
Lesson 1: What are payments and withholding?

Hello, and welcome back to our lesson on payments and withholding.  This may sound very

basic to you, but these terms, left open to interpretation, can mean a number of things in terms

of timing, when a payment is deemed made, and when a payor or withholding agent must apply

U.S. federal tax withholding.  This lesson will explain what exactly are payments and withholding

and why we care about the timing.  Let’s begin with what is a payment?

In simple terms, a payment is the transfer of something in exchange for something else.  That

something could be anything?  It could be a transfer of goods, services, or financial assets in

exchange for some other kind of goods, services, or financial assets.  Generally, payments are

made in money or an equivalent.  Now, when we think about what we have learned up until

now, we remember that in each regime for Form 1099 reporting under chapter 61 and section

3406, and for amounts subject to chapter 3 withholding and reporting, and chapter 4

withholdable payments, we notice that there are some slight differences as to what constitutes

a payment for these purposes.  As a quick refresher, chapter 61 and section 3406 cover U.S.

reportable income, which generally is U.S. source fixed or determinable income, which includes

income such as interest, dividends, rents, royalties, personal services, and more that we will talk

about it in a bit.  Chapter 3 covers U.S. source fixed, determinable annual, or periodical income

– remember, this is FDAP income, which overlaps quite a bit with chapter 61, but varies a bit

based on payments of proceeds, which we will talk about in our lesson on chapter 3.  Chapter 4

covers withholdable payments which generally include U.S. source interest and dividend

income.

Now, what is withholding?  In very general terms, withholding is when an amount is held back

or taken from a payment and remitted to the Internal Revenue Service as payment for a tax

liability.  So, if 30 percent withholding applies to a $100 U.S. source dividend payment made to a

non-U.S. person, then the withholding agent would keep $30 and pay the non-U.S. person $70 –

so long as a lower rate or exemption does not apply, and report income of $100 and tax

withheld of $30.  For now, we will assume a lower rate or exemption does not.  Now, once the



withholding agent withholds the tax amount, it must have a plan to remit that payment to the

IRS.

So, why do we care about all of this?  Both terms, payments, and withholding, impact each

other.  The type of payment made matters, because we need to know what rules to follow.  We

need to understand when exactly the payment is made and when the person receiving the

payment begins to have a right, title, in interest in the payment.  At that point in the transfer of

ownership is when withholding must occur.

Now that we understand a bit about this payment and withholding process, we will spend the

next few lessons talking about what rules apply under each regime or, in other words, under

chapter 3, 4, 61, and section 3406.  For now, we will conclude our basic lesson on payments and

withholding, so that we can jump right into the meaning of each under chapter 61 and section

3406, which we will discuss in our next lesson.  See you then!


