cautious
and withholds on the full amount of a payment that it may have
reason to believe is partially or fully exempt from withholding,
it is presumably protected against any claim from the payee for
the lost use of the withheld funds prior to the date the payee re-
covers the funds from the IRS as a tax refund.

If the payor is a non-U.S. person, such as a foreign corpo-
ration, it is much less likely to know about its potential liabili-
ty for §1441 withholding tax on the U.S.-source portion of the
compensation for services it pays to a self-employed nonresi-
dent alien. How well the IRS polices this area is not clear, but
enforcement is probably not any better in this area than in the
area of nonresident alien employees from non-treaty countries
who work briefly in the United States and who fail the §861(a)
(3) “de minimis” exception (discussed in V., above).

Finally, mention should be made of both U.S. and foreign
persons who are not engaged in a trade or business and who
make payments to self-employed individuals. This group in-
cludes homeowners who make payments to self-employed con-
tractors for home repairs and construction work, as well as pay-
ments made to self-employed professionals such as doctors, at-
torneys, and accountants where the services received by the
client are of a personal nature and not connected with a busi-
ness that the client operates. Because the payor is not engaged
in a trade or business, if the payee is a U.S. citizen or resident
alien, there is no obligation for the payor to provide Form
1099-NEC to the payee and to the IRS at year-end, and thus no
obligation to ask the payee to give the payor a Form W-9 that
includes the payee’s social security number (or other taxpayer
identification number). In this situation, therefore, it would be
unusual for the payor to ask the payee for any IRS documenta-
tion.
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Notwithstanding the fact that the payor of a non-business
service fee would usually not request any IRS documentation
from the payee, one could argue that the portions of the §1441
regulations discussed above apply in a non-business context as
well as in a business context. If they do apply and if the payor
does not request the payee for IRS documentation, the regula-
tions presume in the absence of such documentation that:

(1) the payee is a U.S. person, and accordingly no backup
withholding is required because of the payor’s non-busi-
ness status; and

(2) at the same time no withholding tax will be imposed on
the payor under §1441.

However, if the payor has “actual knowledge” or “reason
to know” that the payee is a nonresident alien rendering ser-
vices within the United States, then 30% withholding tax under
§1441 is imposed. If the facts are such that the payee is in fact
a nonresident alien, but if the payor has no actual knowledge
or reason to know of that status, then apparently the §1441 tax
that clearly applies under the law will not be imposed on the
payor (although the payee will still be subject to U.S. income
tax liability on the payment under §871). In any event, the IRS
probably does not enforce compliance with any of these rules
where the payor is not engaged in a trade or business, although
situations can be imagined where the payor should be advised
to carefully consider the applicable rules.”*

5. Return-on-Capital Income Versus Services Income

The §1441 regulations do not make a clear distinction be-
tween self-employment income of a nonresident alien that is
realized from the rendering of personal services, and self-em-
ployment income that is realized from invested capital. This
distinction does appear in a number of other parts of the Code,
including §401(c)(2), relating to self-employment retirement
plans; §911, exclusion from gross income of foreign-source
earned income; and §1402(a)(12), exempting certain kinds of
self-employment income from invested capital from the social
security self-employment tax.

In Rev. Rul. 70-543, the IRS ruled that where U.S.-source
self-employment income is realized entirely from invested cap-
ital, the nonresident alien receiving the income is entitled to
claim exemption from 30% withholding at source under §1441,
provided that he or she furnishes a statement to the payor of
the income certifying that the income is effectively connected
with a U.S. trade or business. In the facts of Example (3) of the
ruling, a nonresident alien owner of racehorses enters several
horses in U.S. horse races and pays for the cost of jockeys, en-

8 For example, a high-net-worth U.S. citizen might engage the services of
a nonresident alien attorney to assist him or her in complex issues involving
the individual’s holdings of real estate in a foreign country, as well as related
foreign estate planning. If the foreign attorney visits the United States for ex-
tensive meetings, the U.S. client’s payments for services would presumably be
subject to 30% withholding under §1441 if the payee is deemed to be a nonres-
ident alien, either because (1) the payment is made to him or her by wire trans-
fer into a foreign bank account (Reg. §1.1441-1(b)(3)(iii)(D)) or (2) payment is
made directly to the attorney, and, despite the presumption that the payee is a
U.S. person who is exempt from backup withholding, the payor has either ac-
tual knowledge, or “reason to know,” that the payee is a nonresident alien, and
thus the payor is liable for withholding tax at the 30% rate under §1441 because
that rate exceeds the zero rate that would apply if the payee were a U.S. person
(Reg. §1.1441-1(b)(3)(ix)(B)).
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trance fees, stable expenses, and other fees. The IRS ruled that
winnings received by the nonresident alien “are not compensa-
tion for personal services” within the meaning of §1441(c)(1),
and thus the individual is entitled to file the same “effectively
connected” statement (then IRS Form 4224) and claim an ex-
emption from withholding.

The ruling does not deal with other fact patterns in which
self-employment income might be allocable in part to services
rendered by the nonresident alien, and in part to capital invested
by the individual in his or her sole proprietorship. However,
the ruling does suggest that minimal services may be rendered
by the self-employed nonresident alien without exposing any of
his or her self-employment income to 30% withholding. Based
on the regulations under other parts of the Code, however, if
both personal services and capital are “material income produc-
ing factors,” a “reasonable allowance” as compensation for per-
sonal services rendered personally by the nonresident alien may
be made, but in no event more than 30% of total self-employ-
ment income.” These rules suggest that if capital is a materi-
al income-producing factor in the production of a nonresident
alien’s self-employment income, the portion of any compensa-
tion subject to 30% withholding should not exceed 30% of such
compensation. Since withholding is imposed on a gross basis,
this would mean that the maximum rate of withholding on the
U.S.-source portion of such compensation would be 9% (i.e,
30% tax times the 30% deemed earned-income portion of the
compensation). Because there is no authority in the §1441 reg-
ulations for taking this position, however, a payor should with-
hold at the full 30% rate in the absence of express permission
from the IRS to withhold at a lower rate (see IX.D.5., below).

6. Self-Employed Status Is Not Elective

As indicated in II. and III., above, whether the recipient of
compensation for services is an employee for wage withholding
purposes or a self-employed individual is determined by an ob-
jective analysis of all the facts. Neither status is elective. Thus,
it is not possible for a nonresident alien who is an employee to
elect to be classified as self-employed, or vice versa, nor may
the payor of compensation for services make such an election
with respect to the payee.

C. Procedures Where No Withholding Exemption Applies

1. General Comments

U.S. companies typically are not permitted to pay nonres-
ident aliens who would be classified as employees for federal
tax purposes for work in the United States unless the employ-
ee has obtained a U.S. nonimmigrant work visa, On the oth-
er hand, U.S. companies may compensate self-employed non-
resident aliens who visit the United States on a non-immigrant
business visitor (B-1) visa for work done in the United States.
To the extent that a nonresident alien on a B-1 visa works tem-
porarily in the United States, in most cases the individual is an
employee whose salary is being paid by a foreign employer; in
such a situation, the IRS typically would have little or no infor-
mation about the employer’s business operations. In contrast, a
U.S. payor of U.S.-source compensation for services to a self-

*Reg. §1.911-3(b)(2).

6820



Detailed Analysis

IX.C.3.

employed nonresident alien will typically claim the payment as
an income tax deduction on its U.S. income tax return, and it
may become more common for IRS agents who audit the re-
turns of U.S. payors to follow this “audit trail,” and assess ei-
ther backup withholding or §1441 withholding where the payor
did not obtain proper documentation from the nonresident alien
payee. Thus, it may still be difficult for the IRS to enforce the
§1441 regulations against foreign payors, but not so difficult to
enforce them against U.S. payors.

If a payor does not comply with the §1441 rules and the
IRS subsequently audits the payor and imposes either §1441
tax or §3406 backup withholding tax, the payor may attempt
to claim reimbursement from the foreign payee. In many cases,
however, it may be difficult for the payor to collect the tax
from the payee. If the foreign payee has complied with the sub-
stantive U.S. tax liability that is imposed under §871(b) in the
meantime, the withholding tax may not be due but interest and
penalties could nevertheless be imposed on the payor.

2. Section 1441 Procedures Where No Exemption
Applies

To comply with the §1441 regulations, a payor of U.S.-
source compensation for services to a nonresident alien must
ask the payee to complete the appropriate IRS form in order
to certify that the payee is a nonresident alien and thus that
the payment is subject to 30% withholding tax.”® As noted ear-
lier, in most, if not all, situations the payment of compensa-
tions for services rendered in the United States will be effec-
tively connected with the conduct of a trade or business with-
in the United States (so-called “effectively connected income,”
or ECI). The fact that the payment will be ECI in the hands of
the nonresident alien payee but at the same time will be subject
to 30% withholding under §1441 has, unfortunately, not been
dealt with adequately in the IRS forms and in their instructions.

To certify that the payee is a nonresident alien, the payee
must complete one of two IRS forms in the W-8 series — either
Form W-8BEN or Form W-8ECI. The Form W-8BEN and its
instructions warn that the form is not be used if the U.S.-source
income is ECI. Instead, Form W-8ECI and its instructions pro-
vide that it is the correct form for the nonresident alien to give
the payor, if the payee believes that the payment is ECI. How-
ever, IRS Publication 515 notes in one part that “effectively
connected income for which a valid Form W-8ECI has been
provided is generally not subject to NRA withholding”™' while
also noting in another part that in general U.S.-source fees
paid to a self-employed nonresident alien are generally subject
to 30% withholding. If U.S.-source compensation for services
paid to a self-employed nonresident alien were in fact non-ECI,
then Form W-8BEN is the correct form for the payee to pro-
vide to the payor, as it is for other kinds of non-ECI, such as
U.S.-source dividends, interest, and royalties. In the typical sit-
uation where the compensation for services is ECI though, it is
not clear whether the payee should use Form W-8BEN or Form
W-8ECI. In practice it probably does not matter, so long as the

0Reg. §1.1441-1(e)(2)(ii). If an exemption from § 1441 withholding tax is
claimed under the Code or under a treaty, or a reduced rate of withholding tax
is claimed under a treaty, Form 8233 is required to be used instead.

»'IRS Pub. 515, Withholding of Tax on Nonresident Aliens and Foreign
Entities.
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payor is aware of its obligation to withhold 30% tax on the pay-
ment under §1441, and does in fact comply with its withhold-
ing obligation.

To complicate matters further, a third IRS form — Form
8233 — may be used by a self-employed nonresident alien who
wishes to reduce the §1441 withholding tax on U.S.-source
compensation for services, to reflect the daily personal exemp-
tion amount (discussed below). If a self-employed nonresident
alien provides Form 8233 to the payor to claim the daily per-
sonal exemption amount, the payor should be careful to comply
with the applicable §1441 withholding tax rules on the gross
payments (but net of the daily personal exemption amount). As
discussed further below, Form 8233 is also used by self-em-
ployed nonresident aliens to claim a complete exemption from
U.S. withholding tax under the terms of an income tax treaty
between the United States and the country of the alien’s resi-
dence.

Whichever IRS form is used by the nonresident alien
(whether Form W-8BEN, Form W-8ECI, or Form 8233), the
form is required to include an ITIN (Individual Taxpayer Iden-
tification Number), or else the payee’s U.S. social security
number (if, for example, the payee is engaged in authorized
employment within the United States or obtained a social se-
curity number in a prior year in connection with authorized
U.S. employment sometime in the past). Although obtaining an
ITIN can be a burdensome requirement for many nonresident
aliens, in many cases the 30% withheld under §1441 will be
more than the self-employed individual’s substantive tax lia-
bility on the payment under §871(b). Thus, the individual will
often want to obtain an ITIN in order to show it on a Form
1040NR that the individual will file after the end of the year in
order to claim a refund of part or all of the withheld tax. If the
payee provides no documentation to the payor, then the payor
will withhold either 30% tax under §1441 or backup withhold-
ing under §3406, and if the payee wishes to obtain a refund for
part or all of this tax, it may be more difficult to prove to the
IRS that the withheld tax was for the account of that particular
individual, and not for the account of someone else.

As discussed above, the payor is required to receive proper
IRS documentation from a self-employed nonresident alien
(whether on Form W-8BEN, Form W-8ECI, or Form 8233),
without regard to whether the payor is itself a U.S. person or a
foreign person. As indicated above, however, IRS enforcement
of the §1441 regulations in this area is much more likely to be
targeted at U.S. payors rather than at foreign payors.

