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upon its distributive share of partnership in-
come. 

(h) Effective dates. The rules of this 
section apply to taxable years begin-
ning after December 30, 1996. However, 
taxpayers may apply these regulations 
for taxable years beginning after July 
11, 1995, and on or before December 30, 
1996. For years beginning before De-
cember 30, 1996, see §§ 1.863–3A and 
1.863–3AT. However, the rules of para-
graph (f) of this section apply to tax-
able years beginning on or after No-
vember 13, 1998. 

[T.D. 8687, 61 FR 60547, Nov. 29, 1996; 61 FR 
65323, Dec. 12, 1996, as amended by T.D. 8786, 
63 FR 55023, Oct. 14, 1998; T.D. 9305, 71 FR 
77603, Dec. 27, 2006] 

REGULATIONS APPLICABLE TO TAXABLE 
YEARS PRIOR TO DECEMBER 30, 1996 

§ 1.863–3A Income from the sale of per-
sonal property derived partly from 
within and partly from without the 
United States. 

(a) General—(1) Classes of income. In-
come from the sale of property to 
which paragraph (b) (2) and (3) of 
§ 1.863–2 applies is divided into two 
classes for purposes of this section, 
namely, income which is treated as de-
rived partly from sources within the 
United States and partly from sources 
within a foreign country, and income 
which is treated as derived partly from 
sources within the United States and 
partly from sources within a possession 
of the United States. 

(2) Definition. For purposes of this 
section, the word ‘‘produced’’ includes 
created, fabricated, manufactured, ex-
tracted, processed, cured, or aged. For 
determining the time and place of sale 
of personal property for purposes of 
this section, see paragraph (c) of § 1.861– 
7. 

(b) Income partly from sources within a 
foreign country—(1) General. This para-
graph relates to gains, profits, and in-
come derived from the sale of personal 
property produced (in whole or in part) 
by the taxpayer within the United 
States and sold within a foreign coun-
try, or produced (in whole or in part) 
by the taxpayer within a foreign coun-
try and sold within the United States. 
Pursuant to section 863(b) such items 
shall be treated as derived partly from 

sources within the United States and 
partly from sources within a foreign 
country. 

(2) Allocation or apportionment. The 
taxable income from sources within the 
United States, in the case of the items 
to which this paragraph applies, shall 
be determined according to the exam-
ples set forth in this subparagraph. For 
such purposes, the deductions for the 
personal exemptions shall not be taken 
into account, but the special deduc-
tions described in paragraph (c) of 
§ 1.861–8 shall be taken into account. 

Example 1. Where the manufacturer or pro-
ducer regularly sells part of his output to 
wholly independent distributors or other 
selling concerns in such a way as to establish 
fairly an independent factory or production 
price—or shows to the satisfaction of the dis-
trict director (or, if applicable, the Director 
of International Operations) that such an 
independent factory or production price has 
been otherwise established—unaffected by 
considerations of tax liability and the selling 
or distributing branch or department of the 
business is located in a different country 
from that in which the factory is located or 
the production carried on, the taxable in-
come attributable to sources within the 
United States shall be computed by an ac-
counting which treats the products as sold 
by the factory or productive department of 
the business to the distributing or selling de-
partment at the independent factory price so 
established. In all such cases the basis of the 
accounting shall be fully explained in a 
statement attached to the return for the tax-
able year. 

Example 2. (i)–(ii) [Reserved]. For guidance, 
see § 863–3T(b)(2) Example (2)(i) and (ii). 

(iii) The term ‘‘gross sales’’, as used in this 
example, refers only to the sales of personal 
property produced (in whole or in part) by 
the taxpayer within the United States and 
sold within a foreign country or produced (in 
whole or in part) by the taxpayer within a 
foreign country and sold within the United 
States. 

(iv) The term ‘‘property’’, as used in this 
example, includes only the property held or 
used to produce income which is derived 
from such sales. Such property should be 
taken at its actual value, which in the case 
of property valued or appraised for purposes 
of inventory, depreciation, depletion, or 
other purposes of taxation shall be the high-
est amount at which so valued or appraised, 
and which in other cases shall be deemed to 
be its book value in the absence of affirma-
tive evidence showing such value to be great-
er or less than the actual value. The average 
value during the taxable year or period shall 
be employed. The average value of property 
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as above prescribed at the beginning and end 
of the taxable year or period ordinarily may 
be used, unless by reason of material changes 
during the taxable year or period such aver-
age does not fairly represent the average for 
such year or period, in which event the aver-
age shall be determined upon a monthly or 
daily basis. 

(v) Bills and accounts receivable shall (un-
less satisfactory reason for a different treat-
ment is shown) be assigned or allocated to 
the United States when the debtor resides in 
the United States, unless the taxpayer has 
no office, branch, or agent in the United 
States. 

Example 3. Application for permission to 
base the return upon the taxpayer’s books of 
account will be considered by the district di-
rector (or, if applicable, the Director of 
International Operations) in the case of any 
taxpayer who, in good faith and unaffected 
by considerations of tax liability, regularly 
employs in his books of account a detailed 
allocation of receipts and expenditures 
which reflects more clearly than the proc-
esses or formulas herein prescribed the tax-
able income derived from sources within the 
United States. 

(c) Income partly from sources within a 
possession of the United States—(1) Gen-
eral. This paragraph relates to gains, 
profits, and income which, pursuant to 
section 863(b), are treated as derived 
partly from sources within the United 
States and partly from sources within 
a possession of the United States. The 
items so treated are described in sub-
paragraphs (3) and (4) of this para-
graph. 

(2) Allocation or apportionment. The 
taxable income from sources within the 
United States, in the case of the items 
to which this paragraph applies, shall 
be determined according to the exam-
ples set forth in subparagraphs (3) and 
(4) of this paragraph. For such pur-
poses, the deductions for the personal 
exemptions shall not be taken into ac-
count, but the special deductions de-
scribed in paragraph (c) of § 1.861–8 
shall be taken into account. 

(3) Personal property produced and 
sold. This subparagraph relates to gross 
income derived from the sale of per-
sonal property produced (in whole or in 
part) by the taxpayer within the 
United States and sold within a posses-
sion of the United States, or produced 
(in whole or in part) by the taxpayer 
within a possession of the United 
States and sold within the United 
States. 

Example 1. Same as example 1 under para-
graph (b)(2) of this section. 

Example 2. (i) Where an independent fac-
tory or production price has not been estab-
lished as provided under example 1, the tax-
able income shall first be computed by de-
ducting from the gross income derived from 
the sale of personal property produced (in 
whole or in part) by the taxpayer within the 
United States and sold within a possession of 
the United States, or produced (in whole or 
in part) by the taxpayer within a possession 
of the United States and sold within the 
United States, the expenses, losses, or other 
deductions properly allocated and appor-
tioned thereto in accordance with the rules 
set forth in § 1.861–8. 

(ii) Of the amount of taxable income so de-
termined, one-half shall be apportioned in 
accordance with the value of the taxpayer’s 
property within the United States and with-
in the possession of the United States, the 
portion attributable to sources within the 
United States being determined by multi-
plying such one-half by a fraction the nu-
merator of which consists of the value of the 
taxpayer’s property within the United 
States, and the denominator of which con-
sists of the value of the taxpayer’s property 
both within the United States and within the 
possession of the United States. The remain-
ing one-half of such taxable income shall be 
apportioned in accordance with the total 
business of the taxpayer within the United 
States and within the possession of the 
United States, the portion attributable to 
sources within the United States being de-
termined by multiplying such one-half by a 
fraction the numerator of which consists of 
the amount of the taxpayer’s business for 
the taxable year or period within the United 
States, and the denominator of which con-
sists of the amount of the taxpayer’s busi-
ness for the taxable year or period both with-
in the United States and within the posses-
sion of the United States. 

(iii) ‘‘The business of the taxpayer’’, as 
used in this example, shall be measured by 
the amounts which the taxpayer paid out 
during the taxable year or period for wages, 
salaries, and other compensation of employ-
ees and for the purchase of goods, materials, 
and supplies consumed in the regular course 
of business, plus the amounts received dur-
ing the taxable year or period from gross 
sales, such expenses, purchases, and gross 
sales being limited to those attributable to 
the production (in whole or in part) of per-
sonal property within the United States and 
its sale within a possession of the United 
States or to the production (in whole or in 
part) of personal property within a posses-
sion of the United States and its sale within 
the United States. The term ‘‘property’’, as 
used in this example, includes only the prop-
erty held or used to produce income which is 
derived from such sales. 
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Example 3. Same as example 3 under para-
graph (b)(2) of this section. 

(4) Personal property purchased and 
sold. This subparagraph relates to gross 
income derived from the purchase of 
personal property within a possession 
of the United States and its sale within 
the United States. 

Example 1. (i) The taxable income shall 
first be computed by deducting from such 
gross income the expenses, losses, or other 
deductions properly allocated or apportioned 
thereto in accordance with the rules set 
forth in § 1.861–8. 

(ii) The amount of taxable income so deter-
mined shall be apportioned in accordance 
with the total business of the taxpayer with-
in the United States and within the posses-
sion of the United States, the portion attrib-
utable to sources within the United States 
being that percentage of such taxable income 
which the amount of the taxpayer’s business 
for the taxable year or period within the 
United States bears to the amount of the 
taxpayer’s business for the taxable year or 
period both within the United States and 
within the possession of the United States. 

(iii) The ‘‘business of the taxpayer’’, as 
that term is used in this example, shall be 
measured by the amounts which the tax-
payer paid out during the taxable year or pe-
riod for wages, salaries, and other compensa-
tion of employees and for the purchase of 
goods, materials, and supplies sold or con-
sumed in the regular course of business, plus 
the amount received during the taxable year 
or period from gross sales, such expenses, 
purchases, and gross sales being limited to 
those attributable to the purchase of per-
sonal property within a possession of the 
United States and its sale within the United 
States. 

Example 2. Same as example 3 under para-
graph (b)(2) of this section. 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as 
amended by T.D. 7456, 42 FR 1214, Jan. 6, 1977; 
T.D. 8228, 53 FR 35506, Sept. 14, 1988. Redesig-
nated by T.D. 8687, 61 FR 60545, Nov. 29, 1996] 

§ 1.863–3AT Income from the sale of 
personal property derived partly 
from within and partly from with-
out the United States (temporary 
regulations). 

(a) [Reserved] 
(b) Income partly from sources within a 

foreign country. (1) [Reserved] 
(2) Allocation or apportionment. 

Example 1. [Reserved] 
Example 2. (i) Where an independent fac-

tory or production price has not been estab-
lished as provided under Example (1), the 
gross income derived from the sale of per-

sonal property produced (in whole or in part) 
by the taxpayer within the United States 
and sold within a foreign country or pro-
duced (in whole or in part) by the taxpayer 
within a foreign country and sold within the 
United States shall be computed. 

(ii) Of this gross amount, one-half shall be 
apportioned in accordance with the value of 
the taxpayer’s property within the United 
States and within the foreign country, the 
portion attributable to sources within the 
United States being determined by multi-
plying such one-half by a fraction, the nu-
merator of which consists of the value of the 
taxpayer’s property within the United States 
and the denominator of which consists of the 
value of the taxpayer’s property both within 
the United States and within the foreign 
country. The remaining one-half of such 
gross income shall be apportioned in accord-
ance with the gross sales of the taxpayer 
within the United States and within the for-
eign country, the portion attributable to 
sources within the United States being de-
termined by multiplying such one-half by a 
fraction the numerator of which consists of 
the taxpayer’s gross sales for the taxable 
year or period within the United States, and 
the denominator of which consists of the 
taxpayer’s gross sales for the taxable year or 
period both within the United States and 
within the foreign country. Deductions from 
gross income that are allocable and 
apportionable to gross income described in 
paragraph (i) of this Example 2 shall be ap-
portioned between the United States and for-
eign source portions of such income, as de-
termined under this paragraph (ii), on a pro 
rata basis, without regard to whether the de-
duction relates primarily or exclusively to 
the production of property or to the sale of 
property. 

(b)(2) Example (2)(iii) through (c)(4) 
[Reserved] 

[T.D. 8228, 53 FR 35506, Sept. 14, 1988. Redesig-
nated by T.D. 8687, 61 FR 60545, Nov. 29, 1996] 

§ 1.863–4 Certain transportation serv-
ices. 

(a) General. A taxpayer carrying on 
the business of transportation service 
(other than an activity giving rise to 
transportation income described in sec-
tion 863(c) or to income subject to 
other specific provisions of this title) 
between points in the United States 
and points outside the United States 
derives income partly from sources 
within and partly from sources without 
the United States. 

(b) Gross income. The gross income 
from sources within the United States 
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derived from such services shall be de-
termined by taking such a portion of 
the total gross revenues therefrom as 
(1) the sum of the costs or expenses of 
such transportation business carried on 
by the taxpayer within the United 
States and a reasonable return upon 
the property used in its transportation 
business while within the United 
States bears to (2) the sum of the total 
costs or expenses of such transpor-
tation business carried on by the tax-
payer and a reasonable return upon the 
total property used in such transpor-
tation business. Revenues from oper-
ations incidental to transportation 
services, such as the sale of money or-
ders, shall be apportioned on the same 
basis as direct revenues from transpor-
tation services. 

(c) Allocation of costs or expenses. In 
allocating the total costs or expenses 
incurred in such transportation busi-
ness, costs or expenses incurred in con-
nection with that part of the services 
which was wholly rendered in the 
United States shall be assigned to the 
cost of transportation business within 
the United States. For example, ex-
penses of loading and unloading in the 
United States, rentals, office expenses, 
salaries, and wages wholly incurred for 
services rendered to the taxpayer in 
the United States belong to this class. 
Costs and expenses incurred in connec-
tion with services rendered partly 
within and partly without the United 
States may be prorated on a reasonable 
basis between such services. For exam-
ple, ship wages, charter money, insur-
ance, and supplies chargeable to voy-
age expenses shall ordinarily be pro-
rated for each voyage on the basis of 
the proportion which the number of 
days the ship was within the territorial 
limits of the United States bears to the 
total number of days on the voyage; 
and fuel consumed on each voyage may 
be prorated on the basis of the propor-
tion which the number of miles sailed 
within the territorial limits of the 
United States bears to the total num-
ber of miles sailed on the voyage. For 
other expenses entering into the cost of 
services, only such expenses as are al-
lowable deductions under the internal 
revenue laws shall be taken into ac-
count. 

(d) Items not included as costs or ex-
penses—(1) Taxes and interest. Income, 
war profits, and excess profits taxes 
shall not be regarded as costs or ex-
penses for the purpose of determining 
the proportion of gross income from 
sources within the United States; and, 
for such purpose, interest and other ex-
penses for the use of borrowed capital 
shall not be taken into the cost of serv-
ices rendered, for the reason that the 
return upon the property used meas-
ures the extent to which such borrowed 
capital is the source of the income. See 
paragraph (f)(2) of this section. 

(2) Other business activity and general 
expenses. If a taxpayer subject to this 
section is also engaged in a business 
other than that of providing transpor-
tation service between points in the 
United States and points outside the 
United States, the costs and expenses, 
including taxes, properly apportioned 
or allocated to such other business 
shall be excluded both from the deduc-
tions and from the apportionment 
process prescribed in paragraph (c) of 
this section; but, for the purpose of de-
termining taxable income, a ratable 
part of any general expenses, losses, or 
deductions, which cannot definitely be 
allocated to some item or class of gross 
income, may be deducted from the 
gross income from sources within the 
United States after the amount of such 
gross income has been determined. 
Such ratable part shall ordinarily be 
based upon the ratio of gross income 
from sources within the United States 
to the total gross income. See para-
graph (f)(3) of this section. 

(3) Personal exemptions and special de-
ductions. The deductions for the per-
sonal exemptions, and the special de-
ductions described in paragraph (c) of 
§ 1.861–8, shall not be taken into ac-
count for purposes of paragraph (c) of 
this section. 

(e) Property used while within the 
United States—(1) General. The value of 
the property used shall be determined 
upon the basis of cost less depreciation. 
Eight percent may ordinarily be taken 
as a reasonable rate of return to apply 
to such property. The property taken 
shall be the average property employed 
in the transportation service between 
points in the United States and points 
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outside the United States during the 
taxable year. 

