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Introduction

In February 2011, the IRS issued the final version of Form 1099-K,
Merchant Card and Third Party Network Payments. Form
1099-K and the Instructions implement the final regulations
(T.D. 9496) under Section 6050W providing guidance on the
reporting requirements for “payment settlement entities” that
make payment in settlement of “payment card transactions” and
“third-party network transactions.”

Section 6050W and the regulations apply to obvious
payment settlement entities (PSEs) such as banks and third-party
settlement organizations but also contain special rules that may
be applicable to other types of entities that act as intermediaries
for payment card, gift card or kiosk transactions for retail,
restaurant or hospitality groups. Specifically, entities that receive
payments from PSEs on behalf of independently owned or
corporate owned stores, restaurants or hotels/motels may have a
reporting obligation under these new rules. The regulations are
very detailed with numerous cascading definitions. This article
provides an overview of the provisions with an emphasis on how
the regulations may apply to clients in the retail, restaurant and
hospitality industries.

Form 1099-K and the Instructions implement the final regulations (T.D. 9496) under
Section 6050W providing guidance on the reporting requirements for “payment
settlement entities” that make payment in settlement of “payment card transactions”

and “third-party network transactions.”
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Section 6050W was enacted by the Housing Assistance Tax

Act of 2008. It was proposed and crafted largely in response

to estimates released by the IRS in 2006 on the annual tax gap
— the difference between total federal taxes owed each year
and what is actually paid on a timely basis. The IRS National
Research Program study (IR-2006-28) found that compliance
was lowest in areas with little third-party reporting and
asserted that small businesses and self-employed taxpayers were
responsible for the largest portion of the estimated $345 billion
tax gap.

The new reporting requirements were generally intended
to provide the IRS with third-party reporting information on
the aggregate gross receipts of all payment card transactions
and third-party network transactions for any business or self-
employed individual accepting such payments. The reporting
burden itself does not fall on those receiving payments, but on
the entities actually settling payments.

While the proposal was being considered by Congress in
2008, the Joint Committee on Taxation estimated it would raise
over $9.5 billion over 10 years, including about $1.8 billion
per year by the end of the 10-year budget window (JCX-64-
08). There is no direct tax increase as a result of new Section
6050W, so the bulk of the revenue is estimated to come simply
from improved compliance among those accepting a payment
card as payment and/or accepting payment from a third-party
settlement organization (though a nominal portion may be
estimated to come from penalties imposed on reporting failures
by PSEs).

As enacted, Section 6050W provides that any PSE making
payment to a “participating payee” in settlement of a “reportable
payment transaction” is required to file an information return
for each calendar year with the IRS and furnish a statement to
the participating payee with the gross amount of the reportable
payment transactions.

The new reporting requirements were generally intended to provide the IRS with
third-party reporting information on the aggregate gross receipts of all payment card
transactions and third-party network transactions for any business or self-employed

individual accepting such payments.
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On Nov. 24, 2009, the IRS issued proposed regulations
reflecting the new requirements under Section 6050W. These
regulations were finalized on Aug. 16, 2010. The final regulations
apply to returns for calendar years beginning after Dec. 31, 2010,
and payments made in settlement of payment card and third-
party network transactions subject to reporting in 2011 must be
reported on information returns that will be due in 2012.! Form
1099-K requires PSE to report the aggregate gross amount of all
reportable payment transactions for the year and for each month,
as well as the name, address and taxpayer identification number
(TIN) of the participating payee. If a payee does not provide a
valid TIN, payments would be subject to backup withholding
requirements beginning in 2012.2 In connection with securing a
valid TIN, on Feb. 9, 2009, the IRS announced that persons who
will be required to report under Section 6050W may match TINs
under procedures established in Rev. Proc. 2003-9.° Under these
procedures, prior to filing a Form 1099-K, a payor can check the
TIN furnished by the payee against the name/TIN combination
contained in the IRS database.

In general a reportable payment transaction means any
transaction in which a payment card (or account number or
other indicia associated with a payment card) is accepted as
payment. A payment card includes, but is not limited to, credit,
debit, gift or store-value cards. Reportable payment transactions
also include any transaction that is settled through a third-party
payment network.* Third-party network transactions typically
refer to online sales and purchases.

Treas. Reg. Sec. 1.6050W-1(g) and -1(j).
Section 3406(b)(3).

Announcement 2009-6, 20099 IRB 643.
Section 6050W(c)(1).
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Merchant card and third-party payment network transaction reporting requirements 3



Basically, PSEs are those entities that are contractually liable
to make payments to participating payees.® A participating payee
means any person who accepts a payment card as payment or,
in the case of a third-party network transaction, any person
who accepts payment from a third party.® However, there are
a number of exceptions involving foreign payees. For example,
for contractual obligations entered into after Dec. 31, 2010, a
U. S. payment settlement entity is not required to file a Form
1099-K for payments to a participating payee with a foreign
address as long as the PSE has in its files documentation (Form
W-8BEN) to treat the payment as being made to a foreign
person.” Additionally, a non-U.S. payment settlement entity
is not required to file a Form 1099-K if the participating payee
does not have a U.S. address and the PSE neither knows, nor has
reason to know, that the participating payee is a U.S. person.