3. Prorated Personal Exemption

Reg. §1.1441-4(b)(6)(1) provides that the payor of self-
employment income may reduce the amount of withholding
tax to reflect the payee’s personal exemption (allowable under
§873(b)(3)).”” In effect, the payee indicates on the form how
many days of services were performed within the United
States, and the payor then subtracts a pro rata daily amount
from the gross payment that is subject to withholding under
§1441. Nonresident aliens from Canada, Mexico, and certain
treaty countries may claim additional prorated exemptions to

»2Gee Personal Exemption Tables in Federal Tax Tables, Charts & Lists
for personal exemption amounts in recent years under §151.
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reflect qualifying dependents, and so specific income tax
treaties should be consulted.

4. Filing Form 1042 and Form 1042S

The regulatory rules under section 1461 require the payor
to file Form 1042 and Form 1042S after the end of the year
to report all payments that were subject to withholding under
§1441 during the year.” Civil (and potentially criminal) penal-
ties may be imposed for nonfiling or for late filing of these
forms.”*

D. Exceptions from Section 1441 Withholding

The §1441 regulations contain a number of exceptions
from the 30% withholding tax in the case of compensation for
personal services of a nonresident alien individual.™ In general
these exceptions are comparable to those under the wage with-
holding regulations, but with certain important differences.

1. Compensation of Certain Canadians and Mexicans

Reg. §1.1441-4(b)(1)(iii) provides an exemption from
30% withholding in the case of “services performed by a non-
resident alien individual who is a resident of Canada or Mexico
and who enters and leaves the United States at frequent inter-
vals ... .” This regulation is limited to Canadian and Mexican
residents who are self-employed, because such residents work-
ing as employees are covered by the wage withholding rules in
Reg. §31.3401(a)(6)-1.

The §1441 regulations quoted immediately above appear
on their face to grant an extremely broad withholding exemp-
tion to all self-employed Canadian and Mexican residents who
visit the United States on regularly recurring business trips.
The question arises whether the Treasury intended to limit the
scope of the withholding exemption to nonresident aliens do-
ing the same kind of work as Canadian and Mexican employees
described in Reg. §31.3401(a)(6)-1(c)(3), discussed in V.B.4.,
above. Those regulations provide that Canadian and Mexican
residents working as employees in “transportation service” and
on international bridges and related projects, are exempt from
wage withholding provided that they “enter and leave the Unit-
ed States at frequent intervals.”

The §1441 exemption should probably be construed as
clearly applying to self-employed Canadian and Mexican resi-
dents who do work of the kind described in Reg. §31.3401(a)
(6)-1(c). Thus, a self-employed truck driver would presumably
be entitled to a §1441 exemption on the U.S.-source portion
of service fees paid to him, although under Article VII (4) of
the Canadian income tax treaty an overriding exemption would
probably be available anyway.”® Apart from truck drivers, how-
ever, historically it has been unusual for personnel on other

3 See Reg. §1.1461-1(c)(1). See also XII.C.3., below, and 6560 T.M.,
Payments Directed Outside the United States — Withholding and Reporting.

»¥Reg. §1.1461-1(h) provides that failure to file Form 1042 and/or Form
1042S can result in the imposition of civil penalties under §6651, §6662,
§6663, §6721, §6722, and §6723, as applicable.

*Reg. §1.1441-4(b)(1) and §1.1441-4(b)(2). See also the summary of cat-
egories discussed in this section, and in 6560 T.M., Payments Directed Outside
the United States — Withholding and Reporting.

»*The U.S.-Mexico Income Tax Treaty does not contain a trucking exemp-
tion similar to Article VIII(4) of the U.S.-Canada Income Tax Treaty.
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kinds of transportation service (railroads, bus, ferry, steamboat,
or aircraft) to be self-employed.

In 2016, the IRS stated its position that this exemption in-
cludes only Canadian or Mexican residents doing the same kind
of work in the transportation service or on international bridges
and related projects described in Reg. §31.3401(a)(6)-1(c).””
Apart from this exemption, in the case of a Canadian resident
(other than certain artists and athletes), a separate and over-
riding exemption from §1441 withholding would be available
under the U.S.-Canada Income Tax Treaty if the nonresident
alien’s U.S.-source income is not attributable to a permanent
establishment that the individual has in the United States.”™ A
similar exemption would be available under the U.S.-Mexico
Income Tax Treaty.” Thus, the practical effect of the exemp-
tion in the §1441 regulations is probably to grant an exemption
from §1441 withholding in those situations where the self-
employed Canadian or Mexican resident does, in fact, have a
fixed base and/or permanent establishment in the United States,
which will deny the individual an exemption from U.S. sub-
stantive tax liability under the relevant tax treaty. In addition,
the exemption in the regulations would apparently exempt cer-
tain Canadian or Mexican artists and athletes from §1441 with-
holding if they exceed the dollar thresholds in the relevant
treaty.” However, the §1441 withholding exemption cannot be
construed as an exemption from substantive tax liability. In all
cases where there is no tax treaty exemption from substantive
tax liability, the Canadian or Mexican resident has a substantive
tax liability under the Code, probably under §871(b) on the the-
ory that the U.S.-source compensation would be classified as
effectively connected with the conduct of a U.S. trade or busi-
ness.

The regulations do not clarify what documentation a Cana-
dian or Mexican resident must furnish to the payor to claim
the withholding exemption. If the withholding exemption is al-
so available under the applicable income tax treaty, presumably
the payee would furnish Form 8233 to the payor. If no treaty
exemption is available, but the exemption in the regulations is
available, the instructions to Form 8233 imply that it may not
be the appropriate form.”' In that situation, Form W-8BEN or
Form W-8ECI may be more appropriate, although the payee
may need to attach a statement explaining why the payee be-
lieves that an exemption from §1441 withholding is available
under the regulations.

*7Publication 515.

»81U.S.-Canada Income Tax Treaty, art. V, art. VIL

»9U.S.-Mexico Income Tax Treaty, art. V, art. VII, art. XIV. The U.S.-
Mexico Income Tax Treaty, unlike the U.S.-Canada Income Tax Treaty, still
has a fixed base rule for certain self-employed individuals.

% See U.S.-Canada Income Tax Treaty, art. XVI ($15,000 limit), U.S.-
Mexico Income Tax Treaty, art. 18 ($3,000 limit).

! The instructions to Form 8233 state in a “Caution” note on page 1: “Do
not use Form 8233 if you have an office in the United States regularly available
to you for performing personal services.” This language would presumably pre-
vent a self-employed Canadian or Mexican resident who has a U.S. fixed base
or permanent establishment from using Form 8233, but perhaps not a Canadian
or Mexican artist or athlete who failed the relevant treaty exemption. However,
other language in the Form 8233 instructions suggests that the form should only
be used by a nonresident alien who earns U.S.-source income from independent
personal services, if the individual is either claiming a treaty exemption or rate
reduction, or else claiming the daily personal exemption amount (discussed in
I1X.C.3., above).
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2. Income Exempt Under the Code or a Treaty

Reg. §1.1441-4(b)(1)(iv) provides an exemption from
§1441 withholding in the case of compensation that “is, or will
be, exempt from the income tax imposed by chapter 1 of the
Code by reason of a provision of the Internal Revenue Code or
a tax treaty to which the United States is a party.” The regula-
tions provide further that in order for this exemption to apply in
the case of a treaty exemption, the nonresident alien claiming
the exemption must file a signed statement with the payor of
the U.S.-source income on Form 8233.’” The payor must then
file a copy with the IRS shortly thereafter.

It is not clear what form (if any) should be completed by
the payee where the exemption from substantive tax liability
is available under the Code and not under a tax treaty. The
§1441 regulations are silent on this issue, and the issue is not
mentioned either in the Form 8233 instructions or in IRS Pub-
lication 515, Withholding of Tax on Nonresident Aliens and
Foreign Entities. As discussed below, compliance is probably
quite poor within two of these categories (short-term business
visitors, and crew members on foreign vessels), and it is not
clear whether §1441 even applies to the third category (self-
employed operators of foreign vessels and aircraft). To the ex-
tent that the payor and/or payee wishes to have documenta-
tion in support of the withholding exemption under the Code,
however, either Form 8233 or Form W-8BEN can probably be
used.

In situations where Form 8233 is required to be used
(in other words, if a treaty exemption or rate reduction under
§1441 is being claimed), the payor of the remuneration for ser-
vices must file a copy of the form with the IRS within five days
after the payor accepts the withholding certificate submitted to
payor by the nonresident alien payee in accordance with Reg.
§1.1441-4(b)(2)(iv). If the IRS does not object to the contents
of the form within 10 days after it is forwarded by the payor
to the IRS, the withholding exemption is proper, retroactive to
the date of the first payment covered by the form.’” If Form
W-8BEN or Form W-8ECI is used instead of Form 8233 (for
example, in the case of an exemption that is claimed under the
Code rather than under a treaty), the form does not have to be
filed by the payor with the IRS. In either case, however, the
payee must obtain an ITIN and show it on the form.

As indicated in V.B., above, there are four situations under
the Code in which nonresident alien employees working within
the United States are exempt from substantive tax liability and
thus also exempt from wage withholding tax:

(1) short-term business visitors who meet the de minimis
tests of §861(a)(3);

(2) certain F-visa and J-visa holders;

(3) certain employees of foreign governments, of foreign
corporations wholly owned by a foreign government, and
of international organizations; and

(4) certain crew members of foreign vessels engaged in in-
ternational transportation.

*2Reg. §1.1441-4(b)(2).
*PReg. §1.1441-4(b)(2)(0).
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An exemption under §861(a)(3) is also available to short-
term nonresident alien business visitors who are self-employed
as well as to crew members of qualifying foreign flag vessels
who are self-employed, but the other two exemptions — F-visa
and J-visa holders, and employment by foreign governments
and international organizations — are not available to self-em-
ployed nonresident aliens. In the case of a self-employed non-
resident alien holding an F-visa or J-visa, no income tax ex-
emption is available under §872(b)(3), which applies only to
employees. Similarly, self-employed nonresident aliens who
perform services in the United States under contract with a for-
eign government or an international organization are not ex-
empt from tax under §893, which also applies only to employ-
ees. In addition, an exemption not available to employees is
available to self-employed nonresident aliens who realize in-
come from the operation of foreign ships or aircraft which meet
certain tests under §872(b)(1) and §872(b)(2).

The subsections below discuss the following §1441 ex-
emptions which are available under Reg. §1.1441-4(b)(1)(iv) to
self-employed nonresident aliens:

(1) the de minimis exception under §861(a)(3);

(2) the exemption for self-employed crew members on a
foreign vessel, also under §861(a)(3);

(3) the exemption for self-employed aliens from the inter-
national operation of a ship or aircraft, under §872(b)(1)
and §872(b)(2); and

(4) the kinds of exemptions generally available under in-
come tax treaties.

a. De Minimis Exception

Section 861(a)(3), §864(b)(1), and §871 provide in effect
that a self-employed nonresident alien is exempt from tax on
compensation for services performed in the United States if
three tests are met:

(1) the individual is present in the United States not more
than 90 days in the taxable year;

(2) his or her compensation for such services does not ex-
ceed $3,000; and

(3) the compensation is received as an employee or under
contract with a client or customer who is a foreign person
not engaged in a U.S. trade or business, or is the foreign
office of a U.S. person.

