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IRS Issues Sourcing Rules for “Fails Charges” That
Impact the Application of U.S. Withholding Tax Rules

December 8, 2010

On December 7, the Internal Revenue Service (IRS) issued new temporary regulations providing 
sourcing rules for “fails charges” that may arise in the delivery-versus-payment market for Treasury 
securities. The new sourcing provisions impact whether U.S. withholding taxes are applicable to such 
payments since U.S. withholding tax is typically limited to U.S.-sourced payments. The new regulations 
at Temp. Treas. Reg. § 1.863-10T generally source fails charge payments by reference to the residence 
of the recipient of any such payment. The new regulations are effective with respect to “qualified fails 
charges” that are paid or accrued on or after December 8, 2010.

The new regulations are a follow-up to IRS Notice 2009-61, which announced that the IRS would not 
challenge taxpayer positions that a fails charge paid on or before December 31, 2010 is not subject to 
U.S. withholding tax. Notice 2009-61 further stated that the U.S. Treasury Department and the IRS were 
considering prospective guidance addressing when a fails charge would constitute a U.S.-sourced 
payment, and thus trigger a U.S. withholding tax.

The new temporary regulations generally provide that the source of income from a qualified fails charge 
is generally determined by the residence of the recipient of such payment. Thus, if the recipient is a non-
U.S. taxpayer, then the payment should be characterized as foreign source income that is not subject to 
U.S. withholding tax. The regulations introduce two exceptions to this general residency-based sourcing 
provision: (1) a qualified fails charge earned by a qualified business unit (QBU) of a taxpayer is sourced 
by reference to the country in which the QBU is engaged in a trade or business and (2) a qualified fails 
charge that arises from a transaction that is effectively connected to a U.S. trade or business will be 
sourced to the United States and characterized as income that is effectively connected to the conduct of a 
U.S. trade or business.

The new temporary regulations are expressly limited in their application to “qualified fails charges.” In 
order for a payment to constitute a “qualified fails charge,” two requirements must be satisfied pursuant 
to Temp. Treas. Reg. § 1.863-10T(d)(1): (1) the payment must be made pursuant to a trading practice or 
similar guidance approved by a U.S. Government agency or the Treasury Market Practices Group 
(sponsored by the Federal Reserve Bank of New York), or published in separate guidance from the IRS; 
and (2) the transaction that generates the fails charge must be with respect to a bill, note, or other 
evidence of indebtedness issued by the U.S. Treasury Department.

According to the preamble to the new temporary regulations, the provisions of Temp. Treas. Reg. 
§ 1.863-10T are limited in application solely to qualified fails charges. The regulations do not address 
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the source of any other type of damages payment, including a fails charge that is not a qualified fails 
charge.

Although the provisions of Temp. Treas. Reg. § 1.863-10T are limited in their application to fails 
charges, the residency-based sourcing rules provide a solid basis for analogizing the sourcing for similar 
payments. For instance, a stronger case can now be made that borrowing fees that arise in securities 
loans should also be sourced by reference to the residency of the recipient.

The new temporary regulations are a welcome clarification concerning the application of the U.S. 
sourcing and withholding tax provisions with respect to fails charges. Prior to the release of these 
regulations, there was concern that the government would apply a rent-based analogy, which would have 
required a determination of where the securities were located or used. 

If you have any questions concerning the information in this LawFlash, please contact either of the 
following Morgan Lewis Tax attorneys:

Palo Alto
Barton W.S. Bassett 650.843.7567 bbassett@morganlewis.com

Philadelphia
William P. Zimmerman 215.963.5023 wzimmerman@morganlewis.com

About Morgan, Lewis & Bockius LLP

With 23 offices in the United States, Europe, and Asia, Morgan Lewis provides comprehensive 
transactional, litigation, labor and employment, regulatory, and intellectual property legal services to 
clients of all sizes—from global Fortune 100 companies to just-conceived startups—across all major 
industries. Our international team of attorneys, patent agents, employee benefits advisors, regulatory 
scientists, and other specialists—nearly 3,000 professionals total—serves clients from locations in 
Beijing, Boston, Brussels, Chicago, Dallas, Frankfurt, Harrisburg, Houston, Irvine, London, Los 
Angeles, Miami, Minneapolis, New York, Palo Alto, Paris, Philadelphia, Pittsburgh, Princeton, San 
Francisco, Tokyo, Washington, D.C., and Wilmington. For more information about Morgan Lewis or its 
practices, please visit us online at www.morganlewis.com. 

IRS Circular 230 Disclosure
To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax 
advice contained in this communication (including any attachments) is not intended or written to be 
used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue Code or 
(ii) promoting, marketing or recommending to another party any transaction or matter addressed herein. 
For information about why we are required to include this legend, please see 
http://www.morganlewis.com/circular230.

This LawFlash is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It should not be construed as, and does not constitute, legal advice on any 
specific matter, nor does this message create an attorney-client relationship. These materials may be considered Attorney Advertising in some states. 

Please note that the prior results discussed in the material do not guarantee similar outcomes. 
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