(2) Average property. For ships, the 
average shall be determined upon a 
daily basis for each ship, and the 
amount to be apportioned for each ship 
as assets employed within the United 
States shall be computed upon the pro-
portion which the number of days the 
ship was within the territorial limits of 
the United States bears to the total 
number of days the ship was in service 
during the taxable period. For other as-
sets employed in the transportation 
business, the average of the assets at 
the beginning and end of the taxable 
period ordinarily may be taken, but if 
the average so obtained does not, by 
reason of material changes during the 
taxable year, fairly represent the aver-
age for such year either for the assets 
employed in the transportation busi-
ness in the United States or in total, 
the average must be determined upon a 
monthly or daily basis. 

(3) Current assets. Current assets shall 
be decreased by current liabilities and 
allocated to services between the 
United States and foreign countries 
and to other services. The part allo-
cated to services between the United 
States and foreign countries shall be 
based on the proportion which the 
gross receipts from such services bear 
to the gross receipts from all services. 
The amount so allocated to services be-
tween the United States and foreign 
countries shall be further allocated to 
services rendered within the United 
States and to services rendered with-
out the United States. The portion al-
locable to services rendered within the 
United States shall be based on the 
proportion which the expenses incurred 
within the territorial limits of the 
United States bear to the total ex-
penses incurred in services between the 
United States and foreign countries. 

(f) Taxable income—(1) General. In 
computing taxable income from 
sources within the United States there 
shall be allowed as deductions from the 
gross income from such sources, deter-
mined in accordance with paragraph (b) 
of this section, (i) the expenses of the 
transportation business carried on 
within the United States (as deter-
mined under paragraphs (c) and (d) of 
this section) and (ii) the expenses and 

deductions determined in accordance 
with this paragraph. 

(2) Interest and taxes. Interest and in-
come, war-profits, and excess profits 
taxes shall be excluded from the appor-
tionment process, as indicated in para-
graph (d) of this section; but, for the 
purpose of computing taxable income 
there may be deducted from the gross 
income from sources within the United 
States, after the amount of such gross 
income has been determined, a ratable 
part of all interest deductible under 
section 163 and of all income, war-prof-
its, and excess profits taxes deductible 
under section 164, paid or accrued in re-
spect of the business of transportation 
service between points in the United 
States and points outside the United 
States. The ratable part shall ordi-
narily be based upon the ratio of gross 
income from sources within the United 
States to the total gross income, from 
such transportation service. 

(3) General expenses. General ex-
penses, losses, or deductions shall be 
deducted under this paragraph to the 
extent indicated in paragraph (d)(2) of 
this section. 

(4) Personal exemptions. The deduc-
tions for the personal exemptions shall 
be allowed under this paragraph to the 
same extent as provided by paragraph 
(b) of § 1.861–8. 

(5) Special deductions. The special de-
ductions allowed in the case of a cor-
poration by sections 241, 922, and 941 
shall be allowed under this paragraph 
to the same extent as provided by para-
graph (c) of § 1.861–8. 

(g) Allocation based on books of ac-
count. Application for permission to 
base the return upon the taxpayer’s 
books of account will be considered by 
the district director (or, if applicable, 
the Director of International Oper-
ations) in the case of any taxpayer sub-
ject to this section, who, in good faith 
and unaffected by considerations of tax 
liability, regularly employs in his 
books of account a detailed allocation 
of receipts and expenditures which 
more clearly reflects the income de-
rived from sources within the United 
States than does the process prescribed 
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by paragraphs (b) to (f), inclusive, of 
this section. 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as 
amended by T.D. 8687, 61 FR 60550, Nov. 29, 
1996] 

§ 1.863–6 Income from sources within a 
foreign country. 

The principles applied in sections 861 
through 863 and section 865 and the reg-
ulations thereunder for determining 
the gross and the taxable income from 
sources within and without the United 
States shall generally be applied in de-
termining the gross and the taxable in-
come from sources within and without 
a particular foreign country when such 
a determination must be made under 
any provision of Subtitle A of the In-
ternal Revenue Code, including section 
952(a)(5). This section shall not apply, 
however, to the extent it is determined 
by applying § 1.863–3 that a portion of 
the taxable income is from sources 
within the United States and the bal-
ance of the taxable income is from 
sources within a foreign country. In 
the application of this section, the 
name of the particular foreign country 
shall be used instead of the term United 
States, and the term domestic shall be 
construed to mean created or organized 
in such foreign country. In applying 
section 861 and the regulations there-
under for purposes of this section, ref-
erences to sections 243 and 245 shall be 
excluded, and the exception in section 
861(a)(3) shall not apply. In the case of 
any item of income, the income from 
sources within a foreign country shall 
not exceed the amount which, by ap-
plying any provision of sections 861 
through 863 and section 865 and the reg-
ulations thereunder without reference 
to this section, is treated as income 
from sources without the United 
States. See § 1.937–2T for rules for de-
termining income from sources within 
a possession of the United States. 

[T.D. 9194, 70 FR 18928, Apr. 11, 2005] 

§ 1.863–7 Allocation of income attrib-
utable to certain notional principal 
contracts under section 863(a). 

(a) Scope—(1) Introduction. This sec-
tion provides rules relating to the 
source and, in certain cases, the char-
acter of notional principal contract in-
come. However, this section does not 

apply to income from a section 988 
transaction within the meaning of sec-
tion 988 and the regulations there-
under, relating to the treatment of cer-
tain nonfunctional currency trans-
actions. Notional principal contract in-
come is income attributable to a no-
tional principal contract. A notional 
principal contract is a financial instru-
ment that provides for the payment of 
amounts by one party to another at 
specified intervals calculated by ref-
erence to a specified index upon a no-
tional principal amount in exchange 
for specified consideration or a promise 
to pay similar amounts. An agreement 
between a taxpayer and a qualified 
business unit (as defined in section 
989(a)) of the taxpayer, or among quali-
fied business units of the same tax-
payer, is not a notional principal con-
tract, because a taxpayer cannot enter 
into a contract with itself. 

(2) Effective date. This section applies 
to notional principal contract income 
includible in income on or after Feb-
ruary 13, 1991. However, any taxpayer 
desiring to apply paragraph (b)(2)(iv) of 
this section to notional principal con-
tract income includible in income prior 
to February 13, 1991, in lieu of tem-
porary Income Tax Regulations § 1.863– 
7T(b)(2)(iv) may (on a consistent basis) 
so choose. See paragraph (c) of this sec-
tion for an election to apply the rules 
of this section to notional principal 
contract income includible in income 
before December 24, 1986. 

(b) Source of notional principal contract 
income—(1) General rule. Unless para-
graph (b) (2) or (3) of this section ap-
plies, the source of notional principal 
contract income shall be determined 
by reference to the residence of the 
taxpayer as determined under section 
988(a)(3)(B)(i). 

(2) Qualified business unit exception. 
The source of notional principal con-
tract income shall be determined by 
reference to the residence of a qualified 
business unit of a taxpayer if— 

(i) The taxpayer’s residence, deter-
mined under section 988(a)(3)(B)(i), is 
the United States; 

(ii) The qualified business unit’s resi-
dence, determined under section 
988(a)(3)(B)(ii), is outside the United 
States; 
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(iii) The qualified business unit is en-
gaged in the conduct of a trade or busi-
ness where it is a resident as deter-
mined under section 988(a)(3)(B)(ii); and 

(iv) The notional principal contract 
is properly reflected on the books of 
the qualified business unit. Whether a 
notional principal contract is properly 
reflected on the books of such qualified 
business unit is a question of fact. The 
degree of participation in the negotia-
tion and acquisition of a notional prin-
cipal contract shall be considered in 
this determination. Participation in 
connection with the negotiation or ac-
quisition of a notional principal con-
tract may be disregarded if the district 
director determines that a purpose for 
such participation was to affect the 
source of notional principal contract 
income. 

(3) Effectively connected notional prin-
cipal contract income. Notional principal 
contract income that under principles 
similar to those set forth in § 1.864–4(c) 
arises from the conduct of a United 
States trade or business shall be 
sourced in the United States and such 
income shall be treated as effectively 
connected to the conduct of a United 
States trade or business for purposes of 
sections 871(b) and 882(a)(1). 

(c) Election—(1) Eligibility and effect. A 
taxpayer described in paragraph 
(b)(2)(i) of this section may make an 
election to apply the rules of this sec-
tion to all, but not part, of the tax-
payer’s income attributable to notional 
principal contracts for all taxable 
years (or portion thereof) beginning be-
fore December 24, 1986, for which the 
period of limitations for filing a claim 
for refund under section 6511(a) has not 
expired. A taxpayer not described in 
paragraph (b)(2)(i) of this section that 
is engaged in trade or business within 
the United States may make an elec-
tion to apply the rules of this section 
to all, but not part, of the taxpayer’s 
income described in paragraph (b)(3) of 
this section for all taxable years (or 
portion thereof) beginning before De-
cember 24, 1986, for which the period of 
limitations for filing a claim for refund 
under section 6511(a) has not expired. If 
a taxpayer makes an election pursuant 
to this paragraph (c)(1) in the time and 
manner provided in paragraph (c) (2) 
and (3) of this section, then, with re-

spect to such taxable years (or portion 
thereof), no tax shall be deducted or 
withheld under sections 1441 and 1442 
with respect to payments made by the 
taxpayer pursuant to a notional prin-
cipal contract the income attributable 
to which is subject to such election. 
The election may be revoked only with 
the consent of the Commissioner. 

(2) Time for making election. The elec-
tion specified in paragraph (c)(1) of this 
section shall be made by May 14, 1991. 

(3) Manner of making election. The 
election described in paragraph (c)(1) of 
this section shall be made by attaching 
a statement to the tax return or an 
amended tax return for each taxable 
year beginning before December 24, 
1986, in which the taxpayer accrued or 
received notional principal contract in-
come. The statement shall— 

(i) Contain the name, address, and 
taxpayer identifying number of the 
electing taxpayer; 

(ii) Identify the election as a ‘‘No-
tional Principal Contract Election 
under § 1.863–7’’; and 

(iii) Specify each taxable year de-
scribed in paragraph (c)(1) of this sec-
tion in which payments were made. 

(d) Example. The operation of this 
section is illustrated by the following 
example: 

Example. (1) On January 1, 1990, X, a cal-
endar year domestic corporation, entered 
into an interest rate swap contract with FZ, 
an unrelated foreign corporation. X does not 
have a qualified business unit outside the 
United States. Under the contract, X is re-
quired to pay FZ fixed rate dollar amounts, 
and FZ is required to pay X floating rate dol-
lar amounts, each determined solely by ref-
erence to a notional dollar denominated 
principal amount specified under the con-
tract. The contract is a notional principal 
contract under § 1.863–7(a) because the con-
tract provides for the payment of amounts at 
specified intervals calculated by reference to 
a specified index upon a notional principal 
amount in exchange for a promise to pay 
similar amounts. 

(2) Assume that during 1990 X had notional 
principal contract income of $100 in connec-
tion with the notional principal contract de-
scribed in (1) above. Also assume that the 
contract provides that payments more than 
30 days late give rise to a $5 fee, and that X 
receives such a fee in 1990. Under paragraph 
(b)(1) of this section, the source of X’s $100 of 
income attributable to the swap agreement 
is domestic. The $5 fee is not notional prin-
cipal contract income. 
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(e) Cross references. See § 1.861–9T(b) 
for the allocation of expense to certain 
notional principal contracts. For rules 
relating to the source of income from 
nonfunctional currency notional prin-
cipal contracts, see § 1.9 88–4T. For 
rules relating to the taxable amount of 
notional principal contract income al-
locable under this section to sources 
inside or outside the United States, see 
§ 1.863–1(c). 

[T.D. 8330, 56 FR 1362, Jan. 14, 1991] 

§ 1.863–8 Source of income derived 
from space and ocean activity 
under section 863(d). 

(a) In general. Income of a United 
States or a foreign person derived from 
space and ocean activity (space and 
ocean income) is sourced under the 
rules of this section, notwithstanding 
any other provision, including sections 
861, 862, 863, and 865. A taxpayer will 
not be considered to derive income 
from space or ocean activity, as de-
fined in paragraph (d) of this section, if 
such activity is performed by another 
person, subject to the rules for the 
treatment of consolidated groups in 
§ 1.1502–13. 

(b) Source of gross income from space 
and ocean activity—(1) Space and ocean 
income derived by a United States person. 
Space and ocean income derived by a 
United States person is income from 
sources within the United States. How-
ever, space and ocean income derived 
by a United States person is income 
from sources without the United States 
to the extent the income, based on all 
the facts and circumstances, is attrib-
utable to functions performed, re-
sources employed, or risks assumed in 
a foreign country or countries. 

(2) Space and ocean income derived by a 
foreign person—(i) In general. Space and 
ocean income derived by a person other 
than a United States person is income 
from sources without the United 
States, except as otherwise provided in 
this paragraph (b)(2). 

(ii) Space and ocean income derived by 
a controlled foreign corporation. Space 
and ocean income derived by a con-
trolled foreign corporation within the 
meaning of section 957 (CFC) is income 
from sources within the United States. 
However, space and ocean income de-
rived by a CFC is income from sources 

without the United States to the ex-
tent the income, based on all the facts 
and circumstances, is attributable to 
functions performed, resources em-
ployed, or risks assumed in a foreign 
country or countries. 

(iii) Space and ocean income derived by 
foreign persons engaged in a trade or 
business within the United States. Space 
and ocean income derived by a foreign 
person (other than a CFC) engaged in a 
trade or business within the United 
States is income from sources within 
the United States to the extent the in-
come, based on all the facts and cir-
cumstances, is attributable to func-
tions performed, resources employed, 
or risks assumed within the United 
States. 

(3) Source rules for income from certain 
sales of property—(i) Sales of purchased 
property. When a taxpayer sells pur-
chased property in space or inter-
national water, the source of gross in-
come from the sale generally will be 
determined under paragraph (b)(1) or 
(2) of this section, as applicable. How-
ever, if such property is inventory 
property within the meaning of section 
1221(a)(1) (inventory property) and is 
sold for use, consumption, or disposi-
tion outside space and international 
water, the source of income from the 
sale will be determined under § 1.861– 
7(c). 

(ii) Sales of property produced by the 
taxpayer—(A) General. If the taxpayer 
both produces property and sells such 
property, the taxpayer must allocate 
gross income from such sales between 
production activity and sales activity 
under the 50/50 method. Under the 50/50 
method, one-half of the taxpayer’s 
gross income will be considered income 
allocable to production activity, and 
the source of that income will be deter-
mined under paragraph (b)(3)(ii)(B) or 
(C) of this section. The remaining one- 
half of such gross income will be con-
sidered income allocable to sales activ-
ity, and the source of that income will 
be determined under paragraph 
(b)(3)(ii)(D) of this section. 

(B) Production only in space or inter-
national water, or only outside space and 
international water. When production 
occurs only in space or international 
water, income allocable to production 
activity is sourced under paragraph 
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(b)(1) or (2) of this section, as applica-
ble. When production occurs only out-
side space and international water, in-
come allocable to production activity 
is sourced under § 1.863–3(c)(1). 

(C) Production both in space or inter-
national water and outside space and 
international water. When property is 
produced both in space or international 
water and outside space and inter-
national water, gross income allocable 
to production activity must be allo-
cated to production occurring in space 
or international water and production 
occurring outside space and inter-
national water. Such gross income is 
allocated to production activity occur-
ring in space or international water to 
the extent the income, based on all the 
facts and circumstances, is attrib-
utable to functions performed, re-
sources employed, or risks assumed in 
space or international water. The bal-
ance of such gross income is allocated 
to production activity occurring out-
side space and international water. The 
source of gross income allocable to pro-
duction activity in space or inter-
national water is determined under 
paragraph (b)(1) or (2) of this section, 
as applicable. The source of gross in-
come allocated to production activity 
occurring outside space and inter-
national water is determined under 
§ 1.863–3(c)(1). 

(D) Source of income allocable to sales 
activity. When property produced by the 
taxpayer is sold outside space and 
international water, the source of gross 
income allocable to sales activity will 
be determined under §§ 1.861–7(c) and 
1.863–3(c)(2). When property produced 
by the taxpayer is sold in space or 
international water, the source of gross 
income allocable to sales activity gen-
erally will be determined under para-
graph (b)(1) or (2) of this section, as ap-
plicable. However, if such property is 
inventory property within the meaning 
of section 1221(a)(1) and is sold in space 
or international water for use, con-
sumption, or disposition outside space, 
international water, and the United 
States, the source of gross income allo-
cable to sales activity will be deter-
mined under §§ 1.861–7(c) and 1.863– 
3(c)(2). 