If any of these tests are not met, the compensation is clas-
sified as U.S.-source income and are subject to 30% withhold-
ing tax under §1441. As discussed in V.B.1., above, howev-
er, with respect to nonresident alien employees who are sub-
ject to the same de minimis rules, the extent of compliance
with the substantive tax rules by short-term business visitors
who are self-employed and withholding as required by §1441
by U.S. or foreign payors is doubtful. Because a self-employed
payee would not be an employee under the daily supervision
of the payor, a foreign person making payments of less than
$3,000 would usually not know whether the recipient would
exceed the $3,000 threshold for the year, and one may wonder
how often such payors ask for the IRS documentation that the
payee may be required to furnish under the §1441 regulations.
As discussed above, to the extent that documentation is re-
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quired under the §1441 regulations, it is not clear whether Form
W-8BEN or Form 8233 would be more appropriate.

b. Crew Members of Foreign Vessels

As discussed in V.B.5., above, §861(a)(3) provides that
where a nonresident alien who is temporarily present in the
United States as a regular member of the crew of a foreign ves-
sel, the individual’s compensation for services performed in the
United States is treated as foreign-source income. This exemp-
tion appears to be available to a crew member who is self-em-
ployed as well as to a crew member who is an employee. As
discussed above, to the extent that documentation is required,
it is not clear whether Form W-8BEN or Form 8233 would be
more appropriate.

c. Income from the Operation of Ships and Aircraft

Sections 872(b)(1) and §872(b)(2) provide that self-em-
ployed nonresident aliens (including both sole proprietors and
partners in a partnership) are exempt from U.S. tax on U.S.-
source income attributable to international operation of ships or
aircraft if the nonresident alien’s country grants an equivalent
exemption to individual residents of the United States. Thus,
a self-employed nonresident alien who operates a ship or air-
craft as a sole proprietorship and who qualifies for this exemp-
tion would be exempt from §1441 withholding on U.S.-source
compensation for services received by him or her in connection
with the shipping or aircraft business, under the rule in the reg-
ulations that exempts from §1441 withholding income that is
exempt from substantive tax liability under the Code.

Whether or not the nonresident alien satisfies the recipro-
cal exemption under the Code, it is unclear whether §1441 ap-
plies to U.S.-source income from the operation of a ship or air-
craft. If the nonresident alien does not satisfy the reciprocal ex-
emption, the U.S.-source profits from operating ships or aircraft
are subject to federal income tax either as effectively connect-
ed income (taxed at graduated rates) under §871(b), or is sub-
ject to a 4% gross tax under §887. In contrast with the effec-
tively connected rules that apply to other types of businesses,
however, §887(b)(4) establishes a higher threshold that must be
satisfied in order for U.S.-source shipping or aircraft income to
be classified as effectively connected income that is taxable at
graduated rates under §871(b) (or under §882 in the case of a
foreign corporation).” As a result, many nonresident aliens and
foreign corporations that fail the reciprocal exemption will be
taxed under §887 at the rate of 4% of their gross U.S.-source
income, rather than on a net basis under §871(b) or §882. Yet
there is no withholding mechanism in the Code to collect this
4% tax, and IRS practice seems to be to exempt U.S.-source
transportation income from withholding under §1441, although
there is no express language in the §1441 regulations in support
of this result.’”

Thus, the §1441 procedures, if any, that apply to a nonres-
ident alien if the Code exemption is available under §872(b)(1)
or §872(b)(2) are unclear, as are the procedures (if any) that ap-

%4 Section 887(b)(4) in effect requires that the foreign person have a “fixed
place of business” in the United States, to which “substantially all” of its U.S.-
source transportation income must be attributable.

% See 6740 T.M., U.S. Taxation of International Shipping and Air Trans-
port Activities.
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ply to payors if no Code exemption is available. However, if a
Code exemption is available and if the nonresident alien wishes
to minimize the possibility that any withholding could be im-
posed on U.S.-source transportation income, it may be advis-
able for the alien to furnish either Form 8233 or Form W-8BEN
to the payor, with an attachment explaining the factual situation
and the law.

d. Tax Treaty Exemptions

A variety of tax exemptions may be available to self-em-
ployed nonresident aliens who are resident in countries hav-
ing an income tax treaty with the United States. Depending on
the nature of the self-employment, exemptions from U.S. tax
are available for U.S.-source income where the individual has
no permanent establishment or fixed base in the United States,
and under some treaties where the individual spends less than
a fixed number of days in the United States during the year or
where the individual’s U.S.-source compensation is less than a
certain dollar maximum. It is important to distinguish the treaty
rules that apply to employees, often referred to as “dependent
personal services,” from the treaty rules that apply to self-em-
ployed individuals, often referred to as “independent person-
al services” in older treaties but more typically covered under
the rules on business profits and permanent establishments in
more recent treaties. Thus, the very narrow de minimis test of
§861(a)(3), discussed in IX.D.2.a., above, is expanded consid-
erably under most tax treaties.

Most income tax treaties also contain broad exemptions
for self-employed nonresident aliens engaged in the direct op-
eration of ships and aircraft, and many include exemptions for
students, teachers, researchers, and trainees.”®

As noted above, the §1441 regulations require the treaty
country resident to obtain an individual taxpayer identification
number (ITIN), or certify that an ITIN has been applied for.
One may speculate as to the frequency with which self-em-
ployed treaty country residents who are paid by other nonres-
idents obtain ITINs and comply with this requirement. As in-
dicated above, however, U.S. payors have reason to be more
careful than foreign payors in complying with the Form 8233
requirements. As discussed in IX.D.2.e., below, the risk for a
U.S. payor who fails to obtain Form 8233 documentation is
that the IRS could impose either backup withholding tax under
§3406 or §1441 tax on the compensation for services paid to the
treaty country alien, at least until such time as the treaty exemp-
tion can be proved. If a portion of the compensation for services
is foreign-source, moreover, the IRS may impose withholding
tax on that portion as well, until such time as the fact that a por-
tion of the compensation is foreign-source can be proven.

e. IRS Penalties for Failure to Document Section 1441
Exemptions

If an exemption from §1441 withholding is available under
the regulations but the payor fails to obtain timely documenta-
tion from the payee in support of the exemption, the payor is
liable for the tax that would have been imposed if the exemp-

%6 See 6400 T.M., U.S. Income Taxation of Nonresident Alien Individuals;
6440 T.M., U.S. Income Taxation of Foreign Students, Teachers, and Re-
searchers.
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tion had not been available — plus interest and penalties.”” Al-
though the tax itself can be waived if the payor eventually ob-
tains proper documentation from the payee, interest and penal-
ties can nevertheless be imposed on the payor.

Whether this rule increases compliance by foreign payors
is questionable, however, because the IRS usually has no ac-
cess to those payors’ books and records, and because many of
those payors are probably unaware of the §1441 procedures.
This rule no doubt operates as an incentive for U.S. payors
of U.S.-source compensation for services to nonresident aliens
who are treaty-exempt to insist that the payee comply with
the Form 8233 procedural requirements, especially because the
payments could come to light in the course of an IRS audit of
the payor.

Although the principal impact of the penalty effect of Reg.
§1.1441-1(b)(7)(i) is in situations involving payments that are
treaty-exempt, the regulations probably apply as well to pay-
ments that are exempt from §1441 withholding under the Code
rather than under a treaty. As noted above, however, in the case
of short-term business visitors and crew members on foreign
vessels, compliance is probably quite poor because the pay-
ments are usually made by foreign payors who may be unaware
of the U.S. rules, and enforcement of those rules by the IRS is
difficult from a practical standpoint. In the case of nonresident
aliens entitled to the §872(b)(1) and §872(b)(2) shipping and
aircraft exemptions, it also is not clear whether the §1441 pro-
cedures apply at all.

3. Certain Payments by Ship Suppliers

Reg. §1.1441-4(b)(1)(v) contains an unusual withholding
exemption in the case of a “commission or rebate paid by a ship
supplier” to a nonresident alien individual employed by a for-
eign person in the operation of a foreign-flag ship, where the
commission is paid to the recipient for supplies to be used for
the operation of the ship. Because such commissions are not
exempt from substantive tax liability, the recipient would be re-
quired to report such income on a Form 1040NR for the year
to the extent that it was U.S.-source income, and to pay any net
tax due on such amount. Estimated tax could also be payable
during the year. Thus, this exemption is similar to the Reg.
§1.1441-4(b)(1)(iii) exemption for certain Canadian and Mexi-
can residents, in that it does not mirror an exemption from sub-
stantive tax liability. It is thus distinguishable from the with-
holding exemptions described in IX.D.2., above, as well as
from the exemptions which are available where compensation
is otherwise subject to the wage withholding rules of chapter
24 of the Code.

The §1441 exemption for payments by ship suppliers can
apparently be traced to Rev. Rul. 58-479, which held that com-
missions paid by a ship’s supplier directly to the ship’s master
for doing business with the supplier were subject to §1441
withholding if the commission is classified as U.S.-source in-
come. According to the preamble of the Treasury Decision
adopting the predecessor of Reg. §1.1441-4(b)(1)(v) in 1979,
Treasury-supported legislation was proposed in 1978 to exempt

7 See Reg. §1.1441-1(b)(7)(i). See the detailed discussion of this rule in
6560 T.M., Payments Directed Outside the United States — Withholding and
Reporting.

87 D, 7582, filed with the Federal Register on January 2, 1979.
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such payments from §1441 withholding. The legislation was
not enacted, and instead the Treasury decided to grant the ex-
emption administratively by amending the §1441 regulations.
The Preamble makes clear, however, that the §1441 exemption
is not intended to eliminate substantive tax liability.

As is true of the §1441 exemption for certain Canadian
and Mexican residents (discussed in IX.D.1., above), and for
nonresident aliens whose compensation for services is exempt
under the Code (discussed in IX.D.2.a. through IX.D.2.c.,
above), it is not clear from the regulations what documentation
(if any) should be provided by the payee to the payor. Because
this withholding exemption is similar to the withholding ex-
emption for a Canadian or Mexican resident who does not qual-
ify for a treaty exemption, to the extent that any documenta-
tion is required, Form W-8BEN may be more appropriate than
Form 8233, probably with an attached statement explaining the
facts and citing the exemption in the regulations.

4. Contractors with Foreign Governments and
International Organizations

Self-employed nonresident aliens who receive U.S.-source
service fees from foreign governments and international orga-
nizations appear under the literal language of the regulations
to be subject to §1441 withholding. As indicated in IX.D.2.,
above, an exemption from substantive tax liability is not avail-
able under §893 or other provisions of the Code for such indi-
viduals, although in some cases an income tax treaty exemption
may be available which would permit the alien to be exempt
from §1441 withholding.

Because international organizations in particular, and to
a lesser extent foreign governments, frequently pay consulting
fees to self-employed individuals, there are likely numerous
nonresident aliens who are technically subject to §1441 with-
holding to the extent that part or all of their consulting work is
done in the United States. Thus, in situations where the indi-
vidual is subject to substantive tax liability it would appear that
a clear §1441 withholding obligation is imposed on the foreign
government or international organization. In practice, howev-
er, it is extremely doubtful whether the IRS attempts to enforce
this withholding obligation. Furthermore, an overriding exemp-
tion may be available under the treaty establishing the inter-
national organization, under treaties regulating the conduct of
foreign relations between the United States and foreign govern-
ments, or under uncodified customary international law. Thus,
it is assumed that in most if not all cases, a de facto §1441
exemption is probably available to nonresident aliens receiv-
ing U.S.-source self-employment income from foreign govern-
ments and international organizations.

5. Reduction in 30% Withholding Rate

Where a nonresident alien has a high percentage of allow-
able deductions for expenses incurred in earning self-employ-
ment income, Reg. §1.1441-4(b)(3) and §1.1441-4(b)(4) allow
the payee and the payor to arrange in advance with the IRS
for withholding that is less than 30% of the gross fees paid to
the alien”” These regulations codify administrative procedures

2 See also IRS Pub. 515, Withholding of Tax on Nonresident Aliens and
Foreign Entities.
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which the IRS has developed over the years primarily for enter-
tainers and athletes.

Under the first of the two alternative procedures in the reg-
ulations, the nonresident alien may, prior to receiving any pay-
ments, enter into an agreement with the IRS requiring with-
holding at some amount less than 30%, based on the nonresi-
dent alien’s projected net income from rendering the services.
Under the second alternative procedure, where several pay-
ments are expected to be received, the initial payments may be
at the normal 30% rate, but before receiving the last payment
during the year the nonresident alien may agree with the IRS
district office for withholding on that payment in an amount
which will result in total withholding on all payments being ap-
proximately equal to the nonresident alien’s substantive liabili-
ty for the year on the payments. These two procedures are often
used by nonresident alien entertainers who incur significant de-
ductible expenses as part of concerts or other live appearances
in the United States.

