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Subject to Withholding. The 
withholding agent reports its aggregate 
payments and related withholding on 
Form 1042, Annual Withholding Tax 
Return for U.S. Source Income of 
Foreign Persons. Failure to properly 
report and withhold may expose the 
withholding agent to liability for the tax 
that should have been withheld, plus 
substantial penalties and interest. 
When combined, these amounts can 
quickly grow into significant liabilities.    

Three-Step Audits of 
Withholding Agents 
The IRS announced in 2008 that it was 
designating withholding tax issues as a 
Tier I issue. The elevation of 
withholding tax issues to Tier I status 
requires all IRS examiners to focus on 
withholding tax matters during their 
audits and to coordinate their audits 
and their findings with the designated 
issue owner executive and issue 
management team. For each 
department of a withholding agent that 
is audited, examiners are instructed to 
approach the audit in three main steps.  

First Step 

First, examiners use certain 
information, such as employer 
identification numbers, address fields, 
vendor numbers, and other 
information, to identify foreign vendors 
or payees.  Several areas within an 
organization, including the treasury, 
finance, accounts payable, 
compensation and benefits functions, 
may make payments to non-U.S. 
persons that could potentially be 
subject to U.S. reporting and 
withholding.   Thus, companies should 
evaluate the accuracy and consistency 
of their internal processes, systems and 
procedures utilized for identifying 
foreign persons.   

Additionally, IRS guidelines indicate 
that the withholding agent should 
request that the foreign payee provide 
certain documentation so that the 
withholding agent may determine the 
appropriate withholding, if any. The 
various IRS forms in which the foreign 
payee may complete and return to the 
withholding agent include Forms W-8 
BEN, W-8 ECI, W-8 EXP, W-8 IMY, 
and 8233. The examiner will likely 
request such forms in order to confirm 
their validity. Any form that is expired, 
claims treaty benefits to which the 
foreign payee is not entitled, or that are 
otherwise invalid may result in 
significant exposure for assessment of 
additional taxes, penalties, and interest. 

Second Step 

Second, examiners test the controls 
used by withholding agents to identify 
FDAP payments being made to foreign 
vendors or payees. A withholding 
agent's failure to have written policies, 
procedures, system flowcharts, 
controls, etc. does not mean that it is 
not in compliance with the information 
reporting and withholding rules. It does 
mean, however, that the IRS may 
perform a more extensive and intrusive 
audit to ensure compliance. Therefore, 
companies should have a rigorous 
invoice approval process and adequate 
system controls in place to help ensure 
the integrity and accuracy of critical 
data elements required to properly 
differentiate between FDAP and non-
FDAP payments.  

Third Step 

Third, examiners identify foreign 
vendor or payee FDAP payments made 
by the company that are U.S. source. If 
the withholding agent does not have 
contemporaneous documentation that 
identifies the source of the payment, 
examiners will presume the payment is 
U.S. source. Contemporaneous 
documentation may include 



 

PwC Private Company Services Tax Insight 3 
 

correspondence and contract invoice 
notations, among other things. 
Accounts payable departments should 
have procedures in place that require 
invoice notations identifying the 
percentage of services performed in the 
United States, and legal agreements 
should clearly state whether the 
services will be performed inside or 
outside of the United States. If these 
procedures fail, the accounts payable 
department should contact the 
appropriate department requesting the 
service or approving the invoice to 
obtain information relating to where 
services were performed. 

Appropriate preparations should be 
made if an examiner requests to 
interview individuals in charge of 
approving or processing payments, 
since these individuals often do not 
have experience dealing with the IRS. 
When possible, a taxpayer 
representative should be present for the 
interview. Alternatively, the taxpayer 
might consider proposing acceptable 
alternatives in place of an interview 
(e.g., suggest to the IRS that the 
company provide written responses to 
specific questions).  

Examiners may also request copies of 
Form 5471, Information Return of U.S. 
Persons With Respect To Certain 
Foreign Corporations, and Form 5472, 
Information Return of a 25% Foreign-
Owned U.S. Corporation, to identify 
payments made to related foreign 
entities. Examiners will attempt to 
match these payments to those 
reported on Forms 1042 and 1042-S. 
Private companies that receive this 
request need to approach it with 
caution since Forms 5471 and 5472 
generally are filed on an accrual basis, 
while FDAP payments are reported on a 
cash disbursement basis. Accordingly, 
amounts reported on Forms 5471 and 
5472 may not directly reconcile with 

amounts reported on Forms 1042 and 
1042-S.  However, private companies 
still need to ensure that the amounts 
reported on these forms are consistent, 
taking the cash/accrual difference into 
account.   

What This Means to 
Private Companies  
Private companies must be prepared 
for an IRS examination in connection 
with NRA reporting and withholding 
rules. Once the IRS notifies the 
taxpayer of its intent to perform an 
audit, it may be too late to remedy any 
noncompliance, since the remediation 
process can take up to a year or more to 
complete. Therefore, companies should 
consider assessing their level of 
compliance with the NRA reporting and 
withholding rules as soon as possible. If 
deficiencies are found, proactively 
remediating those deficiencies will 
drastically reduce exposures to 
withholding taxes, penalties, and 
related interest.  

To help ensure compliance on a 
prospective basis, private companies 
may consider (1) improving their 
internal systems, (2) developing and 
implementing new policies and 
procedures, and (3) better training of 
personnel responsible for 
implementing the NRA reporting and 
withholding rules.    

How PwC can help - a 
PwC "health check" 
PwC's Global Information Reporting 
(GIR) team can execute a "health 
check" with a private company's tax and 
other internal departments to review 
areas where instances of 
noncompliance commonly occur. 
Similar to a mock audit, this process 
follows the guidance in the IRS 
Revenue Manual to provide a 
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comprehensive overview of a 
company's current level of compliance 
and potential deficiencies associated 
with the information reporting rules. 
Subsequently, PwC may assist with 

remediating compliance failures of the 
past, while also helping to establish 
processes and procedures that promote 
future compliance. 
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