5 Section 6050W(b).

6 Section 6050W(d)(1).

7 Treas. Reg. Sec.1.6050W-1(a)(5).

8  See Treas. Reg. Sec. 1.6050W-1.

9 Section 6050W(e).

10 Treas. Reg. Sec. 1.6050W-1(c)(3)

11 Treas. Reg. Sec. 1.6050W-1(e) Example 1.
12 Treas. Reg. Sec. 1.6050W-1(e) Example 2.
13 Treas. Reg. Sec. 1.6050W-1(e) Example 10.
14 Treas. Reg. Sec. 1.6050W-1(e) Example 6.
15 Treas. Reg. Sec. 16050W-1(e) Example 7.
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For payment card transactions and third-party network
transactions to be reportable, there must be a network of
persons or merchants who are unrelated to each other who agree
to certain terms and conditions outlined in the regulations.®
Additionally, with respect to third-party network transactions,
information reporting is necessary only if the amount to
be reported exceeds $20,000, and there are more than 200
transactions with respect to any payee (the “de minimis”
exception).” Moreover, in third-party network transactions,
participating payees must provide goods or services.!°

The general application of these provisions is illustrated by
the following examples.



Example 1: Payment card transaction

Customer A purchases goods from Merchant B using a credit card issued by Bank
X. B is one of a network of unrelated persons who have agreed to accept credit
cards issued by X as payment under an agreement that provides standards and
mechanisms for settling transactions. Bank Z has the contractual obligation to
make payment to B for the goods sold to A. In this case, Z as the PSE has the
obligation to file Form 1099 to report the payment made to settle the payment
card transaction for the sale of goods from B to A.1!

Example 2: Third-party network

transaction

Merchant B sells goods over the Internet. Merchant B, along with other merchants,
has an account with X, an Internet payment service provider. None of these
persons are related to X and all have agreed to settle transactions according to

a contract they have entered into with X. X has guaranteed payment to all these
merchants, including B for the sale of goods to customers. Customer A purchases
goods from B and A pays X. In turn, X makes payment to B in settlement of the
transaction for the sale of goods from B to A. X's arrangement constitutes a third-
party network transaction and (assuming the de minimis exception does not apply),
X would be required to issue a Form 1099 to report the payment made to B.1

Example 3: Mall card

Customer B purchases a card that is issued by Shopping Mall A. Pursuant to an
agreement, the card is accepted as payment by the mall merchants who are
unrelated to the issuer and each other. B uses the card in the mall to purchase
goods from Merchant C. In this situation, the mall card is a payment card and the
use of the card by B to purchase goods from C is required to be reported on
Form 1099-K.13

Example 4: Gift card

Customer A purchases a gift card from Merchant X that may be used only at X and
its related network of stores. A purchases the gift card using cash. A gives the

gift card to B, who uses the gift card to purchase goods at one of X's stores. The
purchase of the gift card by A using cash is not a payment card transaction; thus, it
is not required to be reported in a return of information required. Moreover, the gift
card is not a payment card because the gift card is only accepted as payment by
persons who are related to the issuer of the gift card and each other.!#

Example 5: Private label card

Bank B issues a card imprinted with Retailer C's logo to cardholder A. The “C card”
is accepted as payment only at C or at stores related to C. A uses the card at C

to purchase electronics equipment. The C card is not a payment card because

the card is accepted as payment only within a network of persons who are related
to each other. Therefore, the use of the card by A at C is not required to be
reported.!®
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Amount reported

PSEs must report the gross amount of payments made with
respect to reportable payment transactions. For the purposes of
Section 6050W, the gross amount is the total dollar amount of
aggregate reportable payment transactions for each participating
payee without regard to any adjustments for credits, cash
equivalents, discount amounts, fees, refunded amounts or any
other amounts.!® The dollar amount of each transaction must be
determined on the date of the transaction.

16 Treas. Reg. Sec. 1.6050W-1(a)(6).
17 Treas. Reg. Sec. 1.6050W-1(e) Example 5.
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Example 6: Gross amount

Customer A uses a payment card to purchase $100 worth of goods from
merchant B. Bank X is the party with the contractual obligation to make payment
to B in settlement of the transaction. On Day 2, X, after deducting fees of $2,
makes payment of $98 to settle the transaction for the sale of goods from B to
A. X must report the amount of $100, the amount of the transaction on Day 1,
without any reduction for fees or any other amount, as the gross amount of this
reportable payment transaction on the annual information return filed.!”