6. Filing Requirements for Form 1042 and Form 1042S

The §1461 regulations require Form 1042 and Form 1042S
be filed after the end of the year to report payments which were
potentially subject to §1441 withholding but which were ex-
empt from withholding “because of a treaty or Internal Rev-
enue Code exception to taxation.””” The only exception in the
regulations with respect to compensation for services is for
“any item required to be reported on a Form W-2."*""

Thus, if U.S.-source compensation for services is paid to
a self-employed nonresident alien and is excluded from gross
income under the Code or under an income tax treaty, i.e., if it
falls within any of the categories described in IX.D.2., above,
Form 1042/1042S reporting is probably required. The only ex-
ception might be for compensation paid to a self-employed
crew member of a foreign vessel (discussed in IX.D.2.b.,
above) — for the reason that such fees are classified as foreign-
source under §861(a)(3) — and U.S.-source service fees paid to
the self-employed nonresident alien operator of a foreign ship
or aircraft (discussed in IX.D.2.c., above) — for the reason that
such fees may in fact be exempt from §1441 as a matter of IRS
administrative practice (although technically they may be sub-
ject to the §1441 procedural requirements under the §1441 reg-
ulations).

The §1461 regulations do not specifically cover the two re-
maining categories of compensation for services exempt from
§1441 withholding — payments made to certain Canadian and
Mexican residents (discussed in IX.D.1., above), and certain
payments made by ship suppliers (discussed in [X.D.3., above).
These payments are exempt from withholding and are not ex-
empted from withholding “because of a treaty or Internal Rev-
enue Code exception to taxation,” but because of an exception
in the §1441 regulations themselves. Nevertheless, they may
well be included in the general language of the regulations, es-
pecially because in both situations they may well be subject to
substantive U.S. tax liability in the hands of the nonresident
alien recipient. Thus, it may be advisable for the payor to
do Form 1042/1042S reporting for these items as well, even

'Reg. §1.1461-1(c)(2)(i).
7'Reg. §1.1461-1(c)(2)(ii)(D).
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though an argument can probably be made that no reporting is
required.

Finally, the §1461 regulations do not contain an exception
from Form 1042 and Form 1042S reporting with respect to
U.S.-source compensation for services paid to a self-employed
nonresident alien by a foreign government or international or-
ganization. If the regulations do literally require reporting in
this situation, however, it is extremely unlikely that the IRS at-
tempts to enforce the reporting rules in this situation.

As noted in IX.C.4., above, civil (and potentially criminal)
penalties may be imposed for nonfiling or for late filing of
Form 1042 and Form 10428 .

E. Estimated Tax Rules

Under §6654, a self-employed nonresident alien may be
subject to penalties for underpayment of estimated tax even
though his or her income may have been subject to 30% with-
holding tax at source. A nonresident alien who makes estimated
tax payments uses Form 1040-ES(NR).

F. Social Security Tax

Because self-employed nonresident aliens are exempt
from the social security self-employment tax, U.S.-source com-
pensation for services paid to a nonresident alien and subject to
§1441 withholding are exempt from social security tax.”” Be-
cause self-employed individuals are not subject to the FICA
(the social security tax) tax on employees, no social security
tax of any kind is imposed on their self-employment income as
a result. If a nonresident alien became classified as a resident
alien for federal income tax purposes, the individual would then
become subject to the social security self-employment tax and
would no longer be subject to §1441 withholding because of
the individual’s resident alien status. An exhaustive discussion
of the self-employment tax on resident and nonresident aliens
is found in 6830 T.M., International Aspects of U.S. Social Se-
curity and Unemployment Taxes.

G. Special Categories of Nonresident Aliens

Special mention should be made of certain categories of
payments made to nonresident alien individuals that are poten-
tially subject to §1441 withholding.

1. Directors’ Fees

Directors’ fees are considered by the IRS to be self-em-
ployment income and not “wages” received by an employee.”*
Because fees paid for attending board meetings of a U.S. com-
pany in the United States would usually be paid by a U.S. com-
pany, the de minimis test of §861(a)(3)(C) could not be met
and the fees would be subject to 30% withholding under §1441.
Many U.S. income tax treaties specifically address directors’
fees, providing that income earned by an individual resident
of one treaty country for services rendered in the other treaty
country in his or her capacity as a director of a company that is

272Reg. §1.1461-1(h) provides that failure to file Form 1042 and Form
1042S can result in the imposition of civil penalties under §6651, §6662,
§6663, §6721, §6722, and §6723, as applicable.

3 §1402(b).

7“Rev. Rul. 72-86; Rev. Rul. 68-595.
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a resident in the other treaty country may be taxed by that other
treaty country.”” To the extent that a bilateral income tax treaty
contains this provision (or, as in the U.S. Canada income tax
treaty, does not specifically address directors’ fees), the U.S.-
source portion of the directors’ fees paid to a nonresident alien
resident in the other treaty country could be subject to tax, and
thus subject to §1441 withholding.

2. Atrtists, Entertainers, and Athletes

U.S. tax treaties generally provide only limited exemp-
tions for self-employed entertainers and athletes from treaty
countries. To the extent that no treaty exemption from with-
holding tax is available, 30% withholding tax would apply
under §1441. Because self-employed entertainers often have
significant expenses that result in significant overwithholding
under §1441, however, the special rules described in Reg.
§1.1441-4(b)(3) and §1.1441-4(b)(4), above, are often used by
entertainers to reduce their withholding tax to a lower amount
that is more likely to approximate the amount of their substan-
tive tax liability under §871(b).

In advising a nonresident alien entertainer or athlete, the
practitioner should be familiar with a broad range of IRS en-
forcement rules, including rules which may ignore the separate
existence of a personal service corporation owned by the non-
resident alien.””

3. Fellowships of F-Visa, J-Visa, M-Visa, and Q-Visa
Aliens

A complex set of rules applies to nonresident aliens who
receive scholarship or fellowship grants that are excludible un-
der §117. Section 1441(b)(2) and the regulations thereunder
provide for withholding on the taxable portion of such amounts
if received by an F-visa, J-visa, M-visa, or Q-visa nonresident
alien. However, such amounts are subject to substantive tax li-
ability as effectively connected income under §871(c), unless
the exemption in §872(b)(3) is available. A complete discus-
sion of the applicable rules is contained in 6440 T.M., U.S.
Income Taxation of Foreign Students, Teachers, and Re-
searchers.

4. Section 6013(g) and Section 6013(h) Elections

The §1441 regulations contain specific language dealing
with individuals who make a §6013(g) or §6013(h) election.
A §6013(h) election would be made where both spouses meet
the definition of resident alien on the last day of the taxable
year and wish to be resident aliens for the entire year, while a
§6013(g) election would be made where one spouse was a non-
resident alien for the entire year in the absence of the election
(e.g., where one spouse was a resident alien at the end of the
year and the other was nonresident alien).

The §1441 regulations provide that if a §6013(g) or
§6013(h) election is in effect, the electing individual is nev-
ertheless considered to be a nonresident alien for §1441 with-

25 See U.S. Model Income Tax Treaty, art. 16.

% See, e.g., Rev. Rul. 74-330. Regulations proposed in 2007 would source
income of artists and athletes to the location of the event at which the individual
performs, even if preparation for the event occurred in a different country. See
Prop. Reg. §1.861-4(b)(2)(ii)(G), REG-114125-07, 72 Fed. Reg. 58,787 (Oct.
17, 2007).
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holding tax purposes.””” This outcome occurs because both pro-
visions provide that the election is effective only for purposes
of chapters 1 and 24 of the Code. Since §1441 withholding is
imposed under chapter 3 of the Code, a nonresident alien mak-
ing a §6013(g) or §6013(h) election is still classified as a non-
resident alien for §1441 withholding purposes.

H. Non-Applicability of FATCA withholding

As discussed in II.G., above, the FATCA withholding
rules under §1471-§1474 do not apply to U.S.-source compen-
sation for services paid directly to a self-employed nonresident
alien individual for work done within the United States, be-
cause an individual is neither a “foreign financial institution”
nor a “non-financial foreign entity” for purposes of §1471 and
§1472.

1. Remuneration for Services Paid to Foreign
Partnerships and Foreign Corporations

1. Withholding Under Section 1441 and Section 1442

As indicated in IX.B.2., above, §1441 withholding is not
imposed on compensation for services paid to a foreign part-
nership that is effectively connected with a U.S. trade or busi-
ness of the foreign partnership.”* Similarly, withholding under
§1442 — which imposes withholding tax on U.S.-source fixed
or determinable annual or periodical income (FDAP) paid to
foreign corporations — is not imposed if the item is connected
with a U.S. trade or business of the foreign corporation.””
The regulations provide that a prescribed statement on Form
W-8ECI must be furnished to the payor in order for the foreign
partnership or foreign corporation to claim exemption from
§1441 or §1442 withholding under this exception. However, if
the service provider is a partnership, the partnership withhold-
ing rules under §1446 should always be considered.

Under the terms of an income tax treaty, U.S.-source com-
pensation for services received by a foreign partnership or cor-
poration that qualified for benefits of a U.S. income tax treaty
would usually be classified as business profits under the treaty,
which are generally exempt from U.S. income tax in the ab-
sence of a U.S. permanent establishment of the foreign recipi-
ent. In the case of a foreign corporation, the claim for exemp-
tion from §1442 withholding would usually be made on a Form
W-8BEN-E. A partnership would furnish Form W-8IMY to the
payor as well as the applicable Forms W-8 for its partners.”™

2. Potential FATCA Withholding

A foreign partnership or foreign corporation that realizes
U.S.-source income from rendering services within the United
States may not be subject to 30% withholding under §1441 or
§1442 to which a self-employed nonresident alien individual is
generally subject. However, the foreign partnership or foreign

“"Reg. §1.1441-1(c)(3)(ii), added by T.D. 9890, 85 Fed. Reg. 192 (Jan. 2,
2020).

The rules on withholding where the foreign recipient is a partnership are
contained in Reg. §1.1441-5.

Reg. §1.1441-4(a).

20 Gee 6560 T.M., Payments Directed Outside the United States — With-
holding and Reporting.
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corporation must comply with the FATCA®™ reporting rules to
not be subject to withholding under §1471 or §1472. (As dis-
cussed in IX.H., above, a nonresident alien individual is exempt
from withholding under FATCA.) Although a discussion of the
FATCA rules as they apply to foreign partnerships and for-
eign corporations that realize U.S.-source income is beyond the
scope of this Portfolio, the FATCA rules should be carefully

S'EATCA is part of the Hiring Incentives to Restore Employment (HIRE)
Act of 2010, Pub. L. No. 111-147, which added §1471 through §1474 to the
Code.
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examined by any foreign partnership or foreign corporation that
expects to realize U.S.-source income. However, U.S.-source
compensation for services would not be subject to withhold-
ing under §1471 or §1472 in most cases because they would
not constitute “withholdable payments.” This is because they
would be effectively connected with a U.S. trade or business.”

#281473(1)(B).
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X. Self-Employed U.S. Citizens and Resident
Aliens Working Outside the United States

A. Interplay of Section 1441, Section 6041, Section
6041A, and Section 3406

As discussed in III., above, compensation paid to a self-
employed individual can be subject to the nonresident alien
withholding rules of §1441; to the backup withholding rules
that apply under §6041, §6041A, and §3406; or to none of these
provisions. Although §1441 withholding applies only to non-
resident aliens performing services within the United States,
the provisions of §6041 and §6041A (which determine whether
the backup withholding rules of §3406 apply) as drafted have
a worldwide scope that technically applies to all payors and
all payees in the world. However, the regulations under §6041
and §6041A contain territorial limitations that in part attempt to
match the withholding and reporting rules of §6041, §6041A,
and §3406 to the payee’s substantive U.S. income tax liability.

B. Rules that Apply to Services Performed Outside the
United States

The regulations under §6041 and §6041A attempt to limit
the global scope of both provisions in the case of compensation
paid to self-employed individuals (whether U.S. citizens, resi-
dent aliens, or nonresident aliens) for services performed out-
side the United States. Because these regulations are not en-
tirely consistent with one another, before concluding whether
compensation for services is reportable, one should review the
various regulations that deal with the issue:

1. Reg. §1.6041-3(e) provides an exemption from report-
ing with respect to “payments representing earned income
for services rendered without the United States made to a
citizen of the United States, if it is reasonable to believe
that such amounts will be excluded from gross income un-
der the provisions of section 911 ...” (emphasis added).
Note that this rule does not apply on its face to resident
aliens who may be able to exclude the compensation from
gross income under §911. As discussed in VI.B.2., above,
this rule is consistent with the absence of a wage withhold-
ing exception under §3401(a) for a resident alien working
as an employee outside the United States and whose wages
are likely to be excluded from gross income under §911.
With respect to a U.S. citizen whose compensation for ser-
vices is foreign-source, this regulation does not state what
documentation the payor may rely on in order to form
a “reasonable belief” that the payment will be excluded
from the payee’s gross income under §911. Possibly some
variation of IRS Form 673, which is used for this purpose
by a U.S. citizen working outside the United States as an
employee, could be devised by the payor and the payee.
Finally, this rule apparently applies whether the payor is a
U.S. person or a foreign person.