(4) Special rule for determining the 
source of gross income from services. To 

the extent a transaction characterized 
as the performance of a service con-
stitutes a space or ocean activity, as 
determined under paragraph (d)(2)(ii) of 
this section, the source of gross income 
derived from such transaction is deter-
mined under paragraph (b)(1) or (2) of 
this section. 

(5) Special rule for determining source 
of income from communications activity 
(other than income from international 
communications activity). Space and 
ocean activity, as defined in paragraph 
(d) of this section, includes activity 
that occurs in space or international 
water that is characterized as a com-
munications activity as defined in 
§ 1.863–9(h)(1) (other than international 
communications activity). The source 
of space and ocean income that is also 
communications income as defined in 
§ 1.863–9(h)(2) (but not space/ocean com-
munications income as defined in 
§ 1.863–9(h)(3)(v)) is determined under 
the rules of § 1.863–9(c), (d), and (f), as 
applicable, rather than under para-
graph (b) of this section. The source of 
space and ocean income that is also 
space/ocean communications income as 
defined in § 1.863–9(h)(3)(v) is deter-
mined under the rules of paragraph (b) 
of this section. See § 1.863–9(e). 

(c) Taxable income. When a taxpayer 
allocates gross income under paragraph 
(b)(1), (b)(2), (b)(3)(ii)(C), or (b)(4) of 
this section, the taxpayer must allo-
cate expenses, losses, and other deduc-
tions as prescribed in §§ 1.861–8 through 
1.861–14T to the class or classes of gross 
income that include the income so al-
located in each case. A taxpayer must 
then apply the rules of §§ 1.861–8 
through 1.861–14T to apportion properly 
amounts of expenses, losses, and other 
deductions so allocated to such gross 
income between gross income from 
sources within the United States and 
gross income from sources without the 
United States. 

(d) Space and ocean activity—(1) Defi-
nition—(i) Space activity. In general, 
space activity is any activity con-
ducted in space. For purposes of this 
section, space means any area not 
within the jurisdiction (as recognized 
by the United States) of a foreign coun-
try, possession of the United States, or 
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the United States, and not in inter-
national water. For purposes of deter-
mining space activity, the Commis-
sioner may separate parts of a single 
transaction into separate transactions 
or combine separate transactions as 
part of a single transaction. Paragraph 
(d)(3) of this section lists specific ex-
ceptions to the general definition of 
space activity. Activities that con-
stitute space activity include but are 
not limited to— 

(A) Performance and provision of 
services in space, as defined in para-
graph (d)(2)(ii) of this section; 

(B) Leasing of equipment located in 
space, including spacecraft (for exam-
ple, satellites) or transponders located 
in space; 

(C) Licensing of technology or other 
intangibles for use in space; 

(D) Production, processing, or cre-
ation of property in space, as defined in 
paragraph (d)(2)(i) of this section; 

(E) Activity occurring in space that 
is characterized as communications ac-
tivity (other than international com-
munications activity) under § 1.863– 
9(h)(1); 

(F) Underwriting income from the in-
surance of risks on activities that 
produce space income; and 

(G) Sales of property in space (see 
§ 1.861–7(c)). 

(ii) Ocean activity. In general, ocean 
activity is any activity conducted on 
or under water not within the jurisdic-
tion (as recognized by the United 
States) of a foreign country, possession 
of the United States, or the United 
States (collectively, in international 
water). For purposes of determining 
ocean activity, the Commissioner may 
separate parts of a single transaction 
into separate transactions or combine 
separate transactions as part of a sin-
gle transaction. Paragraph (d)(3) of this 
section lists specific exceptions to the 
general definition of ocean activity. 
Activities that constitute ocean activ-
ity include but are not limited to— 

(A) Performance and provision of 
services in international water, as de-
fined in paragraph (d)(2)(ii) of this sec-
tion; 

(B) Leasing of equipment located in 
international water, including under-
water cables; 

(C) Licensing of technology or other 
intangibles for use in international 
water; 

(D) Production, processing, or cre-
ation of property in international 
water, as defined in paragraph (d)(2)(i) 
of this section; 

(E) Activity occurring in inter-
national water that is characterized as 
communications activity (other than 
international communications activ-
ity) under § 1.863–9(h)(1); 

(F) Underwriting income from the in-
surance of risks on activities that 
produce ocean income; 

(G) Sales of property in international 
water (see § 1.861–7(c)); 

(H) Any activity performed in Ant-
arctica; 

(I) The leasing of a vessel that does 
not transport cargo or persons for hire 
between ports-of-call (for example, the 
leasing of a vessel to engage in re-
search activities in international 
water); and 

(J) The leasing of drilling rigs, ex-
traction of minerals, and performance 
and provision of services related there-
to, except as provided in paragraph 
(d)(3)(ii) of this section. 

(2) Determining a space or ocean activ-
ity—(i) Production of property in space or 
international water. For purposes of this 
section, production activity means an 
activity that creates, fabricates, manu-
factures, extracts, processes, cures, or 
ages property within the meaning of 
section 864(a) and § 1.864–1. 

(ii) Special rule for performance of serv-
ices—(A) General. Except as provided in 
paragraph (d)(2)(ii)(B) of this section, if 
a transaction is characterized as the 
performance of a service, then such 
service will be treated as a space or 
ocean activity in its entirety when any 
part of the service is performed in 
space or international water. Services 
are performed in space or international 
water if functions are performed, re-
sources are employed, or risks are as-
sumed in space or international water, 
regardless of whether performed by 
personnel, equipment, or otherwise. 

(B) Exception to the general rule. If the 
taxpayer can demonstrate the value of 
the service attributable to performance 
occurring in space or international 
water, and the value of the service at-
tributable to performance occurring 
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outside space and international water, 
then such service will be treated as 
space or ocean activity only to the ex-
tent of the activity performed in space 
or international water. The value of 
the service is attributable to perform-
ance occurring in space or inter-
national water to the extent the per-
formance of the service, based on all 
the facts and circumstances, is attrib-
utable to functions performed, re-
sources employed, or risks assumed in 
space or international water. In addi-
tion, if the taxpayer can demonstrate, 
based on all the facts and cir-
cumstances, that the value of the serv-
ice attributable to performance in 
space and international water is de 
minimis, such service will not be treat-
ed as space or ocean activity. 

(3) Exceptions to space or ocean activ-
ity. Space or ocean activity does not in-
clude the following types of activities: 

(i) Any activity giving rise to trans-
portation income as defined in section 
863(c). 

(ii) Any activity with respect to 
mines, oil and gas wells, or other nat-
ural deposits, to the extent the mines, 
wells, or natural deposits are located 
within the jurisdiction (as recognized 
by the United States) of any country, 
including the United States and its 
possessions. 

(iii) Any activity giving rise to inter-
national communications income as 
defined in § 1.863–9(h)(3)(ii). 

(e) Treatment of partnerships. This sec-
tion is applied at the partner level. 

(f) Examples. The following examples 
illustrate the rules of this section: 

Example 1. Space activity—activity occurring 
on land and in space. (i) Facts. S, a United 
States person, owns satellites in orbit. S 
leases one of its satellites to A. S, as lessor, 
will not operate the satellite. Part of S’s per-
formance as lessor in this transaction occurs 
on land. Assume that the combination of S’s 
activities is characterized as the lease of 
equipment. 

(ii) Analysis. Because the leased equipment 
is located in space, the transaction is defined 
in its entirety as space activity under para-
graph (d)(1)(i) of this section. Income derived 
from the lease will be sourced under para-
graph (b)(1) of this section. Under paragraph 
(b)(1) of this section, S’s space income is 
sourced outside the United States to the ex-
tent the income, based on all the facts and 
circumstances, is attributable to functions 

performed, resources employed, or risks as-
sumed in a foreign country or countries. 

Example 2. Space activity. (i) Facts. X is an 
Internet service provider. X offers a service 
that permits a customer (C) to connect to 
the Internet via a telephone call, initiated 
by the modem of C’s personal computer, to a 
control center. X transmits information re-
quested by C to C’s personal computer, in 
part using satellite capacity leased by X 
from S. X performs the uplink and downlink 
functions. X charges its customers a flat 
monthly fee. Assume that neither X nor S 
derive international communications income 
within the meaning of § 1.863–9(h)(3)(ii). In 
addition, assume that X is able to dem-
onstrate, pursuant to paragraph (d)(2)(ii)(B) 
of this section, the extent to which the value 
of the service is attributable to functions 
performed, resources employed, and risks as-
sumed in space. 

(ii) Analysis. Under paragraph (d)(2)(ii) of 
this section, the service performed by X con-
stitutes space activity to the extent the 
value of the service is attributable to func-
tions performed, resources employed, and 
risks assumed in space. To the extent the 
service performed by X constitutes space ac-
tivity, the source of X’s income from the 
service transaction is determined under 
paragraph (b) of this section. To the extent 
the service performed by X does not con-
stitute space or ocean activity, the source of 
X’s income from the service is determined 
under sections 861, 862, and 863, as applicable. 
To the extent that X derives space and ocean 
income that is also communications income 
within the meaning of § 1.863–9(h)(2), the 
source of X’s income is determined under 
paragraph (b) of this section and § 1.863–9(c), 
(d), and (f), as applicable, as provided in 
paragraph (b)(5) of this section. S derives 
space and ocean income that is also commu-
nications income within the meaning of 
§ 1.863–9(h)(2), and the source of S’s income is 
therefore determined under paragraph (b) of 
this section and § 1.863–9(c), (d), and (f), as ap-
plicable, as provided in paragraph (b)(5) of 
this section. 

Example 3. Services as space activity—de 
minimis value attributable to performance oc-
curring in space. (i) Facts. R owns a retail 
outlet in the United States. R engages S to 
provide a security system for R’s premises. S 
operates its security system by transmitting 
images from R’s premises directly to a sat-
ellite, and from the satellite to a group of S 
employees located in Country B, who mon-
itor the premises by viewing the transmitted 
images. The satellite is used as a medium of 
delivery and not as a method of surveillance. 
O provides S with transponder capacity on 
O’s satellite, which S uses to transmit those 
images. Assume that S’s transaction with R 
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is characterized as the performance of a serv-
ice. Assume that O’s provision of trans-
ponder capacity is also viewed as the provi-
sion of a service. Assume also that S is able 
to demonstrate, pursuant to § 1.863–9(h)(1), 
that the value of the transaction with R at-
tributable to communications activities is 
de minimis. 

(ii) Analysis. S derives income from pro-
viding monitoring services. S can dem-
onstrate, pursuant to paragraph (d)(2)(ii) of 
this section, that based on all the facts and 
circumstances, the value of S’s service trans-
action attributable to performance in space 
is de minimis. Thus, S is not treated as en-
gaged in a space activity, and none of S’s in-
come from the service transaction is space 
income. In addition, because S demonstrates 
that the value of the transaction with R at-
tributable to communications activities is 
de minimis, S is not required under § 1.863– 
9(h)(1)(ii) to treat the transaction as sepa-
rate communications and non-communica-
tions transactions, and none of S’s gross in-
come from the transaction is treated as com-
munications income within the meaning of 
§ 1.863–9(h)(2). O’s provision of transponder 
capacity is viewed as the provision of a serv-
ice. Based on all the facts and cir-
cumstances, the value of O’s service trans-
action attributable to performance in space 
is not de minimis. Thus, O’s activity will be 
considered space activity, pursuant to para-
graph (d)(2)(ii) of this section, to the extent 
the value of the services transaction is at-
tributable to performance in space (unless 
O’s activity in space is international commu-
nications activity). To the extent that O de-
rives communications income, the source of 
such income is determined under paragraph 
(b) of this section and § 1.863–9(b), (c), (d), and 
(f), as applicable, as provided in paragraph 
(b)(5) of this section. R does not derive any 
income from space activity. 

Example 4. Space activity. (i) Facts. L, a do-
mestic corporation, offers programming and 
certain other services to customers located 
both in the United States and in foreign 
countries. Assume that L’s provision of pro-
gramming and other services in this Example 
4 is characterized as the provision of a serv-
ice, and that no part of the service trans-
action occurs in space or international 
water. Assume that the delivery of the pro-
gramming constitutes a separate transaction 
also characterized as the performance of a 
service. L uses satellite capacity acquired 
from S to deliver the programming service 
directly to customers’ television sets. L per-
forms the uplink and downlink functions, so 
that part of the value of the delivery trans-
action derives from functions performed and 
resources employed in space. Assume that 
these contributions to the value of the deliv-
ery transaction occurring in space are not 
considered de minimis under paragraph 
(d)(2)(ii)(B) of this section. Customer C pays 

L to provide and deliver programming to C’s 
residence in the United States. Assume S’s 
provision of satellite capacity in this Exam-
ple 4 is viewed as the provision of a service, 
and also that S does not derive international 
communications income within the meaning 
of § 1.863–9(h)(3)(ii). 

(ii) Analysis. S’s activity will be considered 
space activity. To the extent that S derives 
space and ocean income that is also commu-
nications income under § 1.863–9(h)(2), the 
source of S’s income is determined under 
paragraph (b) of this section and § 1.863–9(c), 
(d), and (f), as applicable, as provided in 
paragraph (b)(5) of this section. On these 
facts, L’s activities are treated as two sepa-
rate service transactions: the provision of 
programming (and other services), and the 
delivery of programming. L’s income derived 
from provision of programming and other 
services is not income derived from space ac-
tivity. L’s delivery of programming and 
other services is considered space activity, 
pursuant to paragraph (d)(2)(ii) of this sec-
tion, to the extent the value of the delivery 
transaction is attributable to performance in 
space. To the extent that the delivery of pro-
gramming is treated as a space activity, the 
source of L’s income derived from the deliv-
ery transaction is determined under para-
graph (b)(1) of this section, as provided in 
paragraph (b)(4) of this section. To the ex-
tent that L derives space and ocean income 
that is also communications income within 
the meaning of § 1.863–9(h)(2), the source of 
such income is determined under paragraph 
(b) of this section and § 1.863–9(b), (c), (d), (e), 
and (f), as applicable, as provided in para-
graph (b)(5) of this section. 

Example 5. Space activity. (i) Facts. The 
facts are the same as in Example 4, except 
that L does not deliver the programming 
service directly but instead engages R, a do-
mestic corporation specializing in content 
delivery, to deliver by transmission its pro-
gramming. For all portions of a transmission 
which require satellite capacity, R, in turn, 
contracts out such functions to S. S per-
forms the uplink and downlink functions, so 
that part of the value of the delivery trans-
action derives from functions performed and 
resources employed in space. 

(ii) Analysis. L’s activity will not be con-
sidered space activity because none of L’s ac-
tivity occurs in space. Thus, L does not de-
rive any space and ocean income. L does, 
however, derive communications income 
within the meaning of § 1.863–9(h)(2). This is 
the case even though L does not perform the 
transmission function because L is paid by 
Customer C to transmit, and bears the risk 
of transmitting, the communications or 
data. To the extent that L’s activity consists 
in part of non-de minimis communications 
and non-de minimis non-communications ac-
tivity, each part of the transaction must be 
treated as a separate transaction and gross 
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income is allocated accordingly under § 1.863– 
9(h)(1)(ii). In addition, L must also allocate 
expenses, losses, and other deductions, for 
example, payments to R, to the class or 
classes of gross income that include the in-
come so allocated. R’s activity will not be 
considered space activity. Since R contracts 
out all of the functions involving satellite 
capacity to S, no part of R’s activity occurs 
in space. Thus, R does not derive any space 
and ocean income. R does, however, derive 
communications income within the meaning 
of § 1.863–9(h)(2). This is the case even though 
R does not perform the transmission func-
tion because R is paid by L to transmit, and 
bears the risk of transmitting, the commu-
nications or data. S’s activity will be consid-
ered space activity. To the extent that S de-
rives space and ocean income that is also 
communications income within the meaning 
of § 1.863–9(h)(2), the source of such income is 
determined under paragraph (b) of this sec-
tion and § 1.863–9(b), (c), (d), (e), and (f), as ap-
plicable, as provided in paragraph (b)(5) of 
this section. 

Example 6. Space activity—treatment of land 
activity. (i) Facts. S, a United States person, 
offers remote imaging products and services 
to its customers. In year 1, S uses its sat-
ellite’s remote sensors to gather data on cer-
tain geographical terrain. In year 3, C, a con-
struction development company, contracts 
with S to obtain a satellite image of an area 
for site development work. S pulls data from 
its archives and transfers to C the images 
gathered in year 1, in a transaction that is 
characterized as a sale of the data. S’s 
rights, title, and interest in the data pass to 
C in the United States. Before transferring 
the images to C, S uses computer software in 
its land-based office to enhance the images 
so that the images can be used. 