Additional application to retailers,
restaurants and hospitality industry

taxpayers

Both the Code and regulations impose special rules for persons
or entities that receive payments from a PSE on behalf of one or
more participating payees and distribute such payments to one

or more participating payees. Such persons or entities are treated

as participating payees with respect to the PSE and as the PSE
with respect to the participating payees to whom the person
distributes payments.!s

Example 7: Aggregated payees

Corporation A, acting on behalf of A's independently owned franchise stores or
restaurants, receives payments from Bank X for credit card sales transacted at
these stores or restaurants. X, the PSE, is required to report the gross amount
of the reportable payment transactions distributed to A even though A does not
accept credit cards and would not otherwise be treated as a participating payee.
In turn, A, as the PSE, is required to report the gross amount of the reportable
transactions allocable to each franchise store or restaurant.!®

Example 8: Hotel kiosk

Under a “hotel kiosk” arrangement, Hotel B permits its customers to charge to their
room account transactions for goods and services at sellers that are unrelated to

B that operate on B's premises or on the premises of hotels related to B and that
have established accounts in B's hotel kiosk system. B guarantees payment to the
sellers for these transactions. Customers settle their room accounts with B when
they check out and B, in turn, settles the hotel kiosk transactions with the unrelated
sellers. B's hotel kiosk system constitutes a third-party payment network of which

B is the third-party settlement organization. For each payee, B must file a Form
1099K reporting the gross amount of the reportable transaction (subject to the de
minimis exception).2°

18 Treas. Reg. Sec. 1.6050W-1(d)(1).
19 Treas. Reg. Sec. 1.6050W-1(e) Example 21.
20 Treas. Reg. Sec. 1.6050W-1(e) Example 20.
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Duplicate reporting

In certain situations, the same transaction may be subject to
information reporting under more than one Code section. In
such a situation, Congress authorized the IRS to issue guidance
to prevent the reporting of the same transaction more than
once.?! Accordingly, the final regulations provide that payments
made after Dec. 31, 2010, by payment card or through a third-
party payment network, which would be subject to reporting
under both Section 6050W and Section 6041, are reportable only
under Section 6050W.2 Solely for purposes of this exception,
the de minimis threshold for third-party network transactions
described above is disregarded in determining whether the
transaction is subject to reporting under Section 6050W.

Example 9: Duplicate reporting

Restaurant owner A in the course of business pays $600 of fixed or
determinable income to B, a repairman, by credit card. B is one of a network of
unrelated persons who have agreed to accept A's credit card as payment under
an agreement that provides standards and mechanisms for settling transactions
between a PSE and the persons who accept the cards. Bank Y is responsible for
making the payment to B. As payor, A is not required to file an information return
under Section 6041 (Form 1099-MISC) with respect to this transaction because
Y, as the PSE for the payment card transaction, is required to file an information
return under Section 6050W.?3

21 Section 6050W(g).
22 Treas. Reg. Sec.1.6041-1(a)(1)ii).
2 Treas. Reg. Sec. 1.6041-1(a)(1)(v), Example 1.
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Companies should immediately determine whether the new
information reporting regulations apply to their situation. If
they do, it should be kept in mind that these requirements

are currently in effect. Such efforts may involve coordination
between tax and IT functions and outside service providers. It
should also be noted that for calendar year 2011, taxpayers are
required to file Forms 1099-K with the IRS on or before

Feb. 28,2012, (March 31 if filed electronically). Payee statements
must be furnished to the payee on or before Jan. 31, 2012. Most
businesses will also need to understand the procedures for
furnishing payee statements electronically.

Compliance with the new rules will be important, because
there are penalties for failing to file correct and timely
information returns. The Small Business Jobs Act of 2010
enacted on Sept. 27, 2010, dramatically increases the penalties
associated with failures to file timely and correct information
returns and furnish payee statements. These penalties are
tiered based on how late the information return is submitted.
Beginning with information returns filed on or after Jan. 1, 2011,
the penalty for an information return that is filed within 30 days

N
®

Section 6721(b)(1).
Section 6721(b)(2).
Section 6721(a)(1).
Section 6721(e)(2).
28 Section 6721(d).
Section 6722(b).

SIS
N

N
8

of the required due date is $30 per return with a maximum
penalty of $250,000.2 If a correct return is not filed within 30 days
of the due date, but is filed before Aug. 1 of the year it is due, the
penalty per return is $60 with a maximum penalty of $500,000.%
Information returns filed after Aug. 1 are subject to a penalty of
$100 per return with a maximum of $1.5 million.?® If a failure to
file is due to intentional disregard, the penalty is at a minimum
$250 per return with no ceiling.?” There are lower penalties for
businesses with average annual gross receipts not exceeding

$5 million for the most recent three taxable years.?® Similar
penalties can apply to the failure to furnish timely and correct
payee statements.”’

In light of the heavy compliance burden that these new
requirements impose on taxpayers, the IRS has offered one note
of consolation with respect to penalties. The preamble to the
final regulations provides that “the IRS will continue to work
closely with stakeholders to ensure the smooth implementation
of the provisions in these regulations, including, in general, the
mitigation of penalties in the early stages of implementation,
except for particularly egregious cases.”
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If you have questions or would like to discuss your specific situation, contact one of our Washington National Tax Office professionals:

Giles Sutton Walter Goldberg Dustin Stamper

Partner Executive Director Manager

T 704.632.6885 T202.521.1510 T202.861.4144

E giles.sutton@us.gt.com E walter.goldberg@us.gt.com E dustin.stamper@us.gt.com
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