2. Reg. §1.6041-4(a)(2) provides that reporting is not re-
quired under §6041 for payments of foreign-source in-
come that are made and received outside the United States
by a non-U.S. payor or non-U.S. middleman. Reg.
§1.6049-5(c)(5) defines the terms non-U.S. payor and
non-U.S. middleman. Generally, a payor is a person that
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makes a payment of the type and of the amount subject to
reporting under chapter 61 of the Code to any other per-
son during a calendar year, or any person who collects
such payments on behalf of another person, or otherwise
acts as a middleman. Reg. §1.6049-4(a)(2). A middleman
means any person, including a financial institution, a bro-
ker, or a nominee, who makes payment of interest for,
or collects interest on behalf of, another person, or other-
wise acts in a capacity as intermediary between a payor
and a payee. Reg. §1.6049-4(f)(4). Reg. §1.6049-5(c)(5)
excludes from the definitions of non-U.S. payor and non-
U.S. middleman U.S. persons (including a foreign branch
or office of a U.S. person), the government of the United
States or of any state or political subdivision thereof (or
any agency or instrumentality of any of the foregoing), a
controlled foreign corporation, a foreign partnership that is
controlled by U.S. persons, a foreign person the majority
of whose income is effectively connected with the conduct
of a U.S. trade or business, and a U.S. branch or territory
financial institution that is treated as a U.S. person. Reg.
§1.6049-4(f)(16) provides circumstances in which an
amount is considered to be paid and received outside the
United States. In effect, therefore, if a payment is made
outside the United States by a payor who is a “non-U.S.
payor” (as specially defined), no reporting is required un-
der §6041 by the payor to any payee — whether a U.S. cit-
izen, a resident alien, or a nonresident alien — provided,
of course, that the entire payment is foreign-source (i.e., is
for services rendered outside the United States). The ad-
vantage of this rule is that it does not require the payor to
ascertain whether the payment is reasonably likely to be
excluded from the gross income of the payee for U.S. in-
come tax purposes. In addition, the rule does not require
the payor to obtain any documentation from the payee
with respect to the payee’s U.S. income tax status, al-
though it does require that all of the services have been
performed by the payee outside the United States.

3. Reg. §1.6041A-1(d)(3)(1)(B) contains an exception
from reporting under §6041A (which operates in tandem
with §6041, which is a much older statutory provision)
that is identical to the regulation just described under
§6041, i.e., where the payment is made outside the United
States by a non-U.S. payor, and where the payment is for-
eign-source income (i.e., the payment is for services ren-
dered outside the United States).

4. Prop. Reg. §1.6041A-1(a)(1) provides that reporting is
not required under §6041A “if the service-recipient [i.e.,
the payor] knows that such amounts are excludable from
the gross income of the person performing such services.”
For this purpose, the payor is entitled to rely on a “written
statement” signed by the payee under penalties of perjury,
provided that the payor does not have knowledge that the
statement is untrue. This rule applies to both U.S. and non-
U.S. payors, and is not limited to payees who are U.S.
citizens. This rule apparently does not require the pay-
ee to provide the payor with an IRS Form W-9 or Form
W-8BEN, although presumably such a document would
help convince the payor that the accompanying no-gross-
income statement was correct.
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5. Prop. Reg. §1.6041A-1(d)(2) excepts from reporting un-
der §6041A any transaction that is exempt from reporting
under §6041 by reason of Reg. §1.6041-3.

6. As discussed in IX.B.4., Reg. §1.1441-1(b)(3)(iii)(E)
provides that “payments for services” are “presumed” to
be made to a nonresident alien if four tests are all met:

(1) the payee is an individual;

(2) the payor does not know, or have reason to know,
that the payee is a U.S. citizen or resident alien;

(3) the payor does not know, or have reason to know,
that the income is (or may be) effectively connected
with the conduct of a trade or business within the United
States; and

(4) all of the services were performed by the payee out-
side the United States.

Query whether this rule can be relied upon to exempt re-
porting under §6041 and §6041A where the payor does not fall
within any of the exceptions from reporting that are specifical-
ly provided in the regulations under §6041 and §6041A that are
described above. As discussed further in XI., below, the regu-
lations under §6041 and §6041A apparently permit a payor to
rely on this presumption for backup withholding purposes.

C. Summary of the Reporting Rules for U.S. Citizens and
Resident Aliens Working Qutside the United States

If a person pays compensation to a self-employed U.S. cit-
izen or resident alien for services rendered outside the United
States, the following rules are likely to apply for purposes of
§6041 and §6041A, and for purposes of the backup withholding
rules of §3406 as well. Before relying on the rules, the payor
should be certain that the payee has rendered all of the services
outside the United States:

— The person making the payment is a non-U.S. payor
within the meaning of Reg. §1.6041-4(a)(2) and Reg.
§1.6041A-1(d)(3)(B), and the payment is made outside the
United States within the meaning of those regulations. In
this situation no reporting or withholding is required. The
payor does not need to obtain any documentation from the
payee with respect to the payee’s U.S. tax status (whether
as a U.S. citizen, a resident alien, or a nonresident alien),
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nor does the payor need to obtain any certification from
the payee that the payment may or may not be excluded
from the payee’s gross income for U.S. income tax purpos-
es.

— The payor is a non-U.S. payor, but the payment is not
made outside the United States. In this situation, the payor
should probably ask the payee for the written statement de-
scribed in Prop. Reg. §1.6041A-1(a)(1), to the effect that
the payment will be excluded from the payee’s gross in-
come for U.S. income tax purposes. (If the payee is a res-
ident alien rather than a U.S. citizen, the payor can proba-
bly rely on the payee’s written statement, notwithstanding
the more narrow language of Reg. §1.6041-3(e), discussed
above.) If the payee cannot confirm that the payment will
be excluded from gross income under §911 (or under some
other Code provision), then the payor should follow the
procedures under §3406, i.e., it should request the payee
for Form W-9 (or Form W-8BEN if the payee is a nonres-
ident alien), and if a timely form is not received, the pay-
or should do backup withholding under §3406. Note that
if the payee certifies that the payment will be included in
gross income for U.S. income tax purposes but that it is
likely to be fully sheltered by foreign tax credits, that cer-
tification is apparently not sufficient to satisfy the regula-
tion. However, if the payee provides the payor with a prop-
er Form W-9, backup withholding should not apply.

— The payoris a U.S. payor, such as a U.S. corporation. In

this situation the procedures described immediately above

should be followed, under Prop. Reg. §1.6041A-1(a)(1).

As noted immediately above, if the payee is a resident

alien rather than a U.S. citizen, the payor can probably

rely on the payee’s written statement, notwithstanding the
more narrow language of Reg. §1.6041-3(e).

In all three of these situations, it would be advisable for
the payor to obtain a certification from the payee that all of the
services were rendered by the payee outside the United States.
To the extent that any of the services were rendered within
the United States, exemption from reporting under §6041 and
§6041A will not be available, and the backup withholding pro-
cedures of §3406 must be followed.
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Because self-employment income of a nonresident alien
for services rendered entirely outside the United States is ex-
empt from substantive U.S. tax liability under §871, §1441
does not apply and the regulations under §6041 and §6041A
provide for an exemption from reporting under §6041 and
§6041A (which thus results in an exemption from the backup
withholding procedures of §3406). However, the obvious ques-
tion arises as to what documentation, if any, the payor should
request from the payee in order to confirm that the payee is in
fact a nonresident alien, and also that all of the services were
in fact rendered outside the United States. As discussed in X.,
above, if the payee is a U.S. citizen or resident alien, or if
some of the services were rendered within the United States,
then withholding and/or reporting under §1441 or §6041 and
§6041A may be required, and possibly the backup withholding
procedures of §3406 could apply.

As discussed above, Reg. §1.1441-1(b)(3)(iii)(E) provides
that “payments for services” are “presumed” to be made to a
nonresident alien if four tests are met:

(1) the payee is an individual;

(2) the payor does not know, or have reason to know, that
the payee is a U.S. citizen or resident alien;
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(3) the payor does not know, or have reason to know, that
the income is (or may be) effectively connected with the
conduct of a trade or business within the United States;
and

(4) all of the services were performed by the payee outside
the United States. Reg. §1.6041-4(a)(1) and Reg.
§1.6041A-1(d)(3)(1)(A) in turn provide that these rules can
be relied upon so as to be exempt from reporting under
§6041 and §6041A, and thus not be subject to compliance
with the backup withholding procedures of §3406.**

Thus, it is not essential for the payor to receive documen-
tation on Form W-8BEN from the payee, although presumably
documentation of this nature will usually assist the payor to sat-
isfy the second test in the regulation (i.e., that the payor “does
not know, or have reason to know, that the payee is a U.S. citi-
zen or resident alien”).

The presumption in Reg. §1.1441-1(b)(3)(iii)(E) apparent-
ly applies whether the payor is a U.S. payor or a non-U.S. pay-
or for purposes of the §6041 and §6041A regulations, and it
apparently applies whether or not the payment to the payee is
made outside the United States for purposes of those regula-
tions.

' These regulations cross-reference Reg. §1.6049-5(d)(2)(i), which incor-
porates the presumption in Reg. §1.1441-1(b)(3)(iii)(E).
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XIl. Special Computational Problems for
Employees and Self-Employed Individuals

A. In General

To the extent that a self-employed nonresident alien is
subject to withholding tax on U.S.-source compensation for
services, the §1441 withholding rules do not attempt to match
closely the rate of withholding tax (30%) with the nonresident
alien’s substantive tax liability, which is computed on a net ba-
sis at graduated rates. As discussed in II.C., above, the wage
withholding tax rules on employees attempt to match the rate of
withholding tax much more closely with the employee’s sub-
stantive federal income tax liability, but only rarely will the two
be identical. In most cases, a discrepancy will occur because
the wage withholding system uses a number of “short-cuts”
that may result in either underwithholding or overwithholding.
In other cases, the disparity may be much greater because the
Code may provide for a withholding exemption for remunera-
tion that may nevertheless be taxable to the employee. In the
international context, the disparity will often be large, not on-
ly because of rules such as that in §3401(a)(8)(A)(ii) (exemp-
tion from withholding for remuneration that is subject to for-
eign wage withholding, regardless of the rate of foreign wage
withholding tax), but also because a foreign employer that pays
compensation (whether the employee is a U.S. citizen or resi-
dent alien working abroad, or an employee working in the Unit-
ed States) will usually not withhold U.S. wage withholding tax
even if technically U.S. withholding is required under §3401.

This section discusses in greater detail some of the typical
situations in which discrepancies between wage withholding
tax and substantive tax liability may occur. The situations dis-
cussed below are by no means exhaustive, however, and atten-
tion is drawn to other examples contained in the preceding sec-
tions. See also, generally, 392 T.M., Withholding, Social Secu-
rity and Unemployment Taxes on Compensation.

B. Employee Who Moves Abroad During the Year

An employee may work in the United States at the begin-
ning of the calendar year but begin working outside the United
States at a later time during the year. In many cases the em-
ployee’s remuneration during the months after his or her move
will be partially or completely exempt from U.S. residual tax.
As explained in II.C.9., above, however, the wage withhold-
ing system does not permit an employee’s withholding tax dur-
ing the early months of the calendar year to be reduced so as
to reflect an expected exclusion from gross income for remu-
neration that the employee expects to earn later in the same
year. The reason for this rule seems to be that if the expect-
ed move outside the United States does not occur or is shorter
than planned, underwithholding during the early months would
occur. If the employee does move abroad, however, overwith-
holding will often occur, and the excess withholding tax would
be refunded to the employee only after the employee has filed
his or her U.S. tax return for the year.

This situation is likely to occur for two categories of em-
ployees. First, employees who move abroad during the year
and who are classified as nonresident aliens for U.S. tax pur-
poses after the move, are exempt from U.S. tax on their remu-
neration for services performed outside the United States af-
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ter the move. This happens whether they are resident aliens or
nonresident aliens while working in the United States prior to
the move. Second, U.S. citizens and resident aliens who move
abroad during the year and qualify for the §911 exclusion on
part or all of their foreign-source earned income after the move,
will also be exempt from U.S. tax on the excluded income in
the same manner. However, there is no provision on Form W-4
or in the wage withholding regulations for an anticipated exclu-
sion of salary from gross income to be reflected in the level of
wage withholding on remuneration that is subject to withhold-
ing. Thus, Form W-4 only permits wage withholding tax to be
reduced to take into account anticipated deductions or credits
that the employee expects to claim on his or her tax return for
the year.