(ii) Analysis. The collection of data and cre-
ation of images in space is characterized as 
the creation of property in space. Because S 
both produces and sells the data, S must al-
locate gross income from the sale of the data 
between production activity and sales activ-
ity under the 50/50 method of paragraph 
(b)(3)(ii)(A). The source of S’s income allo-
cable to production activity is determined 
under paragraph (b)(3)(ii)(C) of this section 
because production activities occur both in 
space and on land. The source of S’s income 
attributable to sales activity is determined 
under paragraph (b)(3)(ii)(D) of this section 
(by reference to § 1.863–3(c)(2)) as U.S. source 
income because S’s rights, title, and interest 
in the data pass to C in the United States. 

Example 7. Use of intangible property in 
space. (i) Facts. X acquires a license to use a 
particular satellite slot or orbit, which X 
sublicenses to C. C pays X a royalty. 

(ii) Analysis. Because the royalty is paid 
for the right to use intangible property in 
space, the source of the royalty paid by C to 

X is determined under paragraph (b) of this 
section. 

Example 8. Performance of services. (i) Facts. 
E, a domestic corporation, operates sat-
ellites with sensing equipment that can de-
termine how much heat and light particular 
plants emit and reflect. Based on the data, E 
will provide F, a U.S. farmer, a report ana-
lyzing the data, which F will use in growing 
crops. E analyzes the data from offices lo-
cated in the United States. Assume that E’s 
combined activities are characterized as the 
performance of services. 

(ii) Analysis. Based on all the facts and cir-
cumstances, the value of E’s service trans-
action attributable to performance in space 
is not de minimis. Thus, E’s activities will be 
considered space activities, pursuant to 
paragraph (d)(2)(ii) of this section, to the ex-
tent the value of E’s service transaction is 
attributable to performance in space. To the 
extent E’s service transaction constitutes a 
space activity, the source of E’s income de-
rived from the service transaction will be de-
termined under paragraph (b)(4) of this sec-
tion, by reference to paragraph (b)(1) of this 
section. To the extent that E’s service trans-
action does not constitute a space or ocean 
activity, the source of E’s income derived 
from the service transaction is determined 
under sections 861, 862, and 863, as applicable. 

Example 9. Separate transactions. (i) Facts. 
The same facts as Example 8, except that E 
provides the raw data to F in a transaction 
characterized as a sale of a copyrighted arti-
cle. In addition, E provides an analysis in the 
form of a report to F. The price F pays E for 
the raw data is separately stated. 

(ii) Analysis. To the extent that the provi-
sion of raw data and the analysis of the data 
are each treated as separate transactions, 
the source of income from the production 
and sale of data is determined under para-
graph (b)(3)(ii) of this section. The provision 
of services would be analyzed in the same 
manner as in Example 8. 

Example 10. Sale of property in international 
water. (i) Facts. T purchased and owns trans-
atlantic cable that lies in international 
water. T sells the cable to B, with T’s rights, 
title, and interest in the cable passing to B 
in international water. Assume that the 
transatlantic cable is not inventory property 
within the meaning of section 1221(a)(1). 

(ii) Analysis. Because T’s rights, title, and 
interest in the property pass to B in inter-
national water, the sale takes place in inter-
national water under § 1.861–7(c), and the sale 
transaction is ocean activity under para-
graph (d)(1)(ii) of this section. The source of 
T’s sales income is determined under para-
graph (b)(3)(i) of this section, by reference to 
paragraph (b)(1) or (2) of this section. 

Example 11. Sale of property in space. (i) 
Facts. S, a United States person, manufac-
tures a satellite in the United States and 
sells it to a customer who is not a United 
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States person. S’s rights, title, and interest 
in the satellite pass to the customer in 
space. 

(ii) Analysis. Because S’s rights, title, and 
interest in the satellite pass to the customer 
in space, the sale takes place in space under 
§ 1.861–7(c), and the sale transaction is space 
activity under paragraph (d)(1)(i) of this sec-
tion. The source of income derived from the 
sale of the satellite in space is determined 
under paragraph (b)(3)(ii) of this section, 
with the source of income allocable to pro-
duction activity determined under para-
graphs (b)(3)(ii)(A) and (B) of this section, 
and the source of income allocable to sales 
activity determined under paragraphs 
(b)(3)(ii)(A) and (D) of this section. Under 
paragraph (b)(1) of this section, S’s space in-
come is sourced outside the United States to 
the extent the income, based on all the facts 
and circumstances, is attributable to func-
tions performed, resources employed, or 
risks assumed in a foreign country or coun-
tries. 

Example 12. Sale of property in space. (i) 
Facts. S has a right to operate from a par-
ticular position (satellite slot or orbit) in 
space. S sells the right to operate from that 
position to P. Assume that the sale of the 
satellite slot is characterized as a sale of 
property and that S’s rights, title, and inter-
est in the satellite slot pass to P in space. 

(ii) Analysis. The sale of the satellite slot 
takes place in space under § 1.861–7(c) because 
S’s rights, title, and interest in the satellite 
slot pass to P in space. The sale of the sat-
ellite slot is space activity under paragraph 
(d)(1)(i) of this section, and income or gain 
from the sale is sourced under paragraph 
(b)(3)(i) of this section, by reference to para-
graph (b)(1) or (2) of this section. 

Example 13. Source of income of a foreign per-
son. (i) Facts. FP, a foreign corporation that 
is not a CFC, derives income from the oper-
ation of satellites. FP operates ground sta-
tions in the United States and in foreign 
Country FC. Assume that FP is considered 
engaged in a trade or business within the 
United States based on FP’s operation of the 
ground station in the United States. 

(ii) Analysis. Under paragraph (b)(2)(iii) of 
this section, FP’s space income is sourced in 
the United States to the extent the income, 
based on all the facts and circumstances, is 
attributable to functions performed, re-
sources employed, or risks assumed within 
the United States. 

Example 14. Source of income of a foreign per-
son. (i) Facts. FP, a foreign corporation that 
is not a CFC, operates remote sensing sat-
ellites in space to collect data and images 
for its customers. FP uses an independent 
agent, A, in the United States who provides 
marketing, order-taking, and other customer 
service functions. Assume that FP is consid-
ered engaged in a trade or business within 

the United States based on A’s activities on 
FP’s behalf in the United States. 

(ii) Analysis. Under paragraph (b)(2)(iii) of 
this section, FP’s space income is sourced in 
the United States to the extent the income, 
based on all the facts and circumstances, is 
attributable to functions performed, re-
sources employed, or risks assumed within 
the United States. 

(g) Reporting and documentation re-
quirements—(1) In general. A taxpayer 
making an allocation of gross income 
under paragraph (b)(1), (b)(2), 
(b)(3)(ii)(C), or (b)(4) of this section 
must satisfy the requirements in para-
graphs (g)(2), (3), and (4) of this section. 

(2) Required documentation. In all 
cases, a taxpayer must prepare and 
maintain documentation in existence 
when its return is filed regarding the 
allocation of gross income and alloca-
tion and apportionment of expenses, 
losses, and other deductions, the meth-
odologies used, and the circumstances 
justifying use of those methodologies. 
The taxpayer must make available 
such documentation within 30 days 
upon request. 

(3) Access to software. If the taxpayer 
or any third party used any computer 
software, within the meaning of sec-
tion 7612(d), to allocate gross income, 
or to allocate or apportion expenses, 
losses, and other deductions, the tax-
payer must make available upon re-
quest— 

(i) Any computer software executable 
code, within the meaning of section 
7612(d), used for such purposes, includ-
ing an executable copy of the version of 
the software used in the preparation of 
the taxpayer’s return (including any 
plug-ins, supplements, etc.) and a copy 
of all related electronic data files. 
Thus, if software subsequently is up-
graded or supplemented, a separate 
executable copy of the version used in 
preparing the taxpayer’s return must 
be retained; 

(ii) Any related computer software 
source code, within the meaning of sec-
tion 7612(d), acquired or developed by 
the taxpayer or a related person, or 
primarily for internal use by the tax-
payer or such person rather than for 
commercial distribution; and 

(iii) In the case of any spreadsheet 
software or similar software, any for-
mulae or links to supporting work-
sheets. 
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(4) Use of allocation methodology. In 
general, when a taxpayer allocates 
gross income under paragraph (b)(1), 
(b)(2), (b)(3)(ii)(C), or (b)(4) of this sec-
tion, it does so by making the alloca-
tion on a timely filed original return 
(including extensions). However, a tax-
payer will be permitted to make 
changes to such allocations made on 
its original return with respect to any 
taxable year for which the statute of 
limitations has not closed as follows: 

(i) In the case of a taxpayer that has 
made a change to such allocations 
prior to the opening conference for the 
audit of the taxable year to which the 
allocation relates or who makes such a 
change within 90 days of such opening 
conference, if the IRS issues a written 
information document request asking 
the taxpayer to provide the documents 
and such other information described 
in paragraphs (g)(2) and (3) of this sec-
tion with respect to the changed allo-
cations and the taxpayer complies with 
such request within 30 days of the re-
quest, then the IRS will complete its 
examination, if any, with respect to 
the allocations for that year as part of 
the current examination cycle. If the 
taxpayer does not provide the docu-
ments and information described in 
paragraphs (g)(2) and (3) of this section 
within 30 days of the request, then the 
procedures described in paragraph 
(g)(4)(ii) of this section shall apply. 

(ii) If the taxpayer changes such allo-
cations more than 90 days after the 
opening conference for the audit of the 
taxable year to which the allocations 
relate or the taxpayer does not provide 
the documents and information with 
respect to the changed allocations as 
requested in accordance with para-
graphs (g)(2) and (3) of this section, 
then the IRS will, in a separate cycle, 
determine whether an examination of 
the taxpayer’s allocations is warranted 
and complete any such examination. 
The separate cycle will be worked as 
resources are available and may not 
have the same estimated completion 
date as the other issues under examina-
tion for the taxable year. The IRS may 
ask the taxpayer to extend the statute 
of limitations on assessment and col-
lection for the taxable year to permit 
examination of the taxpayer’s method 
of allocation, including an extension 

limited, where appropriate, to the tax-
payer’s method of allocation. 

(h) Effective date. This section applies 
to taxable years beginning on or after 
December 27, 2006. 

[T.D. 9305, 71 FR 77603, Dec. 27, 2006] 

§ 1.863–9 Source of income derived 
from communications activity 
under section 863(a), (d), and (e). 

(a) In general. Income of a United 
States or a foreign person derived from 
each type of communications activity, 
as defined in paragraph (h)(3) of this 
section, is sourced under the rules of 
this section, notwithstanding any 
other provision including sections 861, 
862, 863, and 865. Notwithstanding that 
a communications activity would qual-
ify as space or ocean activity under 
section 863(d) and the regulations 
thereunder, the source of income de-
rived from such communications activ-
ity is determined under this section, 
and not under section 863(d) and the 
regulations thereunder, except to the 
extent provided in § 1.863–8(b)(5). 

(b) Source of international communica-
tions income—(1) International commu-
nications income derived by a United 
States person. Income derived from 
international communications activity 
(international communications in-
come) by a United States person is one- 
half from sources within the United 
States and one-half from sources with-
out the United States. 

(2) International communications in-
come derived by foreign persons—(i) In 
general. International communications 
income derived by a person other than 
a United States person is, except as 
otherwise provided in this paragraph 
(b)(2), wholly from sources without the 
United States. 

(ii) International communications in-
come derived by a controlled foreign cor-
poration. International communica-
tions income derived by a controlled 
foreign corporation within the meaning 
of section 957 (CFC) is one-half from 
sources within the United States and 
one-half from sources without the 
United States. 

(iii) International communications in-
come derived by foreign persons with a 
fixed place of business in the United 
States. International communications 
income derived by a foreign person, 
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other than a CFC, that is attributable 
to an office or other fixed place of busi-
ness of the foreign person in the United 
States is from sources within the 
United States. The principles of section 
864(c)(5) apply in determining whether 
a foreign person has an office or fixed 
place of business in the United States. 
See § 1.864–7. International communica-
tions income is attributable to an of-
fice or other fixed place of business to 
the extent of functions performed, re-
sources employed, or risks assumed by 
the office or other fixed place of busi-
ness. 

(iv) International communications in-
come derived by foreign persons engaged 
in a trade or business within the United 
States. International communications 
income derived by a foreign person 
(other than a CFC) engaged in a trade 
or business within the United States is 
income from sources within the United 
States to the extent the income, based 
on all the facts and circumstances, is 
attributable to functions performed, 
resources employed, or risks assumed 
within the United States. 

(c) Source of U.S. communications in-
come. Income derived by a United 
States or foreign person from U.S. 
communications activity is from 
sources within the United States. 

(d) Source of foreign communications 
income. Income derived by a United 
States or foreign person from foreign 
communications activity is from 
sources without the United States. 

(e) Source of space/ocean communica-
tions income. The source of income de-
rived by a United States or foreign per-
son from space/ocean communications 
activity is determined under section 
863(d) and the regulations thereunder. 

(f) Source of communications income 
when taxpayer cannot establish the two 
points between which the taxpayer is paid 
to transmit the communication. Income 
derived by a United States or foreign 
person from communications activity, 
when the taxpayer cannot establish the 
two points between which the taxpayer 
is paid to transmit the communication 
as required in paragraph (h)(3)(i) of this 
section, is from sources within the 
United States. 

(g) Taxable income. When a taxpayer 
allocates gross income under paragraph 
(b)(2)(iii), (b)(2)(iv), or (h)(1)(ii) of this 

section, the taxpayer must allocate ex-
penses, losses, and other deductions as 
prescribed in §§ 1.861–8 through 1.861– 
14T to the class or classes of gross in-
come that include the income so allo-
cated in each case. A taxpayer must 
then apply the rules of §§ 1.861–8 
through 1.861–14T properly to apportion 
amounts of expenses, losses, and other 
deductions so allocated to such gross 
income between gross income from 
sources within the United States and 
gross income from sources without the 
United States. For amounts of ex-
penses, losses, and other deductions al-
located to gross income derived from 
international communications activ-
ity, when the source of income is deter-
mined under the 50/50 method of para-
graph (b)(1) or (b)(2)(ii) of this section, 
taxpayers generally must apportion ex-
penses, losses, and other deductions be-
tween sources within the United States 
and sources without the United States 
pro rata based on the relative amounts 
of gross income from sources within 
the United States and gross income 
from sources without the United 
States. However, the preceding sen-
tence shall not apply to research and 
experimental expenditures qualifying 
under § 1.861–17, which are to be allo-
cated and apportioned under the rules 
of that section. 

(h) Communications activity and income 
derived from communications activity—(1) 
Communications activity—(i) General 
rule. For purposes of this part, commu-
nications activity consists solely of the 
delivery by transmission of commu-
nications or data (communications). 
Delivery of communications other than 
by transmission (for example, by deliv-
ery of physical packages and letters) is 
not communications activity within 
the meaning of this section. Commu-
nications activity also includes the 
provision of capacity to transmit com-
munications. Provision of content or 
any other additional service provided 
along with, or in connection with, a 
non-de minimis communications activ-
ity must be treated as a separate non- 
communications activity unless de 
minimis. Communications activity or 
non-communications activity will be 
treated as de minimis to the extent, 
based on the facts and circumstances, 
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the value attributable to such activity 
is de minimis. 

(ii) Separate transaction. To the ex-
tent that a taxpayer’s transaction con-
sists in part of non-de minimis commu-
nications activity and in part of non-de 
minimis non-communications activity, 
each such part of the transaction must 
be treated as a separate transaction. 
Gross income is allocated to each such 
communications activity transaction 
and non-communications activity 
transaction to the extent the income, 
based on all the facts and cir-
cumstances, is attributable to func-
tions performed, resources employed, 
or risks assumed in each such activity. 

(2) Income derived from communications 
activity. Income derived from communica-
tions activity (communications income) 
is income derived from the delivery by 
transmission of communications, in-
cluding income derived from the provi-
sion of capacity to transmit commu-
nications. Income may be considered 
derived from a communications activ-
ity even if the taxpayer itself does not 
perform the transmission function, but 
in all cases, the taxpayer derives com-
munications income only if the tax-
payer is paid to transmit, and bears the 
risk of transmitting, the communica-
tions. 

