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greater) in the case of a partnership, or 
an owner’s interest, as a percentage, in 
S corporation stock in the case of an S 
corporation. 

(4) Testing day. The term testing day 
refers to the first day of a passthrough 
entity’s taxable year. 

(c) Payments from a passthrough enti-
ty—(1) General rule. Section 3402(t)(1) 
does not apply to payments made by 
passthrough entities during the taxable 
year, except as provided in paragraph 
(c)(2) of this section. 

(2) Exception. Section 3402(t)(1) ap-
plies to any payment during the tax-
able year from a passthrough entity if 
the aggregate ownership percentage 
held, directly or indirectly, in the enti-
ty on the testing day by one or more of 
the government entities described in 
section 3402(t)(1) is at least 80 percent. 
For purposes of this paragraph (c)(2), 
any manipulation of the ownership per-
centage with an intent to avoid appli-
cation of section 3402(t) will be re-
characterized as appropriate to reflect 
the actual ownership percentage. 

(d) Payments to a passthrough entity— 
(1) General rule. Section 3402(t)(1) ap-
plies to payments made to passthrough 
entities during the taxable year, except 
as provided in paragraph (d)(2) of this 
section. 

(2) Exception—(i) In general. Section 
3402(t)(1) does not apply to any pay-
ment during the taxable year to a pass-
through entity if the aggregate owner-
ship percentage held, directly or indi-
rectly, in the entity on the testing day 
by one or more persons each of which is 
described in section 3402(t)(2)(E) or is 
an Indian Tribal government is at least 
80 percent. For purposes of this para-
graph (d)(2)(i), any manipulation of the 
ownership percentage with an intent to 
avoid application of section 3402(t) will 
be recharacterized as appropriate to re-
flect the actual ownership percentage, 
if the government entity making the 
payment knew or should have known 
that the payee’s ownership percentage 
had been manipulated with intent to 
avoid application of section 3402(t). 

(ii) Payments derived from sources out-
side the United States. Section 3402(t)(1) 
does not apply to any payment during 
the taxable year to a partnership if the 
aggregate ownership percentage held, 
directly or indirectly, in the partner-

ship on the testing day by one or more 
persons each of which is a nonresident 
alien individual or foreign corporation 
is at least 80 percent, and the payment 
to the partnership is not effectively 
connected with the conduct of a trade 
or business within the United States by 
the partnership, and is derived from 
sources outside the United States, as 
determined under sections 861, 862, 863, 
and 865. For purposes of this paragraph 
(d)(2)(ii), any manipulation of the own-
ership percentage with an intent to 
avoid application of section 3402(t) will 
be recharacterized as appropriate to re-
flect the actual ownership percentage, 
if the government entity making the 
payment knew or should have known 
that the payee’s ownership percentage 
had been manipulated with intent to 
avoid application of section 3402(t). 

(e) Effective/applicability date. This 
section applies to payments by the 
Government of the United States, 
every State, every political subdivision 
thereof, and every instrumentality of 
the foregoing (including multi-State 
agencies) to any person providing prop-
erty or services made after December 
31, 2012. 

[T.D. 9524, 76 FR 26594, May 9, 2011] 

§ 31.3402(t)–6 Crediting of tax withheld 
under section 3402(t). 

(a) Credit against income tax liability 
only. Tax withheld under section 3402(t) 
is allowable as a credit against the tax 
imposed by Subtitle A of the Internal 
Revenue Code (Code) upon the recipi-
ent of the income in accordance with 
the rules set forth in section 31(a) and 
§ 1.31–1 of this chapter. Tax withheld 
under section 3402(t) is not allowable as 
a credit against taxes imposed on 
wages or compensation of employees 
under Chapters 21, 22, 23, or 24 of the 
Code. 

(b) Taxable year of credit. Tax with-
held under section 3402(t) during any 
calendar year is allowed as a credit 
against the tax imposed by Subtitle A 
in accordance with section 31(a)(2) of 
the Code and § 1.31–1(b) of this chapter. 

(c) Estimated tax. The tax withheld 
under section 3402(t) and allowable as a 
credit under section 31(a) may be taken 
into account in determining estimated 
tax liability under sections 6654 and 
6655 for the taxable year against which 
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the taxes may be credited under para-
graph (b) of this section. 