Because deductions and credits may be reflected on Form
W-4 but not expected exclusions, one possibility for a U.S. cit-
izen or resident alien who expects to move abroad is to furnish
Form W-4 to the employer at the beginning of the year reflect-
ing expected foreign tax credits that the employee would claim
on the employee’s expected foreign earned income for the year
based on the assumption that the employee will not elect the
§911 exclusion. This method would result in some reduction in
wage withholding during the period of the year for which the
employee worked in the United States, although often not as
much as would occur if the full expected §911 exclusion could
be reflected on Form W-4, especially if the employee moves to
a low-tax jurisdiction.

C. Employee Who Moves to the United States During the
Year

1. Pre-Move Salary Exempt from U.S. Tax

Overwithholding is just as likely to occur in the reverse
of the situation described immediately above in XII.B., where
an employee works abroad during the early months of the year
with an exemption from U.S. tax, and then moves to the United
States and becomes subject to tax during the later months of the
year.

This situation may occur in several ways. First, a nonresi-
dent alien whose salary before the move was exempt from U.S.
tax may become subject to U.S. tax because the employee’s
salary after the move is U.S.-source and thus is taxable under
§871(b). Second, the salary of a U.S. citizen or resident alien
prior to the move may be excluded from gross income under
§911.

As discussed immediately above, the distinction in the
wage withholding system between exclusions on the one hand,
and deductions and credits on the other, means that the individ-
uals just described may not adjust their wage withholding on
U.S.-source remuneration after the move to reflect the fact that
part or all of their remuneration prior to the move was exempt
from U.S. tax.

The discussion in II.C.9., above, describes the rules on
“part-year employment” in Reg. §31.3402(h)(4)-1(b), whereby
an employee in many cases may reduce the amount of wage
withholding tax to reflect periods of time during prior pay pe-
riods in the year during which the employee was not working
in “employment.” It would appear that if the employee meets
the 245-day test (i.e, that the employee does not expect to work
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in employment subject to wage withholding or substantive tax
liability for more than 245 days in the calendar year), the em-
ployee should be entitled to have withholding tax computed on
an annualized basis with respect to the employee’s U.S.-source
salary only.

2. Nonresident Alien Employee Fails Treaty Exemption
on Pre-Move Salary

A common problem for nonresident alien employees who
move to the United States relates to situations where the em-
ployee works in the United States on visits prior to the move,
but during the same calendar year. Under the income tax treaty
between the employee’s home country and the United States,
the employee will typically be exempt from U.S. tax if the em-
ployee is on a foreign payroll and if the employee spends less
than 183 days during the year in the United States. During the
early months of the year it may appear that the employee sat-
isfies the 183-day test, but as a result of the move to the Unit-
ed States the employee spends more time than expected in the
United States and fails the 183-day test.

If this situation occurs, the treaty exemption will be lost
for all U.S. business days, and the employee will be required
to pay U.S. tax for his or her salary on all U.S. business days
during the year, including the days during the early part of the
year which were originally expected to qualify for the treaty ex-
emption. In this case the employer is not required to make up
the wage withholding that would otherwise have been imposed
on the earlier salary, if the employer and employee have com-
plied with Reg. §31.3401(a)(6)-1(e) (see V.B.6., above). How-
ever, the employee will be required to make up the balance of
tax due. Assuming that the salary for the previous U.S. business
days was subject to withholding tax in the employee’s home
country, a cash flow problem may develop, because the em-
ployee may not have the cash to pay the additional U.S. tax un-
til the employee obtains a refund of home country tax. In any
event, in order to avoid estimated tax penalties when the indi-
vidual files his or her U.S. tax return for the year, the employee
may want to request the U.S. employer to withhold addition-
al amounts from the employee’s wages (under the “additional
withholding” rules discussed in II.C.8., above), or make esti-
mated tax payments on his or her own behalf. The employer
may want to consider making a short-term loan to the employee
of the necessary funds until the employee can obtain a refund
of the overwithheld tax in the home country.

It should be further noted that this problem is not limited to
individuals who actually move to the United States, but can al-
so arise in the case of an employee who remains resident in his
or her home country but who unexpectedly spends more than
183 days on business trips to, or otherwise working in, the Unit-
ed States during the year. This problem can also occur in the
case of individuals who move to the United States from non-
treaty countries, and who visit the United States on business
trips or otherwise work temporarily in the United States prior
to their move. In many cases the individual may have exceed-
ed the §861(a)(3) de minimis test, but the employee’s foreign
employer will frequently not institute a U.S. withholding sys-
tem until after the employee moves to the United States. In this
case the employee is liable for U.S. tax with respect to the pre-
move U.S. business days, and the employer would also remain
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liable for the withholding tax (plus possible interest and penal-
ties) that should have been imposed on such remuneration.

D. Improper Treatment of Particular Remuneration

If an employee’s expected deductions or credits during the
year were not foreseen at the beginning of the year, in certain
cases the employee may adjust his or her wage withholding tax
retroactively so as to prorate the expected tax reduction back
over prior pay periods.”* There may well be situations, how-
ever, where withholding that has been effected on particular
items of remuneration may have been improper, and as a result
a refund of the overwithholding may be made to the employ-
ee without the necessity of using the cumulative withholding
method of Reg. §31.3402(h)(3)-1.

For example, assume in the case of a nonresident alien
whose tax home is abroad that an employer provides an em-
ployee with a housing reimbursement and that the employer
withholds on it. However, the reimbursement may be exempted
from the definition of wages under Reg. §31.3401(a)-1(b)(2) as
a direct reimbursement of a bona fide employee business ex-
pense under an accountable plan. In that case, presumably the
employer may adjust the employee’s withholding tax during a
subsequent pay period within the same calendar year and re-
fund the excess tax to the employee in accordance with the reg-
ulations. A similar situation could occur in the case of a non-
resident alien who spends a number of business days outside
the United States and whose employer’s payroll system can-
not track the employee’s U.S. and foreign business days on a
contemporaneous basis. In this situation, refund of excess with-
holding tax to the employee in a subsequent pay period within
the same calendar year would also seem to be proper. Numer-
ous other situations involving erroneous withholding on partic-
ular compensation items that are in fact exempt from wages un-
der §3401(a) can also be imagined in the case of U.S. citizens,
resident aliens, and nonresident aliens.

If, however, an employer fails to withhold on a particular
item of remuneration that clearly is wages for a particular pay
period, the employer would be liable for the undeposited tax,
plus possible interest and penalties. In this case, it would be ad-
visable for the employer to deposit the balance of the tax due as
soon as the error is discovered.

E. Employee Abroad Who Visits the United States on
Business

Where an employee is based abroad but visits the United
States frequently on business (or performs business services
while visiting the United States for otherwise personal reasons)
without qualifying for a tax treaty exemption from U.S. tax, an
allocation between U.S.- and foreign-source remuneration will
often be required with U.S. tax imposed on the former portion
but often not on the latter portion. This situation may arise in
the case of a U.S. citizen or resident alien working abroad who
is eligible for the §911 exclusion or whose salary is otherwise
exempt from U.S. wage withholding. As discussed above in
VI.A.7., and in VL.B.7., wage withholding purposes will techni-
cally be required in many cases, even though most employers’
payroll systems are not designed to track an employee’s U.S.

24 See IRS Publication 505, Tax Withholding and Estimated Tax.
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and foreign business days from week to week. In this regard, at-
tention is drawn to §3402(e), discussed in II.C.6., above, which
provides authority for failure to withhold on the U.S. business
days if a majority of the remuneration within the pay peri-
od was excluded from the definition of wages because it was
for work that qualified for exemption from wage withholding
tax. This exemption would seem to exempt many foreign-based
employees from wage withholding tax with respect to short
business trips to the United States.

As discussed in II.D.4., above, under Reg. §1.861-4(b)(2)
(i1)(B), a U.S. citizen or resident alien working full-time out-
side the United States would be required to source most taxable
fringe benefits on a geographical basis (e.g., at the employee’s
principal place of work), rather than on a time basis. This rule
would tend to minimize the portion of the employee’s compen-
sation package that was subject to U.S. wage withholding with
respect to the employee’s U.S. business-related trips.

F. Self-Employed Individuals

The overwithholding and underwithholding issues dis-
cussed above with respect to international employees generally
do not arise with respect to self-employed individuals who are
U.S. citizens or resident aliens, provided that the self-employed
individual furnishes the appropriate documentation to the client
or customer in order to be exempt from backup withholding,
in those situations where such documentation is required. If no
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backup withholding is required under §3406, the self-employed
individual would generally pay any U.S. income tax that was
owed on a self-assessed basis. In many situations, the individ-
ual would be required to make quarterly estimated tax pay-
ments at year-end. In most cases, it should be possible for the
self-employed individual to minimize the possibility of making
overpayments of estimated tax by following the applicable es-
timated tax procedures.

In the case of a self-employed nonresident alien who earns
U.S.-source income, however, overwithholding would often
occur if the alien’s customer or client complied with the §1441
withholding procedures. The reason is because the 30% rate
of withholding would usually be higher than the effective rate
of the alien’s substantive tax under §871(b). (As discussed in
IX.D.5., however, in some cases it may be possible for the self-
employed nonresident alien to work with the IRS so as to re-
duce or eliminate the overwithholding that would occur if the
U.S.-source gross compensation for services were subject to
the flat 30% withholding tax under §1441.) Overwithholding
could be further exacerbated if the payor, in order to protect it-
self from the risk of underwithholding, withholds on the por-
tion of the payment that is for services rendered outside the
United States and is thus exempt from both withholding tax and
substantive tax.
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Xlll. Tax Payment and Filing Procedures

A. In General

The Code requires a number of procedural rules to be fol-
lowed where remuneration for services is subject to withhold-
ing at source. These rules prescribe when and how deposits of
tax are to be made and when information on taxes withheld is
required to be furnished to the IRS and to the recipient of the
remuneration. Penalties may be imposed for late deposit or for
failure to deposit withheld taxes, and for nonfiling or late filing
of applicable tax forms and returns.

Because of the complexity of the tax payment and return
filing rules, this section presents only an overview of the sub-
ject. Practitioners seeking guidance on the specific rules should
consult the relevant IRS publications, which contain exhaustive
information on all relevant rules. These include Circular E
(Publication 15) and Publication 505 in the case of wage with-
holding taxes, and Publication 515 in the case of withholding
on service fees paid to nonresident aliens. Additional sources of
information include 6560 T.M., Payments Directed Outside the
United States — Withholding and Reporting; 6830 T.M., In-
ternational Aspects of U.S. Social Security and Unemployment
Taxes (discussion of procedural rules governing social security
taxes, most of which also apply for purposes of the wage with-
holding tax); and 392 T.M., Withholding, Social Security and
Unemployment Taxes on Compensation (U.S. Income Series).

B. Wage Withholding Rules

1. Taxpayer Identification Numbers

Where an individual receives wages and other remunera-
tion subject to §3402 withholding, both the employee and the
employer must obtain taxpayer identification numbers.”® Ap-
plication for an employer identification number is made on
Form SS-4. The employee in most cases is required to obtain a
social security number by applying to the Social Security Ad-
ministration on Form SS-5. If the employee is not a U.S. cit-
izen and without a U.S. visa that permits employment with a
U.S. employer, however, the regulations of the Social Securi-
ty Administration may prohibit the issuance of a social security
number.*®

If the employee cannot obtain a social security number,
the employee may nevertheless be required to obtain an “indi-
vidual taxpayer identification number” (ITIN) if he or she is
required to file a federal income tax return.””’ Application for

586011 and §6109, and the regulations thereunder.

2% See the Worksheets for 6830 T.M., International Aspects of U.S. Social
Security and Unemployment Taxes.