(3) Determining the type of communica-
tions activity—(i) In general. Whether in-
come is derived from international 
communications activity, U.S. commu-
nications activity, foreign communica-
tions activity, or space/ocean commu-
nications activity is determined by 
identifying the two points between 
which the taxpayer is paid to transmit 
the communication. The taxpayer 
must establish the two points between 
which the taxpayer is paid to transmit, 
and bears the risk of transmitting, the 
communication. Whether the taxpayer 
contracts out part or all of the trans-
mission function is not relevant. A tax-
payer may satisfy the requirement 
that the taxpayer establish the two 
points between which the taxpayer is 
paid to transmit, and bears the risk of 
transmitting, the communication by 
using any consistently applied reason-
able method to establish one or both 
endpoints. In evaluating the reason-
ableness of such method, consideration 
will be given to all the facts and cir-

cumstances, including whether the 
endpoints would otherwise be identifi-
able absent this reasonable method 
provision and the reliability of the 
data. Depending on the facts and cir-
cumstances, methods based on, for ex-
ample, records of port or transport 
charges, customer billing records, a 
satellite footprint, or records of termi-
nation fees made pursuant to an inter-
national settlement agreement may be 
reasonable. In addition, practices used 
by taxpayers to classify or categorize 
certain communications activity in 
connection with preparation of state-
ments and analyses for the use of man-
agement, creditors, minority share-
holders, joint ventures, or other parties 
or governmental agencies in interest 
may be reliable indicators of the rea-
sonableness of the method chosen, but 
need not be accorded conclusive weight 
by the Commissioner. In all cases, the 
method chosen to establish the two 
points between which the taxpayer is 
paid to transmit, and bears the risk of 
transmitting, the communication must 
be supported by sufficient documenta-
tion to permit verification by the Com-
missioner. 

(ii) Income derived from international 
communications activity. Income derived 
by a taxpayer from international commu-
nications activity (international com-
munications income) is income derived 
from communications activity, as de-
fined in paragraph (h)(2) of this section, 
when the taxpayer is paid to trans-
mit— 

(A) Between a point in the United 
States and a point in a foreign country 
(or a possession of the United States); 
or 

(B) Foreign-originating communica-
tions (communications with a begin-
ning point in a foreign country or a 
possession of the United States) from a 
point in space or international water 
to a point in the United States. 

(iii) Income derived from U.S. commu-
nications activity. Income derived by a 
taxpayer from U.S. communications 
activity (U.S. communications income) 
is income derived from communica-
tions activity, as defined in paragraph 
(h)(2) of this section, when the tax-
payer is paid to transmit— 

(A) Between two points in the United 
States; or 
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(B) Between the United States and a 
point in space or international water, 
except as provided in paragraph 
(h)(3)(ii)(B) of this section. 

(iv) Income derived from foreign com-
munications activity. Income derived by a 
taxpayer from foreign communications ac-
tivity (foreign communications income) 
is income derived from communica-
tions activity, as defined in paragraph 
(h)(2) of this section, when the tax-
payer is paid to transmit— 

(A) Between two points in a foreign 
country or countries (or a possession or 
possessions of the United States); 

(B) Between a foreign country and a 
possession of the United States; or 

(C) Between a foreign country (or a 
possession of the United States) and a 
point in space or international water. 

(v) Income derived from space/ocean 
communications activity. Income derived 
by a taxpayer from space/ocean commu-
nications activity (space/ocean commu-
nications income) is income derived 
from communications activity, as de-
fined in paragraph (h)(2) of this section, 
when the taxpayer is paid to transmit 
between a point in space or inter-
national water and another point in 
space or international water. 

(i) Treatment of partnerships. This sec-
tion is applied at the partner level. 

(j) Examples. The following examples 
illustrate the rules of this section: 

Example 1. Income derived from non-commu-
nications activity—remote data base access. (i) 
Facts. D provides its customers in various 
foreign countries with access to its data 
base, which contains information on certain 
individuals’ health care insurance coverage. 
Customer C obtains access to D’s data base 
by placing a call to D’s telephone number. 
Assume that C’s telephone service, used to 
access D’s data base, is provided by a third 
party, and that D assumes no responsibility 
for the transmission of the information via 
telephone. 

(ii) Analysis. D is not paid to transmit com-
munications and does not derive income 
from communications activity within the 
meaning of paragraph (h)(2) of this section. 
Rather, D derives income from provision of 
content or provision of services to its cus-
tomers. Therefore, the rules of this section 
do not apply to determine the source of D’s 
income. 

Example 2. Income derived from U.S. commu-
nications activity—U.S. portion of international 
communication. (i) Facts. TC, a local tele-
phone company, receives an access fee from 
an international carrier for picking up a call 

from a local telephone customer and deliv-
ering the call to a U.S. point of presence 
(POP) of the international carrier. The inter-
national carrier picks up the call from its 
U.S. POP and delivers the call to a foreign 
country. 

(ii) Analysis. TC is not paid to carry the 
transmission between the United States and 
a foreign country. TC is paid to transmit a 
communication between two points in the 
United States. TC derives U.S. communica-
tions income as defined in paragraph 
(h)(3)(iii) of this section, which is sourced 
under paragraph (c) of this section as U.S. 
source income. 

Example 3. Income derived from international 
communications activity—underwater cable. (i) 
Facts. TC, a domestic corporation, owns an 
underwater fiber optic cable. Pursuant to 
contracts, TC makes available to its cus-
tomers capacity to transmit communica-
tions via the cable. TC’s customers then so-
licit telephone customers and arrange to 
transmit the telephone customers’ calls. The 
cable runs in part through U.S. waters, in 
part through international waters, and in 
part through foreign country waters. 

(ii) Analysis. TC derives international 
communications income as defined in para-
graph (h)(3)(ii) of this section because TC is 
paid to make available capacity to transmit 
communications between the United States 
and a foreign country. Because TC is a 
United States person, TC’s international 
communications income is sourced under 
paragraph (b)(1) of this section as one-half 
from sources within the United States and 
one-half from sources without the United 
States. 

Example 4. Income derived from international 
communications activity—satellite. (i) Facts. S, 
a United States person, owns satellites in 
orbit and uplink facilities in Country X, a 
foreign country. B, a resident of Country X, 
pays S to deliver B’s programming from S’s 
uplink facility, located in Country X, to a 
downlink facility in the United States owned 
by C, a customer of B. 

(ii) Analysis. S derives international com-
munications income under paragraph 
(h)(3)(ii) of this section because S is paid to 
transmit the communications between a be-
ginning point in a foreign country and an 
endpoint in the United States. Because S is 
a United States person, the source of S’s 
international communications income is de-
termined under paragraph (b)(1) of this sec-
tion as one-half from sources within the 
United States and one-half from sources 
without the United States. 

Example 5. The paid-to-do rule—foreign com-
munications via domestic route. (i) Facts. TC is 
paid to transmit communications from To-
ronto, Canada, to Paris, France. TC trans-
mits the communications from Toronto to 
New York. TC pays another communications 
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company, IC, to transmit the communica-
tions from New York to Paris. 

(ii) Analysis. Under the paid-to-do rule of 
paragraph (h)(3)(i) of this section, TC derives 
foreign communications income under para-
graph (h)(3)(iv) of this section because TC is 
paid to transmit communications between 
two points in foreign countries, Toronto and 
Paris. Under paragraph (h)(3)(i) of this sec-
tion, the character of TC’s communications 
activity is determined without regard to the 
fact that TC pays IC to transmit the commu-
nications for some portion of the delivery 
path. IC has international communications 
income under paragraph (h)(3)(ii) of this sec-
tion because IC is paid to transmit the com-
munications between a point in the United 
States and a point in a foreign country. 

Example 6. The paid-to-do rule—domestic 
communication via foreign route. (i) Facts. TC 
is paid to transmit a call between two points 
in the United States, but routes the call 
through Canada. 

(ii) Analysis. Under paragraph (h)(3)(i) of 
this section, the character of income derived 
from communications activity is determined 
by the two points between which the tax-
payer is paid to transmit, and bears the risk 
of transmitting, the communications, with-
out regard to the path of the transmission 
between those two points. Thus, under para-
graph (h)(3)(iii) of this section, TC derives in-
come from U.S. communications activity be-
cause it is paid to transmit the communica-
tions between two U.S. points. 

Example 7. The paid-to-do rule—foreign-origi-
nating communications. (i) Facts. Under an 
international settlement agreement, G, a 
Country X international carrier, pays T to 
receive all calls originating in Country X 
that are bound for the United States and to 
terminate such calls in the United States. 
Due to Country X legal restrictions, the 
international settlement agreement specifies 
that G carries the transmission to a point 
outside the territory of Country X and that 
T carries the foreign-originating trans-
mission from such point to the destined 
point in the United States. T, in turn, con-
tracts out with another communications 
company, S, to transmit the U.S. portion of 
the communications. Tracing and identi-
fying the endpoints of each transmission is 
not possible or practical. T does, however, 
keep records of termination fees received 
from G for terminating the foreign-origi-
nating calls. 

(ii) Analysis. T derives communications in-
come as defined in paragraph (h)(2) of this 
section. Based on all the facts and cir-
cumstances, T can establish that T is paid to 
transmit, and bears the risk of transmitting, 
foreign-originating calls from a point in 
space or international water to a point in 
the United States using a reasonable method 
to establish the endpoints, assuming that 
this method is consistently applied. In this 

case, T can reasonably establish that T is 
paid to receive foreign-originating calls and 
terminate such calls in the United States 
based on the records of termination fees pur-
suant to an international settlement agree-
ment. Under paragraph (h)(3)(ii)(B) of this 
section, a taxpayer derives income from 
international communications activity when 
the taxpayer is paid to transmit foreign-orig-
inating communications from space or inter-
national water to the United States. Thus, 
under paragraph (h)(3)(ii)(B) of this section, 
T derives income from international commu-
nications. If, based on all the facts and cir-
cumstances, T could reasonably trace and 
identify the endpoints, then T would have to 
directly establish that each call originated 
in a foreign country. Assuming T is able to 
do so, the rest of the analysis in this Example 
7 remains the same. Under paragraph 
(h)(3)(iii) of this section, S derives income 
from U.S. communications activity because 
S is paid to transmit the communications 
between two U.S. points. 

Example 8. Indeterminate endpoints—prepaid 
telephone calling cards. (i) Facts. S purchases 
capacity from TC to transmit telephone 
calls. S sells prepaid telephone calling cards 
that give customers access to TC’s telephone 
lines for a certain number of minutes. As-
sume that S cannot establish the endpoints 
of its customers’ telephone calls, even under 
the reasonable method rule of paragraph 
(h)(3) of this section. 

(ii) Analysis. S derives communications in-
come as defined in paragraph (h)(2) of this 
section because S makes capacity to trans-
mit communications available to its cus-
tomers. In this case, S cannot establish the 
two points between which the communica-
tions are transmitted. Therefore, S’s commu-
nications income is U.S. source income, as 
provided by paragraph (f) of this section. 

Example 9. Reasonable methods—minutes of 
use data on long distance calling plans. 
(i)Facts. B provides both domestic and inter-
national long distance services in a calling 
plan for a limited number of minutes for a 
set amount each month. Tracing and identi-
fying the endpoints of each transmission is 
not possible or practical. B is, however, able 
to establish that the calling plan generated 
$10,000 of revenue for 25,000 minutes based on 
reports derived from customer billing 
records. Based on minutes of use data in 
these reports, B is able to establish that of 
the total 25,000 minutes, 60 percent or 15,000 
minutes were for U.S. long distance calls and 
40 percent or 10,000 minutes were for inter-
national calls. 

(ii) Analysis. B derives communications in-
come as defined in paragraph (h)(2) of this 
section. Based on all the facts and cir-
cumstances, B can establish the two points 
between which B is paid to transmit, and 
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bears the risk of transmitting, the commu-
nications using a reasonable method to es-
tablish the endpoints, assuming that this 
method is consistently applied. In this case, 
B can reasonably establish that 60 percent of 
the income derived from the long distance 
calling plan is U.S. communications income 
and 40 percent is international communica-
tions income based on the minutes of use 
data derived from customer billing records 
to establish the endpoints of the communica-
tions. If, based on all the facts and cir-
cumstances, B could reasonably trace and 
identify the endpoints, then B would have to 
directly identify the endpoints between 
which B is paid to transmit the communica-
tions. 

Example 10. Reasonable methods—system de-
sign. (i) Facts. D operates satellites which are 
designed to transmit signals through two 
separate ranges of signal frequencies (bands). 
Due to technological limitations, require-
ments, and practicalities, one band is de-
signed to only transmit signals within the 
United States. The other band is designed to 
transmit signals between foreign countries 
and the United States. D cannot trace and 
identify the endpoints of each individual 
transmission. D does, however, track the 
total transmission through each band and 
the total income derived from transmitting 
signals through each band. 

(ii) Analysis. D derives communications in-
come as defined in paragraph (h)(2) of this 
section. Based on all the facts and cir-
cumstances, D can establish the two points 
between which D is paid to transmit, and 
bears the risk of transmitting, the commu-
nications using a reasonable method to es-
tablish endpoints, assuming that this meth-
od is consistently applied. In this case, D can 
reasonably establish that income derived 
from transmissions through the first band is 
U.S. communications income and income de-
rived from transmissions through the second 
band is international communications in-
come based on the design of the bands to es-
tablish the endpoints of the communica-
tions. 

Example 11. Reasonable methods—port loca-
tions. (i) Facts. X provides its customer, C, 
with a virtual private network (VPN) so that 
C’s U.S. headquarter office can connect and 
communicate with offices in the United 
States, Country X, Country Y, and Country 
Z. Assume that the VPN is only for commu-
nications with the U.S. headquarter office. X 
cannot trace and identify the endpoints of 
each transmission. C pays X a set amount 
each month for the entire service, regardless 
of the magnitude of the usage or the geo-
graphic points between which C uses the 
service. 

(ii) Analysis. X derives communications in-
come as defined in paragraph (h)(2) of this 
section. Based on the facts and cir-
cumstances, X can establish the two points 

between which X is paid to transmit, and 
bears the risk of transmitting, the commu-
nications using a reasonable method to es-
tablish endpoints, assuming that this meth-
od is consistently applied. In this case, X can 
reasonably establish that one-fourth of the 
income derived from the VPN service is U.S. 
communications income and three-fourths is 
international communications income based 
on the location of the VPN ports to establish 
the endpoints of the communications. 

Example 12. Indeterminate endpoints—Inter-
net access. (i) Facts. B, a domestic corpora-
tion, is an Internet service provider. B 
charges its customer, C, a monthly lump 
sum for Internet access. C accesses the Inter-
net via a telephone call, initiated by the 
modem of C’s personal computer, to one of 
B’s control centers, which serves as C’s por-
tal to the Internet. B transmits data sent by 
C from B’s control center in France to a re-
cipient in England, over the Internet. B does 
not maintain records as to the beginning and 
endpoints of the transmission. 

(ii) Analysis. B derives communications in-
come as defined in paragraph (h)(2) of this 
section. The source of B’s communications 
income is determined under paragraph (f) of 
this section as income from sources within 
the United States because B cannot establish 
the two points between which it is paid to 
transmit the communications. 

Example 13. De minimis non-communications 
activity. (i) Facts. The same facts as in Exam-
ple 12. 

Assume in addition that B replicates fre-
quently requested sites on B’s own servers, 
solely to speed up response time. Assume 
that B’s replication of frequently requested 
sites would be considered a de minimis non- 
communications activity under this section. 

(ii) Analysis. On these facts, because B’s 
replication of frequently requested sites 
would be considered a de minimis non-commu-
nications activity, B is not required to treat 
the replication activity as a separate non- 
communications activity transaction under 
paragraph (h)(1) of this section. B derives 
communications income under paragraph 
(h)(2) of this section. The character and 
source of B’s communications income are de-
termined by demonstrating the points be-
tween which B is paid to transmit the com-
munications, under paragraph (h)(3)(i) of this 
section. 

Example 14. Income derived from communica-
tions and non-communications activity—bun-
dled services. (i) Facts. A, a domestic corpora-
tion, offers customers local and long dis-
tance phone service, video, and Internet 
services. Customers pay a flat monthly fee 
plus 10 cents a minute for all long-distance 
calls, including international calls. 