(d) Effective/applicability date. This 
section applies with respect to 
amounts withheld under section 3402(t) 
after December 31, 2012. 

[T.D. 9524, 76 FR 26594, May 9, 2011] 

§ 31.3402(t)–7 Transition relief from in-
terest and penalties. 

(a) Good faith exception for interest and 
penalties on payments made before Janu-
ary 1, 2014. Government entities that 
make a good faith effort to comply 
with the withholding requirements in 
§ 31.3402(t)–1 will not be liable for inter-
est and penalties with respect to in-
come tax withholding under section 
3402(t) that the government entity 
failed to withhold from payments made 
before January 1, 2014. However, this 
provision does not relieve the govern-
ment entity of liability for income tax 
that it failed to withhold. See, how-
ever, § 31.3402(d)–1. 

(b) Effective/applicability date. This 
section applies with respect to pay-
ments made after December 31, 2012. 

[T.D. 9524, 76 FR 26594, May 9, 2011] 

§ 31.3403–1 Liability for tax. 
Every employer required to deduct 

and withhold the tax under section 3402 
from the wages of an employee is liable 
for the payment of such tax whether or 
not it is collected from the employee 
by the employer. If, for example, the 
employer deducts less than the correct 
amount of tax, or if he fails to deduct 
any part of the tax, he is nevertheless 
liable for the correct amount of the 
tax. See, however, § 31.3402(d)–1. The 
employer is relieved of liability to any 
other person for the amount of any 
such tax withheld and paid to the dis-
trict director or deposited with a duly 
designated depositary of the United 
States. 

§ 31.3404–1 Return and payment by 
governmental employer. 

If the United States, or a State, Ter-
ritory, Puerto Rico, or a political sub-
division thereof, or the District of Co-
lumbia, or any agency or instrumen-
tality of any one or more of the fore-
going, is an employer required to de-
duct and withhold tax under Chapter 

24, the return of the amount deducted 
and withheld as such tax may be made 
by the officer or employee having con-
trol of the payment of the wages or 
other officer or employee appropriately 
designated for that purpose. (For provi-
sions relating to the execution and fil-
ing of returns, see Subpart G of the 
regulations in this part.) 

§ 31.3405(c)–1 Withholding on eligible 
rollover distributions; questions 
and answers. 

The following questions and answers 
relate to withholding on eligible roll-
over distributions under section 3405(c) 
of the Internal Revenue Code of 1986, as 
added by section 522(b) of the Unem-
ployment Compensation Amendments 
of 1992 (Public Law 102– 318, 106 Stat. 
290) (UCA). For additional UCA guid-
ance under sections 401(a)(31), 402(c), 
402(f), and 403(b)(8) and (10), see 
§§ 1.401(a)(31)–1, 1.402(c)–2, 1.402(f)–1, and 
1.403(b)–2 of this chapter, respectively. 

LIST OF QUESTIONS 

Q–1: What are the withholding require-
ments under section 3405 for distributions 
from qualified plans and section 403(b) annu-
ities? 

Q–2: May a distributee elect under section 
3405(c) not to have Federal income tax with-
held from an eligible rollover distribution? 

Q–3: May a distributee be permitted to 
elect to have more than 20-percent Federal 
income tax withheld from an eligible roll-
over distribution? 

Q–4: Who has responsibility for complying 
with section 3405(c) relating to the 20-percent 
income tax withholding on eligible rollover 
distributions? 

Q–5: May the plan administrator shift the 
withholding responsibility to the payor and, 
if so, how? 

Q–6: How does the 20-percent withholding 
requirement under section 3405(c) apply if a 
distributee elects to have a portion of an eli-
gible rollover distribution paid to an eligible 
retirement plan in a direct rollover and to 
have the remainder of that distribution paid 
to the distributee? 

Q–7: Will the plan administrator be subject 
to liability for tax, interest, or penalties for 
failure to withhold 20 percent from an eligi-
ble rollover distribution that, because of er-
roneous information provided by a dis-
tributee, is not paid to an eligible retirement 
plan even though the distributee elected a 
direct rollover? 

Q–8: Is an eligible rollover distribution 
that is paid to a qualified defined benefit 
plan subject to 20-percent withholding? 
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