*Reg. §301.6109-1(b)(2). ITINs issued after December 31, 2012 remain
in effect until the individual to whom the ITIN is issued does not file a U.S. tax
return (or is not included on a U.S. tax return as a dependent) for three consec-
utive tax years, at which time the ITIN will expire on the last day of the third
consecutive tax year of nonuse. See §6109(i)(3)(A), added by the Protecting
Americans from Tax Hikes Act of 2015, Pub. L. No. 114-113, Div. Q, §203.
ITINs issued before January 1, 2013, on the other hand, have all exceeded their
applicable date. See §6109(1)(3)(B), §6109(i)(3)(C). Notice 2016-48 provides
guidance regarding the implementation of §6109(i), from initial application for
an ITIN through request for renewal of an ITIN that has expired due to nonuse
and renewal of an ITIN set to expire based on the mandatory expiration sched-
ule. In fact, Notice 2016-48 states that the IRS is implementing a simplified
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an ITIN is made on IRS Form W-7. Employees who would be
required to file a return would include nonresident alien em-
ployees who work temporarily in the United States and whose
foreign employers do not withhold U.S. wage withholding tax
from their salary, but who are nevertheless required to file a
U.S. tax return.

2. Deposit of Withheld Taxes

Wage withholding taxes generally must be deposited pe-
riodically by the employer through an authorized electronic
funds transfer system. The frequency of deposits ranges from
as often as eight times a month, to as infrequently as quarterly,
depending on the aggregate build-up of cumulative withhold-
ing taxes in the hands of the employer. Circular E should be
consulted on the specific rules.

3. Forms

The employer is required to file a quarterly Form 941,
Employer’s Quarterly Federal Tax Return, reporting the total
amount of wage withholding tax and FICA withheld during
each calendar quarter.”® Erroneous overwithholding of tax in
a prior calendar quarter for the same year may be adjusted on
Form 941, provided that an explanatory statement is attached
to the return.

An annual Form W-2 is also required to be furnished to all
employees whose remuneration was subject to either FICA or
to wage withholding.” Form W-2 must be furnished to the em-
ployee by January 31 after the close of the calendar year, and
a duplicate must be filed with the Social Security Administra-
tion by February 28. A transmittal Form W-3 must also be filed
with the Social Security Administration by February 28.

Where remuneration is exempt from wage withholding, in
many cases the law may require a statement to be obtained by
the employer from the employee. These rules are discussed in
IV., V., and VI. above.

4. Penalties

a. Statutory Interest

Interest at the rate prescribed by §6601 accrues in the case
of late deposit of withholding taxes. However, interest ceas-
es to run when the employee makes a voluntary payment of
the amount of his or her substantive tax liability, to the extent
that the employee’s payment covers the amount of withhold-
ing tax that the employer should have deposited. In addition,
§3402(d) and §6205 provide that in certain situations no inter-
est is charged where the employer inadvertently failed to with-
hold, but subsequently files a timely supplemental return re-
porting the underpayment.”

expiration schedule for ITIN holders in recognition of the fact that many may
not know when their ITINs were actually issued. Therefore, for administrative
simplicity and effectiveness, the IRS will expire ITINs based on the fourth and
fifth (middle) digits of the ITIN, rather than the issuance date schedule provid-
ed in the Code. The IRS will notify ITIN holders by letter (Letter 5821) and
further guidance will be published.

*%§6011(a).

*86051.

0 See the discussion in 392 T.M., Withholding, Social Security and Un-
employment Taxes on Compensation (U.S. Income Series).
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b. Late Deposit of Tax

Failure to deposit withholding taxes on or before the due
date exposes the employer to a penalty under §6656(a), unless
the late deposit is due to “reasonable cause” or the exception for
first-time depositors of employment taxes under §6656(c) ap-
plies. Depending on the specific facts, the penalty ranges from
2% up to 15%.

c. Late Filing of Form 941

If Form 941, Employer’s Quarterly Federal Tax Return,
is filed late (or is not filed at all), and if there is any liability
for undeposited withholding taxes on the due date, the 5% per
month penalty of §6651 applies unless the late filing or nonfil-
ing is due to “reasonable cause.”' The maximum penalty un-
der §6651 is 25%, unless the failure to file is fraudulent. In this
case, the penalty is 15% per month, up to a maximum of 75%.*”

d. 100% Penalty

If an employer becomes insolvent and has no assets to sat-
isfy its liability for unpaid withholding taxes, a penalty equal to
the amount of the unpaid taxes may be imposed under §6672
on certain officers or employees who were responsible for the
failure to deposit the withheld taxes.

e. Other Penalties

Other penalties that may be imposed include possible civil
penalties for negligence or fraud under §6663; criminal penal-
ties under §7201-§7216; the .5% per month penalty under
§6651 for failure to pay taxes shown on Form 941, Employer’s
Quarterly Federal Tax Return; and civil penalties under §6674
for failure to furnish Form W-2 to employees.

C. Section 1441 Withholding on Self-Employed
Nonvresident Aliens

1. Taxpayer Identitication Numbers

A self-employed nonresident alien who receives U.S.-
source compensation for services usually must obtain an in-
dividual tax identification number (ITIN) for one of two rea-
sons. If the individual is subject to 30% withholding tax under
§1441 (i.e., not eligible for a tax treaty exemption), he or she
is required to show an ITIN on Form W-8BEN. If the individ-
ual does not obtain an ITIN and furnish Form W-8BEN to the
payor, the payor will withhold either 24% backup withholding
tax under §3406 or 30% withholding tax under §1441, depend-
ing on the facts and the presumptions in the §1441 regulations.
However, if the nonresident alien wishes to file Form 1040NR,
U.S. Nonresident Alien Income Tax Return, and obtain a re-
fund of part or all of the withheld tax on the basis of his or her
actual facts, the nonresident alien will need to obtain an ITIN
in order to file a proper return.””

»'See T.L. Squared, Inc. v. United States, 74-1 USTC 99260 (D. Ohio
1974), and De Franco v. United States, 56-1 USTC {9543 (D. Cal. 1956), in
which the §6651 penalty of 5% per month was imposed for late filing of Form
941.

*286651(f).

*Reg. §301.6109-1(d)(3).
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If instead the nonresident alien claims a treaty exemption
from 30% withholding under Reg. §1.1441-4(b)(2), those reg-
ulations also require the nonresident alien to obtain an ITIN
and to show it on Form 8233, Exemption From Withholding on
Compensation for Independent (and Certain Dependent) Per-
sonal Services of a Nonresident Alien Individual, in order to be
exempt from §1441 withholding.

The payor may also be required to obtain a taxpayer iden-
tification number (TIN) if the payor does not already have one.
However, if the payor is a foreign person not engaged in trade
or business in the United States there is apparently no require-
ment that a TIN be obtained, provided that the person also has
no U.S. office or place of business; has no U.S. fiscal or paying
agent; and has not filed a federal income tax return in his or her

own name.”*

2. Deposit of Withheld Taxes

Taxes withheld under §1441 must be deposited at intervals
ranging from quarter-monthly to annually, depending on the
aggregate dollar build-up of withholding taxes in the hands of
the withholding agent. Since 2010, the applicable regulations
have required the use of electronic funds transfers for de-
posits.” A detailed discussion of the §1441 deposit rules is
contained in 6560 T.M., Payments Directed Outside the United
States — Withholding and Reporting, and in IRS Publication
515, Withholding of Tax on Nonresident Aliens and Foreign
Corporations.

3. Forms

In addition to electronic transfers of withheld §1441 taxes,
Form 1042-S, Foreign Person’s U.S. Source Income Subject to
Withholding, must be furnished to the IRS and to the payee on
or before March 15 of the year following that in which the pay-
ment is made, together with a transmittal Form 1042, Annu-
al Withholding Tax Return for U.S. Source Income of Foreign
Persons, covering all Forms 1042-S for the year. Form 1042-S
must be used even if the compensation for services is exempt
from withholding under an income tax treaty. A detailed analy-
sis of the rules governing Form 1042-S and Form 1042 is in
6560 T.M., Payments Directed Outside the United States —
Withholding and Reporting.

4. Penalties

Penalties for late deposit (or nonpayment) of §1441 with-
holding taxes and for late filing (or nonfiling) of Form 1042-S
and Form 1042 may also be imposed. These penalties in gen-
eral are the same as those imposed under the wage withholding
system, discussed in XIII.B.4., above. Thus, penalties may in-
clude §6601 interest on taxes not timely deposited (up to the
date on which the recipient pays such taxes on a voluntary self-
assessed basis); the four-tiered late deposit penalty of §6656;
the 5% per month penalty for late filing (or non-filing) of Form
1042-S and Form 1042 under §6651; fraud penalties under
§6663; and criminal penalties under §7201-§7216.

*Reg. §301.6109-1(b)(2).
¥ T.D. 9507, 75 Fed. Reg. 75,897, 75,904 (Dec. 7, 2010).
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D. Information Returns Required by Section 6041 and
Section 6041A

1. Taxpayer Identitication Numbers

A taxpayer identification number (TIN) technically should
be obtained by both the payor and the payee with respect to
remuneration required to be reported on Form 1099-NEC or a
supplemental Form W-2. However, there is apparently no re-
quirement that a TIN be obtained if the payor is a foreign per-
son who has no U.S. trade or business, no U.S. office or place
of business, and no U.S. fiscal or paying agent, and has not
filed a U.S. federal income tax return in his, her, or its own

name.””

2. Withholding of Tax

Because §6041 and §6041A only require information be
furnished to the IRS, withholding is not required unless the
backup withholding rules of §3406 are applicable.

*Reg. §301.6109-1(b)(2).
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3. Forms

Form 1099-NEC (or the supplemental Form W-2) must be
furnished to the payee by January 31 of the year following the
payment of the service fees, and a duplicate thereof together
with a transmittal Form 1096 must be filed with the IRS by
February 28.*7

4. Penalties

Where §6041 reporting is required but is not done, civil
penalties may be imposed under §6721 in the absence of rea-
sonable cause (usually in the amount of $250 per late or incor-
rect return.

It should be noted that even though the payor has obtained
proper documentation from the payee, the payor may still need
to file Form 1099-NEC.

*"Reg. §1.6041-6(a) (the deadline is March 31, if filed electronically). See
T.D. 9892, 85 Fed. Reg. 5,323 (Jan. 30, 2020).

09/01/2025 A -85






TABLE OF WORKSHEETS

Worksheet 1 Visa Symbols for Classifying Nonimmigrant Aliens.

Working Papers for this Portfolio can be found at https://bloombergtax.com.

Additional Resources

* Form SS-4, Application for Employer Identification Number.

* Form SS-5, Application for a Social Security Card.

* Form SS-8, Determination of Employee Work Status for Purposes of Federal Employment Taxes and Income Tax Withholding.
* IRS Publication 505, Tax Withholding and Estimated Tax.

* IRS Publication 919, How Do I Adjust My Tax Withholding?