(ii) Analysis. Under paragraph (h)(1)(ii) of 
this section, to the extent that A’s trans-
action with its customer consists in part of 
non-de minimis communications activity 
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and in part of non-de minimis non-commu-
nications activity, each such part of the 
transaction must be treated as a separate 
transaction. A’s gross income from the 
transaction is allocated to each such com-
munications activity transaction and non- 
communications activity transaction in ac-
cordance with paragraph (h)(1)(ii) of this sec-
tion. To the extent A can establish that it 
derives international communications in-
come as defined in paragraph (h)(3)(ii) of this 
section, A would determine the source of 
such income under paragraph (b)(1) of this 
section. If A cannot establish the points be-
tween which it is paid to transmit commu-
nications, as required by paragraph (h)(3)(i) 
of this section, A’s communications income 
is from sources within the United States, as 
provided by paragraph (f) of this section. 

Example 15. Income derived from communica-
tions and non-communications activity. (i) 
Facts. B, a domestic corporation, is paid by 
D, a cable system operator in Foreign Coun-
try, to provide television programs and to 
transmit the television programs to Foreign 
Country. Using its own satellite transponder, 
B transmits the television programs from 
the United States to downlink facilities 
owned by D in Foreign Country. D receives 
the transmission, unscrambles the signals, 
and distributes the broadcast to D’s cus-
tomers in Foreign Country. Assume that B’s 
provision of television programs is a non-de 
minimis non-communications activity, and 
that B’s transmission of television programs 
is a non-de minimis communications activ-
ity. 

(ii) Analysis. Under paragraph (h)(1)(ii) of 
this section, B must treat its communica-
tions and non-communications activities as 
separate transactions. B’s gross income is al-
located to each such separate communica-
tions and non-communications activity 
transaction in accordance with paragraph 
(h)(1)(ii) of this section. Income derived by B 
from the transmission of television programs 
to D’s Foreign Country downlink facility is 
international communications income as de-
fined in paragraph (h)(3)(ii) of this section 
because B is paid to transmit communica-
tions from the United States to a foreign 
country. 

Example 16. Income derived from foreign com-
munications activity. (i) Facts. STS provides 
satellite capacity to B, a broadcaster located 
in Australia. B beams programming from 
Australia to the satellite. S’s satellite picks 
the communications up in space and beams 
the programming over a footprint covering 
Southeast Asia. 

(ii) Analysis. S derives communications in-
come as defined in paragraph (h)(2) of this 
section. S’s income is characterized as for-
eign communications income under para-
graph (h)(3)(iv) of this section because S 
picks up the communication in space, and 
beams it to a footprint entirely covering a 

foreign area. Under paragraph (d) of this sec-
tion, S’s foreign communications income is 
from sources without the United States. If S 
were beaming the programming over a sat-
ellite footprint that covered area both in the 
United States and outside the United States, 
S would be required to allocate the income 
derived from the different types of commu-
nications activity. 

(k) Reporting and documentation re-
quirements—(1) In general. A taxpayer 
making an allocation of gross income 
under paragraph (b)(2)(iii), (b)(2)(iv), or 
(h)(1)(ii) of this section must satisfy 
the requirements in paragraphs (k)(2), 
(3), and (4) of this section. 

(2) Required documentation. In all 
cases, a taxpayer must prepare and 
maintain documentation in existence 
when its return is filed regarding the 
allocation of gross income, and alloca-
tion and apportionment of expenses, 
losses, and other deductions, the meth-
odologies used, and the circumstances 
justifying use of those methodologies. 
The taxpayer must make available 
such documentation within 30 days 
upon request. 

(3) Access to software. If the taxpayer 
or any third party used any computer 
software, within the meaning of sec-
tion 7612(d), to allocate gross income, 
or to allocate or apportion expenses, 
losses, and other deductions, the tax-
payer must make available upon re-
quest— 

(i) Any computer software executable 
code, within the meaning of section 
7612(d), used for such purposes, includ-
ing an executable copy of the version of 
the software used in the preparation of 
the taxpayer’s return (including any 
plug-ins, supplements, etc.) and a copy 
of all related electronic data files. 
Thus, if software subsequently is up-
graded or supplemented, a separate 
executable copy of the version used in 
preparing the taxpayer’s return must 
be retained; 

(ii) Any related computer software 
source code, within the meaning of sec-
tion 7612(d), acquired or developed by 
the taxpayer or a related person, or 
primarily for internal use by the tax-
payer or such person rather than for 
commercial distribution; and 

(iii) In the case of any spreadsheet 
software or similar software, any for-
mulae or links to supporting work-
sheets. 
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(4) Use of allocation methodology. In 
general, when a taxpayer allocates 
gross income under paragraph 
(b)(2)(iii), (b)(2)(iv), or (h)(1)(ii) of this 
section, it does so by making the allo-
cation on a timely filed original return 
(including extensions). However, a tax-
payer will be permitted to make 
changes to such allocations made on 
its original return with respect to any 
taxable year for which the statute of 
limitations has not closed as follows: 

(i) In the case of a taxpayer that has 
made a change to such allocations 
prior to the opening conference for the 
audit of the taxable year to which the 
allocation relates or who makes such a 
change within 90 days of such opening 
conference, if the IRS issues a written 
information document request asking 
the taxpayer to provide the documents 
and such other information described 
in paragraphs (k)(2) and (3) of this sec-
tion with respect to the changed allo-
cations and the taxpayer complies with 
such request within 30 days of the re-
quest, then the IRS will complete its 
examination, if any, with respect to 
the allocations for that year as part of 
the current examination cycle. If the 
taxpayer does not provide the docu-
ments and information described in 
paragraphs (k)(2) and (3) of this section 
within 30 days of the request, then the 
procedures described in paragraph 
(k)(4)(ii) of this section shall apply. 

(ii) If the taxpayer changes such allo-
cations more than 90 days after the 
opening conference for the audit of the 
taxable year to which the allocations 
relate or the taxpayer does not provide 
the documents and information with 
respect to the changed allocations as 
requested in accordance with para-
graphs (k)(2) and (3) of this section, 
then the IRS will, in a separate cycle, 
determine whether an examination of 
the taxpayer’s allocations is warranted 
and complete any such examination. 
The separate cycle will be worked as 
resources are available and may not 
have the same estimated completion 
date as the other issues under examina-
tion for the taxable year. The IRS may 
ask the taxpayer to extend the statute 
of limitations on assessment and col-
lection for the taxable year to permit 
examination of the taxpayer’s method 
of allocation, including an extension 

limited, where appropriate, to the tax-
payer’s method of allocation. 

(l) Effective date. This section applies 
to taxable years beginning on or after 
December 27, 2006. 

[T.D. 9305, 71 FR 77603, Dec. 27, 2006; 72 FR 
3490, Jan. 25, 2007] 

§ 1.863–10T Source of income from a 
qualified fails charge (temporary). 

(a) In general. Unless paragraph (b) or 
(c) of this section applies, the source of 
income from a qualified fails charge 
shall be determined by reference to the 
residence of the taxpayer as deter-
mined under section 988(a)(3)(B)(i). 

(b) Qualified business unit exception. 
The source of income from a qualified 
fails charge shall be determined by ref-
erence to the residence of a qualified 
business unit of a taxpayer if— 

(1) The taxpayer’s residence, deter-
mined under section 988(a)(3)(B)(i), is 
the United States; 

(2) The qualified business unit’s resi-
dence, determined under section 
988(a)(3)(B)(ii), is outside the United 
States; 

(3) The qualified business unit is en-
gaged in the conduct of a trade or busi-
ness in the country where it is a resi-
dent; and 

(4) The transaction to which the 
qualified fails charge relates is attrib-
utable to the qualified business unit. A 
transaction will be treated as attrib-
utable to a qualified business unit if it 
satisfies the principles of § 1.864– 
4(c)(5)(iii) (substituting ‘‘qualified busi-
ness unit’’ for ‘‘U.S. office’’). 

(c) Effectively connected income excep-
tion. Income from a qualified fails 
charge that arises from a transaction 
that under the principles described in 
§ 1.864–4(c) is effectively connected with 
a United States trade or business shall 
be sourced in the United States and the 
income from the qualified fails charge 
shall be treated as effectively con-
nected to the conduct of a United 
States trade or business to the same 
extent as the transaction from which it 
arises. 

(d) Definitions—(1) Qualified fails 
charge. For purposes of this section, a 
qualified fails charge is a payment that 

(i) Compensates a party to a trans-
action that provides for delivery of a 
Treasury security in exchange for the 
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payment of cash (delivery-versus-pay-
ment settlement) for another party’s 
failure to deliver the specified Treas-
ury security on the settlement date 
specified in the relevant agreement; 
and 

(ii) Is made pursuant to: 
(A) A trading practice or similar 

guidance approved or adopted by either 
an agency of the United States govern-
ment or the Treasury Market Practices 
Group, or 

(B) Any trading practice, program, 
policy or procedure approved by the 
Commissioner in guidance published in 
the Internal Revenue Bulletin. 

(2) Treasury security. For purposes of 
this section, a Treasury security is any 
bill, note, or other evidence of indebt-
edness issued by the United States 
Treasury Department. 

(e) Effective/applicability date. This 
section applies to qualified fails 
charges paid or accrued on or after De-
cember 8, 2010. 

(f) Expiration date. This section ex-
pires on December 6, 2013. 

[T.D. 9508, 75 FR 76263, Dec. 8, 2010; 75 FR 
81457, Dec. 28, 2010] 

§ 1.864–1 Meaning of sale, etc. 

For purposes of §§ 1.861 through 1.864– 
7, the word ‘‘sale’’ includes ‘‘ex-
change’’; the word ‘‘sold’’ includes 
‘‘exchanged’’; the word ‘‘produced’’ in-
cludes ‘‘created’’, ‘‘fabricated’’, ‘‘man-
ufactured’’, ‘‘extracted’’, ‘‘processed’’, 
‘‘cured’’, and ‘‘aged’’. 

[T.D. 6948, 33 FR 5090, Mar. 28, 1968] 

§ 1.864–2 Trade or business within the 
United States. 

(a) In general. As used in part I (sec-
tion 861 and following) and part II (sec-
tion 871 and following), subchapter N, 
chapter 1 of the Code, and chapter 3 
(section 1441 and following) of the Code, 
and the regulations thereunder, the 
term ‘‘engaged in trade or business 
within the United States’’ does not in-
clude the activities described in para-
graphs (c) and (d) of this section, but 
includes the performance of personal 
services within the United States at 
any time within the taxable year ex-
cept to the extent otherwise provided 
in this section. 

(b) Performance of personal services for 
foreign employer—(1) Excepted services. 
For purposes of paragraph (a) of this 
section, the term ‘‘engaged in trade or 
business within the United States’’ 
does not include the performance of 
personal services— 

(i) For a nonresident alien individual, 
foreign partnership, or foreign corpora-
tion, not engaged in trade or business 
within the United States at any time 
during the taxable year, or 

(ii) For an office or place of business 
maintained in a foreign country or in a 
possession of the United States by an 
individual who is a citizen or resident 
of the United States or by a domestic 
partnership or a domestic corporation, 
by a nonresident alien individual who 
is temporarily present in the United 
States for a period or periods not ex-
ceeding a total of 90 days during the 
taxable year and whose compensation 
for such services does not exceed in the 
aggregate gross amount of $3,000. 

(2) Rules of application. (i) As a gen-
eral rule, the term ‘‘day’’, as used in 
subparagraph (1) of this paragraph, 
means a calendar day during any por-
tion of which the nonresident alien in-
dividual is physically present in the 
United States. 

(ii) Solely for purposes of applying 
this paragraph, the nonresident alien 
individual, foreign partnership, or for-
eign corporation for which the non-
resident alien individual is performing 
personal services in the United States 
shall not be considered to be engaged 
in trade or business in the United 
States by reason of the performance of 
such services by such individual. 

(iii) In applying subparagraph (1) of 
this paragraph it is immaterial wheth-
er the services performed by the non-
resident alien individual are performed 
as an employee for his employer or 
under any form of contract with the 
person for whom the services are per-
formed. 

(iv) In determining for purposes of 
subparagraph (1) of this paragraph 
whether compensation received by the 
nonresident alien individual exceeds in 
the aggregate a gross amount of $3,000, 
any amounts received by the individual 
from an employer as advances or reim-
bursements for travel expenses in-
curred on behalf of the employer shall 
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be omitted from the compensation re-
ceived by the individual, to the extent 
of expenses incurred, where he was re-
quired to account and did account to 
his employer for such expenses and has 
met the tests for such accounting pro-
vided in § 1.162–17 and paragraph (e)(4) 
of § 1.274–5. If advances or reimburse-
ments exceed such expenses, the 
amount of the excess shall be included 
as compensation for personal services 
for purposes of such subparagraph. 
Pensions and retirement pay attrib-
utable to personal services performed 
in the United States are not to be 
taken into account for purposes of sub-
paragraph (1) of this paragraph. 

(v) See section 7701(a)(5) and 
§ 301.7701–5 of this chapter (Procedure 
and Administration Regulations) for 
the meaning of ‘‘foreign’’ when applied 
to a corporation or partnership. 

(vi) As to the source of compensation 
for personal services, see §§ 1.861–4 and 
1.862–1. 

(3) Illustrations. The application of 
this paragraph may be illustrated by 
the following examples: 

Example 1. During 1967, A, a nonresident 
alien individual, is employed by the London 
office of a domestic partnership. A, who uses 
the calendar year as his taxable year, is tem-
porarily present in the United States during 
1967 for 60 days performing personal service 
in the United States for the London office of 
the partnership and is paid by that office a 
total gross salary of $2,600 for such services. 
During 1967, A is not engaged in trade or 
business in the United States solely by rea-
son of his performing such personal services 
for the London office of the domestic part-
nership. 

Example 2. The facts are the same as in ex-
ample 1, except that A’s total gross salary 
for the services performed in the United 
States during 1967 amounts to $3,500, of 
which $2,625 is received in 1967 and $875 is re-
ceived in 1968. During 1967, is engaged in 
trade or business in the United States by 
reason of his performance of personal serv-
ices in the United States. 

(c) Trading in stocks or securities. For 
purposes of paragraph (a) of this sec-
tion— 

(1) In general. The term ‘‘engaged in 
trade or business within the United 
States’’ does not include the effecting 
of transactions in the United States in 
stocks or securities through a resident 
broker, commission agent, custodian, 
or other independent agent. This sub-

paragraph shall apply to any taxpayer, 
including a broker or dealer in stocks 
or securities, except that it shall not 
apply if at any time during the taxable 
year the taxpayer has an office or 
other fixed place of business in the 
United States through which, or by the 
direction of which, the transactions in 
stocks or securities are effected. The 
volume of stock or security trans-
actions effected during the taxable 
year shall not be taken into account in 
determining under this subparagraph 
whether the taxpayer is engaged in 
trade or business within the United 
States. 

(2) Trading for taxpayer’s own ac-
count—(i) In general. The term ‘‘en-
gaged in trade or business within the 
United States’’ does not include the ef-
fecting of transactions in the United 
States in stocks or securities for the 
taxpayer’s own account, irrespective of 
whether such transactions are effected 
by or through— 

(a) The taxpayer himself while 
present in the United States, 

(b) Employees of the taxpayer, 
whether or not such employees are 
present in the United States while ef-
fecting the transactions, or 

(c) A broker, commission agent, cus-
todian, or other agent of the taxpayer, 
whether or not such agent while effect-
ing the transactions is (1) dependent or 
independent, or (2) resident, non-
resident, or present, in the United 
States, and irrespective of whether any 
such employee or agent has discre-
tionary authority to make decisions in 
effecting such transactions. For pur-
poses of this paragraph, the term ‘‘se-
curities’’ means any note, bond, deben-
ture, or other evidence of indebtedness, 
or any evidence of an interest in or 
right to subscribe to or purchase any of 
the foregoing; and the effecting of 
transactions in stocks or securities in-
cludes buying, selling (whether or not 
by entering into short sales), or trad-
ing in stocks, securities, or contracts 
or options to buy or sell stocks or secu-
rities, on margin or otherwise, for the 
account and risk of the taxpayer, and 
any other activity closely related 
thereto (such as obtaining credit for 
the purpose of effectuating such buy-
ing, selling, or trading). The volume of 
stock of security transactions effected 
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during the taxable year shall not be 
taken into account in determining 
under this subparagraph whether the 
taxpayer is engaged in trade or busi-
ness within the United States. The ap-
plication of this subdivision may be il-
lustrated by the following example: 

Example. A, a nonresident alien individual 
who is not a dealer in stocks or securities, 
authorizes B, an individual resident of the 
United States, as his agent to effect trans-
actions in the United States in stocks and 
securities for the account of A. B is empow-
ered with complete authority to trade in 
stocks and securities for the account of A 
and to use his own discretion as to when to 
buy or sell for A’s account. This grant of dis-
cretionary authority from A to B is also 
communicated in writing by A to various do-
mestic brokerage firms through which A or-
dinarily effects transactions in the United 
States in stocks or securities. Under the 
agency arrangement B has the authority to 
place orders with the brokers, and all con-
firmations are to be made by the brokers to 
B, subject to his approval. The brokers are 
authorized by A to make payments to B and 
to charge such payments to the account of A. 
In addition, B is authorized to obtain and ad-
vance the necessary funds, if any, to main-
tain credits with the brokerage firms. Pursu-
ant to his authority B carries on extensive 
trading transactions in the United States 
during the taxable year through the various 
brokerage firms for the account of A. During 
the taxable year A makes several visits to 
the United States in order to discuss with B 
various aspects of his trading activities and 
to make necessary changes in his trading 
policy. A is not engaged in trade or business 
within the United States during the taxable 
year solely because of the effecting by B of 
transactions in the United States in stocks 
or securities during such year for the ac-
count of A. 

(ii) Partnerships. A nonresident alien 
individual, foreign partnership, foreign 
estate, foreign trust, or foreign cor-
poration shall not be considered to be 
engaged in trade or business within the 
United States solely because such per-
son is a member of a partnership 
(whether domestic or foreign) which, 
pursuant to discretionary authority 
granted to such partnership by such 
person, effects transactions in the 
United States in stocks or securities 
for the partnership’s own account or 
solely because an employee of such 
partnership, or a broker, commission 
agent, custodian, or other agent, pur-
suant to discretionary authority grant-

ed by such partnership, effects trans-
actions in the United States in stocks 
or securities for the account of such 
partnership. This subdivision shall not 
apply, however, to any member of (a) a 
partnership which is a dealer in stocks 
or securities or (b) a partnership (other 
than a partnership in which, at any 
time during the last half of its taxable 
year, more than 50 percent of either 
the capital interest or the profits inter-
est is owned, directly or indirectly, by 
five or fewer partners who are individ-
uals) the principal business of which is 
trading in stocks or securities for its 
own account, if the principal office of 
such partnership is in the United 
States at any time during the taxable 
year. The principles of subdivision (iii) 
of this subparagraph for determining 
whether a foreign corporation has its 
principal office in the United States 
shall apply in determining under this 
subdivision whether a partnership has 
its principal office in the United 
States. See section 707(b)(3) and para-
graph (b)(3) of § 1.707–1 for rules for de-
termining the extent of the ownership 
by a partner of a capital interest or 
profits interest in a partnership. The 
application of this subdivision may be 
illustrated by the following examples: 

Example 1. B, a nonresident alien indi-
vidual, is a member of partnership X, the 
members of which are U.S. citizens, non-
resident alien individuals, and foreign cor-
porations. The principal business of partner-
ship X is trading in stocks or securities for 
its own account. Pursuant to discretionary 
authority granted by B, partnership X ef-
fects transactions in the United States in 
stocks or securities for its own account. 
Partnership X is not a dealer in stocks or se-
curities, and more than 50 percent of either 
the capital interest or the profits interest in 
partnership X is owned throughout its tax-
able year by five or fewer partners who are 
individuals. B is not engaged in trade or 
business within the United States solely by 
reason of such effecting of transactions in 
the United States in stocks or securities by 
partnership X for its own account. 

Example 2. The facts are the same as in ex-
ample 1, except that not more than 50 per-
cent of either the capital interest or the 
profits interest in partnership X is owned 
throughout the taxable year by five or fewer 
partners who are individuals. However, part-
nership X does not maintain its principal of-
fice in the United States at any time during 
the taxable year. B is not engaged in trade or 
business within the United States solely by 
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reason of the trading in stocks or securities 
by partnership X for its own account. 

Example 3. The facts are the same as in ex-
ample 1, except that, pursuant to discre-
tionary authority granted by partnership X, 
domestic broker D effects transactions in the 
United States in stocks or securities for the 
account of partnership X. B is not engaged in 
trade or business in the United States solely 
by reason of such trading in stocks or securi-
ties for the account of partnership X. 

(iii) Dealers in stocks or securities and 
certain foreign corporations. This sub-
paragraph shall not apply to the effect-
ing of transactions in the United 
States for the account of (a) a dealer in 
stocks or securities or (b) a foreign cor-
poration (other than a corporation 
which is, or but for section 542(c)(7) or 
543(b)(1)(C) would be, a personal hold-
ing company) the principal business of 
which is trading in stocks or securities 
for its own account, if the principal of-
fice of such corporation is in the 
United States at any time during the 
taxable year. Whether a foreign cor-
poration’s principal office is in the 
United States for this purpose is to be 
determined by comparing the activities 
(other than trading in stocks or securi-
ties) which the corporation conducts 
from its office or other fixed place of 
business located in the United States 
with the activities it conducts from its 
offices or other fixed places of business 
located outside the United States. For 
purposes of this subdivision, a foreign 
corporation is considered to have only 
one principal office, and an office of 
such corporation will not be considered 
to be its principal office merely be-
cause it is a statutory office of such 
corporation. For example, a foreign 
corporation which carries on most or 
all of its investment activities in the 
United States but maintains a general 
business office or offices outside the 
United States in which its manage-
ment is located will not be considered 
as having its principal office in the 
United States if all or a substantial 
portion of the following functions is 
carried on at or from an office or of-
fices located outside the United States: 

(1) Communicating with its share-
holders (including the furnishing of fi-
nancial reports), 

(2) Communicating with the general 
public, 

(3) Soliciting sales of its own stock, 

(4) Accepting the subscriptions of 
new stockholders, 

(5) Maintaining its principal cor-
porate records and books of account, 

(6) Auditing its books of account, 
(7) Disbursing payments of dividends, 

legal fees, accounting fees, and officers’ 
and directors’ salaries, 

(8) Publishing or furnishing the offer-
ing and redemption price of the shares 
of stock issued by it, 

(9) Conducting meetings of its share-
holders and board of directors, and 

(10) Making redemptions of its own 
stock. 
The application of this subdivision may 
be illustrated by the following exam-
ples: 

Example 1. (a) Foreign corporation X (not a 
corporation which is, or but for section 
542(c)(7) or 543(b)(1)(C) would be, a personal 
holding company) was organized to sell its 
shares to nonresident alien individuals and 
foreign corporations and to invest the pro-
ceeds from the sale of such shares in stocks 
or securities in the United States. Foreign 
corporation X is engaged primarily in the 
business of investing, reinvesting, and trad-
ing in stocks or securities for its own ac-
count. 

(b) For a period of three years, foreign cor-
poration X irrevocably authorizes domestic 
corporation Y to exercise its discretion in ef-
fecting transactions in the United States in 
stocks or securities for the account and risk 
of foreign corporation X. Foreign corpora-
tion X issues a prospectus in which it is stat-
ed that its funds will be invested pursuant to 
an investment advisory contract with do-
mestic corporation Y and otherwise adver-
tises its services. Shares of foreign corpora-
tion X are sold to nonresident aliens and for-
eign corporations who are customers of the 
United States brokerage firms unrelated to 
domestic corporation Y or foreign corpora-
tion X. The principal functions performed for 
foreign corporation X by domestic corpora-
tion Y are the rendering of investment ad-
vice and the effecting of transactions in the 
United States in stocks or securities for the 
account of foreign corporation X. Moreover, 
domestic corporation Y occasionally commu-
nicates with prospective foreign investors in 
foreign corporation X (through speaking en-
gagements abroad by management of domes-
tic corporation Y, and otherwise) for the pur-
pose of explaining the investment techniques 
and policies used by domestic corporation Y 
in investing the funds of foreign corporation 
X. However, domestic corporation Y does not 
participate in the day-to-day conduct of 
other business activities of foreign corpora-
tion X. 
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(c) Foreign corporation X maintains a gen-
eral business office or offices outside the 
United States in which its management is 
permanently located and from which it car-
ries on, except to the extent noted here-
tofore, the functions enumerated in (b)(1) 
through (10) of this subdivision. The manage-
ment of foreign corporation X at all times 
retains the independent power to cancel the 
investment advisory contract with domestic 
corporation Y subject to the contractual 
limitations contained therein and is in all 
other respects independent of the manage-
ment of domestic corporation Y. The man-
aging personnel of foreign corporation X 
communicate on a regular basis with domes-
tic corporation Y, and periodically visit the 
offices of domestic corporation Y, in connec-
tion with the business activities of foreign 
corporation X. 

(d) The principal office of foreign corpora-
tion X will not be considered to be in the 
United States; and, therefore, foreign cor-
poration X is not engaged in trade or busi-
ness within the United States solely by rea-
son of its relationship with domestic cor-
poration Y. 

Example 2. The facts are the same as in ex-
ample 1 except that, in lieu of having the in-
vestment advisory contract with domestic 
corporation Y, foreign corporation X has an 
office in the United States in which its em-
ployees perform the same functions as are 
performed by domestic corporation Y in ex-
ample 1. Foreign corporation X is not en-
gaged in trade or business within the United 
States during the taxable year solely be-
cause the employees located in its United 
States office effect transactions in the 
United States in stocks or securities for the 
account of that corporation. 

(iv) Definition of dealer in stocks or se-
curities—(a) In general. For purposes of 
this subparagraph, a dealer in stocks or 
securities is a merchant of stocks or 
securities, with an established place of 
business, regularly engaged as a mer-
chant in purchasing stocks or securi-
ties and selling them to customers 
with a view to the gains and profits 
that may be derived therefrom. Per-
sons who buy and sell, or hold, stocks 
or securities for investment or specula-
tion, irrespective of whether such buy-
ing or selling constitutes the carrying 
on of a trade or business, and officers 
of corporations, members of partner-
ships, or fiduciaries, who in their indi-
vidual capacities buy and sell, or hold, 
stocks or securities for investment or 
speculation are not dealers in stocks or 
securities within the meaning of this 
subparagraph solely by reason of that 

activity. In determining under this 
subdivision whether a person is a deal-
er in stocks or securities such person’s 
transactions in stocks or securities ef-
fected both in and outside the United 
States shall be taken into account. 

(b) Underwriting syndicates and dealers 
trading for others. A foreign person who 
otherwise may be considered a dealer 
in stocks or securities under (a) of this 
subdivision shall not be considered a 
dealer in stocks or securities for pur-
poses of this subparagraph— 

(1) Solely because he acts as an un-
derwriter, or as a selling group mem-
ber, for the purpose of making a dis-
tribution of stocks or securities of a 
domestic issuer to foreign purchasers 
of such stocks or securities, irrespec-
tive of whether other members of the 
selling group distribute the stocks or 
securities of the domestic issuer to do-
mestic purchasers, or 

(2) Solely because of transactions ef-
fected in the United States in stocks or 
securities pursuant to his grant of dis-
cretionary authority to make decisions 
in effecting those transactions, if he 
can demonstrate to the satisfaction of 
the Commissioner that the broker, 
commission agent, custodian, or other 
agent through whom the transactions 
were effected acted pursuant to his 
written representation that the funds 
in respect of which such discretion was 
granted were the funds of a customer 
who is neither a dealer in stocks or se-
curities, a partnership described in sub-
division (ii)(b) of this subparagraph, or 
a foreign corporation described in sub-
division (iii)(b) of this subparagraph. 

For purposes of this (b), a foreign per-
son includes a nonresident alien indi-
vidual, a foreign corporation, or a part-
nership any member of which is a non-
resident alien individual or a foreign 
corporation. This (b) shall apply only if 
the foreign person at no time during 
the taxable year has an office or other 
fixed place of business in the United 
States through which, or by the direc-
tion of which, the transactions in 
stocks or securities are effected. 

(c) Illustrations. The application of 
this subdivision may be illustrated by 
the following examples: 

Example 1. Foreign corporation X is a mem-
ber of an underwriting syndicate organized 
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to distribute stock issued by domestic cor-
poration Y. Foreign corporation X distrib-
utes the stock of domestic corporation Y to 
foreign purchasers only. Domestic corpora-
tion M is syndicate manager of the under-
writing syndicate and, pursuant to the terms 
of the underwriting agreement, reserves the 
right to sell certain quantities of the under-
written stock on behalf of all the members of 
the syndicate so as to engage in stabilizing 
transactions and to take certain other ac-
tions which may result in the realization of 
profit by all members of the underwriting 
syndicate. Foreign corporation X is not en-
gaged in trade or business within the United 
States solely by reason of its participation 
as a member of such underwriting syndicate 
for the purpose of distributing the stock of 
domestic corporation Y to foreign purchasers 
or by reason of the exercise by M corporation 
of its discretionary authority as manager of 
such syndicate. 

Example 2. Foreign corporation Y, a cal-
endar year taxpayer, is a bank which trades 
in stocks or securities both for its own ac-
count and for the account of others. During 
1967 foreign corporation Y authorizes domes-
tic corporation M, a broker, to exercise its 
discretion in effecting transactions in the 
United States in stocks or securities for the 
account of B, a nonresident alien individual 
who has a trading account with foreign cor-
poration Y. Foreign corporation Y furnishes 
a written representation to domestic cor-
poration M to the effect that the funds in re-
spect of which foreign corporation Y has au-
thorized domestic corporation M to use its 
discretion in trading in the United States in 
stocks or securities are not funds in respect 
of which foreign corporation Y is trading for 
its own account but are the funds of one of 
its customers who is neither a dealer in 
stocks or securities, a partnership described 
in subdivision (ii)(b) of this subparagraph, or 
a foreign corporation described in subdivi-
sion (iii)(b) of this subparagraph. Pursuant 
to the discretionary authority so granted, 
domestic corporation M effects transactions 
in the United States during 1967 in stocks or 
securities for the account of the customer of 
foreign corporation Y. At no time during 1967 
does foreign corporation Y have an office or 
other fixed place of business in the United 
States through which, or by the direction of 
which, such transactions in stocks or securi-
ties are effected by domestic corporation M. 
During 1967 foreign corporation Y is not en-
gaged in trade or business within the United 
States solely by reason of such trading in 
stocks or securities during such year by do-
mestic corporation M for the account of the 
customer of foreign corporation Y. Copies of 
the written representations furnished to do-
mestic corporation M should be retained by 
foreign corporation Y for inspection by the 
Commissioner, if inspection is requested. 

(d) Trading in commodities. For pur-
poses of paragraph (a) of this section— 

(1) In general. The term ‘‘engaged in 
trade or business within the United 
States’’ does not include the effecting 
of transactions in the United States in 
commodities (including hedging trans-
actions) through a resident broker, 
commission agent, custodian, or other 
independent agent if (i) the commod-
ities are of a kind customarily dealt in 
on an organized commodity exchange, 
such as a grain futures or a cotton fu-
tures market, (ii) the transaction is of 
a kind customarily consummated at 
such place, and (iii) the taxpayer at no 
time during the taxable year has an of-
fice or other fixed place of business in 
the United States through which, or by 
the direction of which, the trans-
actions in commodities are effected. 
The volume of commodity transactions 
effected during the taxable year shall 
not be taken into account in deter-
mining under this subparagraph wheth-
er the taxpayer is engaged in trade or 
business in the United States. 

(2) Trading for taxpayer’s own ac-
count—(i) In general. The term ‘‘en-
gaged in trade or business within the 
United States’’ does not include the ef-
fecting of transactions in the United 
States in commodities (including hedg-
ing transactions) for the taxpayer’s 
own account if the commodities are of 
a kind customarily dealt in on an orga-
nized commodity exchange and if the 
transaction is of a kind customarily 
consummated at such place. This rule 
shall apply irrespective of whether 
such transactions are effected by or 
through— 

(a) The taxpayer himself while 
present in the United States, 

(b) Employees of the taxpayer, 
whether or not such employees are 
present in the United States while ef-
fecting the transactions, or 

(c) A broker, commission, agent, cus-
todian, or other agent of the taxpayer, 
whether or not such agent while effect-
ing the transactions is (1) dependent or 
independent, or (2) resident, non-
resident, or present, in the United 
States, and irrespective of whether any 
such employee or agent has discre-
tionary authority to make decisions in 
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effecting such transactions. The vol-
ume of commodity transactions ef-
fected during the taxable year shall not 
be taken into account in determining 
under this subparagraph whether the 
taxpayer is engaged in trade or busi-
ness within the United States. This 
subparagraph shall not apply to the ef-
fecting of transactions in the United 
States for the account of a dealer in 
commodities. 