%)
|—
L
L
T
)
2
s
o
=
LL
o
L
-
0
I_

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
6820 9 y p g

ISBN 978-1-61746-986-2 09/01/2025 B -1






	6820-1_TP-09-01-2025
	TAX MANAGEMENT
	  PORTFOLIOS™
	FOREIGN INCOME


	International Aspects of U.S. Income Tax Withholding on Wages and Other Compensation for Services
	John L. HarringtonDentons USA LLPWashington, DC


	6820-1_PD-09-01-2025
	TAX MANAGEMENT
	  PORTFOLIOS™
	FOREIGN INCOME


	International Aspects of U.S. Income Tax Withholding on Wages and Other Compensation for Services
	PORTFOLIO DESCRIPTION


	6820-1_TC-09-01-2025
	TABLE OF CONTENTS

	6820-1_DA_01-09-01-2025
	DETAILED ANALYSIS
	I. Introduction
	A. In General
	B. Scope of this Portfolio
	C. Status as a U.S. Citizen, Resident Alien, or Nonresident Alien
	1. Federal Income Tax Distinction Between U.S. Citizens and Resident Aliens
	2. Status as a Resident Alien or a Nonresident Alien
	D. Summary of Withholding and Reporting Consequences

	6820-1_DA_02-09-01-2025
	II. U.S. Income Tax Withholding and Reporting on Employees — General Structure
	A. General Statutory Requirements
	B. Definition of “Wages”
	1. Statutory Exceptions
	2. Administrative Exceptions
	3. “Worldwide” Embrace of Section 3401(a)
	C. Withholding Tax Rates and Procedures
	1. In General
	2. Percentage Method and Wage Bracket Method
	3. Shorthand Features of the IRS Methods
	4. Avoidance of Overwithholding; Form W-4
	5. Employee Who Expects No Tax Liability
	6. Included/Excluded Wages
	7. Withholding on Supplemental Wages
	8. Additional Withholding
	9. Part-Year Employment
	10. IRS Publications for Employers and Employees
	D. Overview of U.S. Income Tax Withholding and Reporting on Wages in an International Context
	1. General “Territoriality” of Wage Withholding Tax
	2. U.S. Sourcing Rules for Compensation for Services
	3. General Rules for Employee Compensation
	4. Fringe Benefits
	a. In General
	b. Temporary Living Expenses
	c. Housing
	d. Home Leave Expenses
	e. Tuition Expenses for Dependents’ Private Schooling
	f. Personal Use of Automobile
	g. Devices Used for Communications
	h. Moving Expenses
	i. Tax Equalization Payments
	j. Low-Interest or Interest-Free Loans
	k. Cost of Meals
	l. Reimbursement of U.S. Education Expenses of a Nonresident Alien Student
	m. Miscellaneous Fringe Benefits
	5. Sourcing of Taxable Allowances
	6. Potential Section 6662 Penalty
	E. Withholding on Bonuses and Deferred Compensation
	1. In General
	2. Section 409A Rules
	3. Nonresident Alien Recipient
	a. Payment Is Foreign-Source Income
	b. Payment Is U.S.-Source Income
	c. Combined U.S.- and Foreign-Source Income
	4. U.S. Citizen Recipient
	a. Payment Is Foreign-Source Income
	(1) Section 911 Exclusion
	(2) No Section 911 Exclusion
	(3) Other Wage Withholding Exemptions
	b. Payment Is U.S.-Source Income
	5. Resident Alien Recipient
	a. Payment Is Foreign-Source Income
	b. Payment Is U.S.-Source Income
	6. Funded Deferred Compensation Plans
	a. Distributions from U.S. Qualified Plans
	b. Plans Not Qualified Under U.S. Law
	c. The Rules of Section 72(f)(2) and Section 72(w)
	d. Special Section 911 Rules
	7. Equity-Based Compensation Plans (Stock Options, Etc.)
	F. Estimated Tax Requirements of Individuals
	G. Crediting of Wage Withholding Tax and Estimated Tax by the Individual
	H. Penalties for Underwithholding of Section 3402 Tax
	I. Issuance of W-2 Reporting at Year-End
	J. Wage Withholding on Behalf of “Disregarded Entities”
	K. Employer Appointment of Authorized Agent (Form 2678)
	L. Special Rules for U.S. Citizens, Resident Aliens, and Nonresident Aliens
	1. U.S. Citizens
	2. Resident Aliens
	3. Nonresident Aliens
	M. Foreign Employer with No U.S. Contacts
	1. Exposure to Tax
	2. Disbursing Agent Subject to U.S. Jurisdiction

	6820-1_DA_03-09-01-2025
	III. U.S. Income Tax Withholding and Reporting on Self-Employed Individuals — General Structure
	A. Relevant Issues for the Payor of Remuneration for Services
	1. Is the Individual an Employee or Self-Employed?
	2. Payee’s Status as a U.S. Citizen, Resident Alien, or Nonresident Alien
	3. Where Are the Services Performed?
	4. Is the Payor Engaged in a Trade or Business?
	5. Is the Payor a U.S. Person or a Foreign Person?
	6. Distinction Between Section 1441 and Section 3406 Withholding
	B. Backup Withholding Rules of Section 3406
	1. Background of Section 6041 and Section 6041A
	a. General Rules
	b. All Payments for Services Potentially Covered
	c. Payor Must Be Engaged in a Trade or Business
	d. Payments Must Total $600 or More
	e. Payee Must Be an Individual
	f. Treatment of Employees
	g. Exception for Certain Nonresident Aliens
	h. Global Scope of Section 6041 and Section 6041A
	2. “Reportable Payments” Under Section 3406
	C. Nonresident Alien Withholding Under Section 1441
	D. Overview of U.S. Income Tax Withholding and Reporting on Payments to Independent Contractors
	1. U.S. Citizens and Resident Aliens Working in the United States
	2. Nonresident Aliens Working in the United States
	3. U.S. Citizens and Resident Aliens Working Outside the United States
	4. Nonresident Aliens Working Outside the United States
	E. Reimbursement of Expenses
	1. In General
	2. Nonresident Alien Payees
	3. Reimbursements Made Without an Accountable Plan
	F. Deferred Compensation for Self-Employed Individuals
	1. In General
	2. Equity-Based Compensation
	G. FATCA Rules Under Section 1471 – Section 1474

	6820-1_DA_04-09-01-2025
	IV. U.S. Citizens and Resident Aliens Working in the United States as Employees
	A. Services Performed in the United States
	B. Short-Term Work Outside the United States

	6820-1_DA_05-09-01-2025
	V. Nonresident Aliens Working in the United States as Employees
	A. Territorial Rule Applicable to Nonresident Aliens
	B. Services Performed in the United States — Exempt Remuneration
	1. De Minimis Exception
	2. F-Visa, J-Visa, and Q-Visa Holders
	3. Employees of Foreign Governments and International Organizations
	a. Direct Employees
	b. Employees of Corporations Owned by Foreign Governments
	4. Canadian and Mexican Residents
	5. Crew Members of Foreign Vessels
	6. Remuneration Exempt Under an Income Tax Treaty
	C. Services Performed in the United States — Taxable Remuneration
	1. Special Form W-4 Rules for Nonresident Alien Employees
	2. Withholding on U.S.-Source Remuneration Only if Classified as Wages
	3. Services Performed Both Within and Without the United States
	4. Wage Withholding Is Almost Never at 30% Rate
	D. Nonresident Aliens Electing Resident Status Under Section 6013(g) and (h)
	E. Resident Alien Election Under Section 7701(b)(4)
	F. Estimated Tax Requirements
	G. Foreign Employer Who Fails to Withhold
	H. Nonresident Aliens Without a U.S. Social Security Number
	I. Exceptions from Section 1441 Withholding
	1. Wages Subject to Section 3402 Withholding
	2. Remuneration Exempt from Section 3402 Withholding
	3. Certain Wages Exempt from Withholding Under Section 3402(e)
	4. Form 1042/1042S Filing Requirements

	6820-1_DA_06-09-01-2025
	VI. U.S. Citizens and Resident Aliens Working Outside the United States as Employees
	A. U.S. Citizens
	1. Income Excluded Under Section 911
	2. Remuneration from Working in Certain U.S. Possessions
	3. Income Excluded Under Section 933
	4. Remuneration Subject to Foreign Wage Withholding Tax
	a. Employer Must Be Legally Required to Withhold Under Foreign Law
	b. Foreign Political Subdivisions
	c. Rate of Foreign Withholding Tax Not Relevant
	d. The Foreign Withholding Tax Must Be on “Income”
	e. Relationship to the Section 911 Exclusion
	f. Peculiarities of Foreign Law
	g. Noncompliance with Foreign Withholding Law
	h. Withholding Agreement with Foreign Government
	i. Supplemental Wages
	5. Adjustment to Reflect Foreign Tax Credits
	6. Employee Who Expects No U.S. Tax Liability
	7. Business Days in the United States
	8. Withholding if No Exemption Applies
	a. General
	b. U.S. Employer
	c. Foreign Employer with Part or Full U.S. Ownership
	d. Foreign Employer with No U.S. Contacts
	9. Wage Withholding by U.S. Disbursing Agent
	10. Estimated Tax Liability
	11. Practical Implications
	12. Employees of Foreign Governments and International Organizations
	B. Resident Aliens
	1. Determining Alien’s Status as a Resident
	2. No Special Section 3401(a) Exception
	3. Remuneration Excluded from Employee’s Gross Income
	4. Remuneration Subject to Foreign Wage Withholding Tax
	5. Form W-4 May Be Used to Reduce U.S. Withholding
	6. Employees Classified as Residents of a Treaty Country
	7. Business Trips Back to the United States
	8. Foreign Employer with No U.S. Contacts
	9. Employees of Foreign Governments and International Organizations
	C. IRS Reporting Even if No Wage Withholding
	D. Identifying Employees Who Are U.S. Citizens or Resident Aliens
	E. Employees of Foreign Disregarded Entities
	F. “Common Law Employees” of a U.S. Corporation
	G. Mandatory FICA Coverage for Foreign Entities Under Section 3121(z)

	6820-1_DA_07-09-01-2025
	VII. Nonresident Aliens Working Outside the United States as Employees

	6820-1_DA_08-09-01-2025
	VIII. Self-Employed U.S. Citizens and Resident Aliens Working in the United States
	A. General Rules
	B. Resident Aliens from Certain Tax Treaty Countries
	C. Foreign Governments and International Organizations

	6820-1_DA_09-09-01-2025
	IX. Self-Employed Nonresident Aliens Working in the United States
	A. Self-Employed Nonresident Aliens and U.S. Citizens Compared
	B. General Rules
	1. U.S.-Source Income Only
	2. Withholding Even if Income Is Effectively Connected
	3. Identity of Payor and Place of Payment
	4. Payor’s Knowledge of the Section 1441 Withholding Requirements
	5. Return-on-Capital Income Versus Services Income
	6. Self-Employed Status Is Not Elective
	C. Procedures Where No Withholding Exemption Applies
	1. General Comments
	2. Section 1441 Procedures Where No Exemption Applies
	3. Prorated Personal Exemption
	4. Filing Form 1042 and Form 1042S
	D. Exceptions from Section 1441 Withholding
	1. Compensation of Certain Canadians and Mexicans
	2. Income Exempt Under the Code or a Treaty
	a. De Minimis Exception
	b. Crew Members of Foreign Vessels
	c. Income from the Operation of Ships and Aircraft
	d. Tax Treaty Exemptions
	e. IRS Penalties for Failure to Document Section 1441 Exemptions
	3. Certain Payments by Ship Suppliers
	4. Contractors with Foreign Governments and International Organizations
	5. Reduction in 30% Withholding Rate
	6. Filing Requirements for Form 1042 and Form 1042S
	E. Estimated Tax Rules
	F. Social Security Tax
	G. Special Categories of Nonresident Aliens
	1. Directors’ Fees
	2. Artists, Entertainers, and Athletes
	3. Fellowships of F-Visa, J-Visa, M-Visa, and Q-Visa Aliens
	4. Section 6013(g) and Section 6013(h) Elections
	H. Non-Applicability of FATCA withholding
	I. Remuneration for Services Paid to Foreign Partnerships and Foreign Corporations
	1. Withholding Under Section 1441 and Section 1442
	2. Potential FATCA Withholding

	6820-1_DA_10-09-01-2025
	X. Self-Employed U.S. Citizens and Resident Aliens Working Outside the United States
	A. Interplay of Section 1441, Section 6041, Section 6041A, and Section 3406
	B. Rules that Apply to Services Performed Outside the United States
	C. Summary of the Reporting Rules for U.S. Citizens and Resident Aliens Working Outside the United States

	6820-1_DA_11-09-01-2025
	XI. Self-Employed Nonresident Aliens Working Outside the United States

	6820-1_DA_12-09-01-2025
	XII. Special Computational Problems for Employees and Self-Employed Individuals
	A. In General
	B. Employee Who Moves Abroad During the Year
	C. Employee Who Moves to the United States During the Year
	1. Pre-Move Salary Exempt from U.S. Tax
	2. Nonresident Alien Employee Fails Treaty Exemption on Pre-Move Salary
	D. Improper Treatment of Particular Remuneration
	E. Employee Abroad Who Visits the United States on Business
	F. Self-Employed Individuals

	6820-1_DA_13-09-01-2025
	XIII. Tax Payment and Filing Procedures
	A. In General
	B. Wage Withholding Rules
	1. Taxpayer Identification Numbers
	2. Deposit of Withheld Taxes
	3. Forms
	4. Penalties
	a. Statutory Interest
	b. Late Deposit of Tax
	c. Late Filing of Form 941
	d. 100% Penalty
	e. Other Penalties
	C. Section 1441 Withholding on Self-Employed Nonresident Aliens
	1. Taxpayer Identification Numbers
	2. Deposit of Withheld Taxes
	3. Forms
	4. Penalties
	D. Information Returns Required by Section 6041 and Section 6041A
	1. Taxpayer Identification Numbers
	2. Withholding of Tax
	3. Forms
	4. Penalties

	6820-1_TW-09-01-2025
	TABLE OF WORKSHEETS