(ii) Partnerships. A nonresident alien 
individual, foreign partnership, foreign 
estate, foreign trust, or foreign cor-
poration shall not be considered to be 
engaged in trade or business within the 
United States solely because such per-
son is a member of a partnership 
(whether domestic or foreign) which, 
pursuant to discretionary authority 
granted to such partnership by such 
person, effects transactions in the 
United States in commodities for the 
partnership’s account or solely because 
an employee of such partnership, or a 
broker, commission agent, custodian, 
or other agent, pursuant to discre-
tionary authority granted by such 
partnership, effects transactions in the 
United States in commodities for the 
account of such partnership. This sub-
division shall not apply to any member 
of a partnership which is a dealer in 
commodities. 

(iii) Illustration. The application of 
this subparagraph may be illustrated 
by the following example: 

Example. Foreign corporation X, a calendar 
year taxpayer, is engaged as a merchant in 
the business of purchasing grain in South 
America and selling such cash grain outside 
the United States under long-term contracts 
for delivery in foreign countries. Foreign 
corporation X consummates a sale of 100,000 
bushels of cash grain in February 1967 for 
July delivery to Sweden. Because foreign 
corporation X does not actually own such 
grain at the time of the sales transaction, 
such corporation buys as a hedge a July ‘‘fu-
tures contract’’ for delivery of 100,000 bushels 
of grain, in order to protect itself from loss 
by reason of a possible rise in the price of 
grain between February and July. The ‘‘fu-
tures contract’’ is ordered through domestic 
corporation Y, a futures commission mer-
chant registered under the Commodity Ex-
change Act. Foreign corporation X is not en-
gaged in trade or business within the United 
States during 1967 solely by reason of its ef-
fecting of such futures contract for its own 
account through domestic corporation Y. 

(3) Definition of commodity. For pur-
poses of section 864(b)(2)(B) and this 
paragraph the term ‘‘commodities’’ 
does not include goods or merchandise 
in the ordinary channels of commerce. 

(e) Other rules. The fact that a person 
is not determined by reason of this sec-
tion to be not engaged in trade or busi-
ness with the United States is not to be 
considered a determination that such 
person is engaged in trade or business 
within the United States. Whether or 
not such person is engaged in trade or 
business within the United States shall 
be determined on the basis of the facts 
and circumstances in each case. For 
other rules relating to the determina-
tion of whether a taxpayer is engaged 
in trade or business in the United 
States see section 875 and the regula-
tions thereunder. 

(f) Effective date. The provisions of 
this section shall apply only in the 
case of taxable years beginning after 
December 31, 1966. 

[T.D. 6948, 33 FR 5090, Mar. 28, 1968, as amend-
ed by T.D. 7378, 40 FR 45435, Oct. 2, 1975] 

§ 1.864–3 Rules for determining income 
effectively connected with U.S. 
business of nonresident aliens or 
foreign corporations. 

(a) In general. For purposes of the In-
ternal Revenue Code, in the case of a 
nonresident alien individual or a for-
eign corporation that is engaged in a 
trade or business in the United States 
at any time during the taxable year, 
the rules set forth in §§ 1.864–4 through 
1.864–7 and this section shall apply in 
determining whether income, gain, or 
loss shall be treated as effectively con-
nected for a taxable year beginning 
after December 31, 1966, with the con-
duct of a trade or business in the 
United States. Except as provided in 
sections 871 (c) and (d) and 882 (d) and 
(e), and the regulations thereunder, in 
the case of a nonresident alien indi-
vidual or a foreign corporation that is 
at no time during the taxable year en-
gaged in a trade or business in the 
United States, no income, gain, or loss 
shall be treated as effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States. The general rule pre-
scribed by the preceding sentence shall 
apply even though the income, gain, or 
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loss would have been treated as effec-
tively connected with the conduct of a 
trade or business in the United States 
if such income or gain had been re-
ceived or accrued, or such loss had been 
sustained, in an earlier taxable year 
when the taxpayer was engaged in a 
trade or business in the United States. 
In applying §§ 1.864–4 through 1.864–7 
and this section, the determination 
whether an item of income, gain, or 
loss is effectively connected with the 
conduct of a trade or business in the 
United States shall not be controlled 
by any administrative, judicial, or 
other interpretation made under the 
laws of any foreign country. 

(b) Illustrations. The application of 
this section may be illustrated by the 
following examples: 

Example 1. During 1967 foreign corporation 
N, which uses the calendar year as the tax-
able year, is engaged in the business of pur-
chasing and selling household equipment on 
the installment plan. During 1967 N is en-
gaged in business in the United States by 
reason of the sales activities it carries on in 
the United States for the purpose of selling 
therein some of the equipment which it has 
purchased. During 1967 N receives install-
ment payments of $800,000 on sales it makes 
that year in the United States, and the in-
come from sources within the United States 
for 1967 attributable to such payments is 
$200,000. By reason of section 864(c)(3) and 
paragraph (b) of § 1.864–4 this income of 
$200,000 is effectively connected for 1967 with 
the conduct of a trade or business in the 
United States by N. In December of 1967, N 
discontinues its efforts to make any further 
sales of household equipment in the United 
States, and at no time during 1968 is N en-
gaged in a trade or business in the United 
States. During 1968 N receives installment 
payments of $500,000 on the sales it made in 
the United States during 1967, and the in-
come from sources within the United States 
for 1968 attributable to such payments is 
$125,000. By reason of section 864(c)(1)(B) and 
this section, this income of $125,000 is not ef-
fectively connected for 1968 with the conduct 
of a trade or business in the United States by 
N, even though such amount, if it had been 
received by N during 1967, would have been 
effectively connected for 1967 with the con-
duct of a trade or business in the United 
States by that corporation. 

Example 2. R, a foreign holding company, 
owns all of the voting stock in five corpora-
tions, two of which are domestic corpora-
tions. All of the subsidiary corporations are 
engaged in the active conduct of a trade or 
business. R has an office in the United States 
where its chief executive officer, who is also 

the chief executive officer of one of the do-
mestic corporations, spends a substantial 
portion of the taxable year supervising R’s 
investment in its operating subsidiaries and 
performing his function as chief executive 
officer of the domestic operating subsidiary. 
R is not considered to be engaged in a trade 
or business in the United States during the 
taxable year by reason of the activities car-
ried on in the United States by its chief ex-
ecutive officer in the supervision of its in-
vestment in its operating subsidiary corpora-
tions. Accordingly, the dividends from 
sources within the United States received by 
R during the taxable year from its domestic 
subsidiary corporations are not effectively 
connected for that year with the conduct of 
a trade or business in the United States by 
R. 

Example 3. During the months of June 
through December 1971, B, a nonresident 
alien individual who uses the calendar year 
as the taxable year and the cash receipts and 
disbursements method of accounting, is em-
ployed in the United States by domestic cor-
poration M for a salary of $2,000 per month, 
payable semimonthly. During 1971, B re-
ceives from M salary payments totaling 
$13,000, all of which income by reason of sec-
tion 864(c)(2) and paragraph (c)(6)(ii) of 
§ 1.864–4, is effectively connected for 1971 with 
the conduct of a trade or business in the 
United States by B. On December 31, 1971, B 
terminates his employment with M and de-
parts from the United States. At no time 
during 1972 is B engaged in a trade or busi-
ness in the United States. In January of 1972, 
B receives from M salary of $1,000 for the last 
half of December 1971, and a bonus of $1,000 
in consideration of the services B performed 
in the United States during 1971 for that cor-
poration. By reason of section 864(c)(1)(B) 
and this section, the $2,000 received by B dur-
ing 1972 from sources within the United 
States is not effectively connected for that 
year with the conduct of a trade or business 
in the United States, even though such 
amount, if it had been received by B during 
1971, would have been effectively connected 
for 1971 with the conduct of a trade or busi-
ness in the United States by B. 

[T.D. 7216, 37 FR 23424, Nov. 3, 1972] 

§ 1.864–4 U.S. source income effectively 
connected with U.S. business. 

(a) In general. This section applies 
only to a nonresident alien individual 
or a foreign corporation that is en-
gaged in a trade or business in the 
United States at some time during a 
taxable year beginning after December 
31, 1966, and to the income, gain, or loss 
of such person from sources within the 
United States. If the income, gain, or 
loss of such person for the taxable year 
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from sources within the United States 
consists of (1) gain or loss from the sale 
or exchange of capital assets or (2) 
fixed or determinable annual or peri-
odical gains, profits, and income or 
certain other gains described in section 
871(a)(1) or 881(a), certain factors must 
be taken into account, as prescribed by 
section 864(c)(2) and paragraph (c) of 
this section, in order to determine 
whether the income, gain, or loss is ef-
fectively connected for the taxable 
year with the conduct of a trade or 
business in the United States by that 
person. All other income, gain, or loss 
of such person for the taxable year 
from sources within the United States 
shall be treated as effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States by that person, as pre-
scribed by section 864(c)(3) and para-
graph (b) of this section. 

(b) Income other than fixed or deter-
minable income and capital gains. All in-
come, gain, or loss for the taxable year 
derived by a nonresident alien indi-
vidual or foreign corporation engaged 
in a trade or business in the United 
States from sources within the United 
States which does not consist of in-
come, gain, or loss described in section 
871(a)(1) or 881(a), or of gain or loss 
from the sale or exchange of capital as-
sets, shall, for purposes of paragraph 
(a) of this section, be treated as effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States. This income, 
gain, or loss shall be treated as effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States, whether or not 
the income, gain, or loss is derived 
from the trade or business being car-
ried on in the United States during the 
taxable year. The application of this 
paragraph may be illustrated by the 
following examples: 

Example 1. M, a foreign corporation which 
uses the calendar year as the taxable year, is 
engaged in the business of manufacturing 
machine tools in a foreign country. It estab-
lishes a branch office in the United States 
during 1968 which solicits orders from cus-
tomers in the United States for the machine 
tools manufactured by that corporation. All 
negotiations with respect to such sales are 
carried on in the United States. By reason of 
its activity in the United States M is en-

gaged in business in the United States dur-
ing 1968. The income or loss from sources 
within the United States from such sales 
during 1968 is treated as effectively con-
nected for that year with the conduct of a 
business in the United States by M. Occa-
sionally, during 1968 the customers in the 
United States write directly to the home of-
fice of M, and the home office makes sales 
directly to such customers without routing 
the transactions through its branch office in 
the United States. The income or loss from 
sources within the United States for 1968 
from these occasional direct sales by the 
home office is also treated as effectively con-
nected for that year with the conduct of a 
business in the United States by M. 

Example 2. The facts are the same as in ex-
ample 1 except that during 1967 M was also 
engaged in the business of purchasing and 
selling office machines and that it used the 
installment method of accounting for the 
sales made in this separate business. During 
1967 M was engaged in business in the United 
States by reason of the sales activities it 
carried on in the United States for the pur-
pose of selling therein a number of the office 
machines which it had purchased. Although 
M discontinued this business activity in the 
United States in December of 1967, it re-
ceived in 1968 some installment payments on 
the sales which it had made in the United 
States during 1967. The income of M for 1968 
from sources within the United States which 
is attributable to such installment payments 
is effectively connected for 1968 with the con-
duct of a business in the United States, even 
though such income is not connected with 
the business carried on in the United States 
during 1968 through its sales office located in 
the United States for the solicitation of or-
ders for the machine tools it manufactures. 

Example 3. Foreign corporation S, which 
uses the calendar year as the taxable year, is 
engaged in the business of purchasing and 
selling electronic equipment. The home of-
fice of such corporation is also engaged in 
the business of purchasing and selling vin-
tage wines. During 1968, S establishes a 
branch office in the United States to sell 
electronic equipment to customers, some of 
whom are located in the United States and 
the balance, in foreign countries. This 
branch office is not equipped to sell, and does 
not participate in sales of, wine purchased by 
the home office. Negotiations for the sales of 
the electronic equipment take place in the 
United States. By reason of the activity of 
its branch office in the United States, S is 
engaged in business in the United States dur-
ing 1968. As a result of advertisements which 
the home office of S places in periodicals 
sold in the United States, customers in the 
United States frequently place orders for the 
purchase of wines with the home office in the 
foreign country, and the home office makes 
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sales of wine in 1968 directly to such cus-
tomers without routing the transactions 
through its branch office in the United 
States. The income or loss from sources 
within the United States for 1968 from sales 
of electronic equipment by the branch office, 
together with the income or loss from 
sources within the United States for that 
year from sales of wine by the home office, is 
treated as effectively connected for that 
year with the conduct of a business in the 
United States by S. 

(c) Fixed or determinable income and 
capital gains—(1) Principal factors to be 
taken into account—(i) In general. In de-
termining for purposes of paragraph (a) 
of this section whether any income for 
the taxable year from sources within 
the United States which is described in 
section 871(a)(1) or 881(a), relating to 
fixed or determinable annual or peri-
odical gains, profits, and income and 
certain other gains, or whether gain or 
loss from sources within the United 
States for the taxable year from the 
sale or exchange of capital assets, is ef-
fectively connected for the taxable 
year with the conduct of a trade or 
business in the United States, the prin-
cipal tests to be applied are (a) the 
asset-use test, that is, whether the in-
come, gain, or loss is derived from as-
sets used in, or held for use in, the con-
duct of the trade or business in the 
United States, and (b) the business-ac-
tivities test, that is, whether the ac-
tivities of the trade or business con-
ducted in the United States were a ma-
terial factor in the realization of the 
income, gain, or loss. 

(ii) Special rule relating to interest on 
certain deposits. For purposes of deter-
mining under section 861(a)(1)(A) (re-
lating to interest on deposits with 
banks, savings and loan associations, 
and insurance companies paid or cred-
ited before January 1, 1976) whether the 
interest described therein is effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States, such interest shall be 
treated as income from sources within 
the United States for purposes of ap-
plying this paragraph and § 1.864–5. If 
by reason of the application of this 
paragraph such interest is determined 
to be income which is not effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States, it shall then be treated 

as interest from sources without the 
United States which is not subject to 
the application of § 1.864–5. 

(2) Application of the asset-use test—(i) 
In general. For purposes of subpara-
graph (1) of this paragraph, the asset- 
use test ordinarily shall apply in mak-
ing a determination with respect to in-
come, gain, or loss of a passive type 
where the trade or business activities 
as such do not give rise directly to the 
realization of the income, gain, or loss. 
However, even in the case of such in-
come, gain, or loss, any activities of 
the trade or business which materially 
contribute to the realization of such 
income, gain, or loss shall also be 
taken into account as a factor in deter-
mining whether the income, gain, or 
loss is effectively connected with the 
conduct of a trade or business in the 
United States. The asset-use test is of 
primary significance where, for exam-
ple, interest income is derived from 
sources within the United States by a 
nonresident alien individual or foreign 
corporation that is engaged in the busi-
ness of manufacturing or selling goods 
in the United States. See also subpara-
graph (5) of this paragraph for rules ap-
plicable to taxpayers conducting a 
banking, financing, or similar business 
in the United States. 

(ii) Cases where applicable. Ordinarily, 
an asset shall be treated as used in, or 
held for use in, the conduct of a trade 
or business in the United States if the 
asset is— 

(a) Held for the principal purpose of 
promoting the present conduct of the 
trade or business in the United States; 
or 

(b) Acquired and held in the ordinary 
course of the trade or business con-
ducted in the United States, as, for ex-
ample, in the case of an account or 
note receivable arising from that trade 
or business; or 

(c) Otherwise held in a direct rela-
tionship to the trade or business con-
ducted in the United States, as deter-
mined under paragraph (c)(2)(iv) of this 
section. 

(iii) Application of asset-use test to 
stock—(a) In general. Except as provided 
in paragraph (c)(2)(iii)(b) of this sec-
tion, stock of a corporation (whether 
domestic or foreign) shall not be treat-
ed as an asset used in, or held for use 
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in, the conduct of a trade or business in 
the United States. 

(b) Stock held by foreign insurance com-
panies. This paragraph (c)(2)(iii) shall 
not apply to stock of a corporation 
(whether domestic or foreign) held by a 
foreign insurance company unless the 
foreign insurance company owns 10 per-
cent or more of the total voting power 
or value of all classes of stock of such 
corporation. For purposes of this sec-
tion, section 318(a) shall be applied in 
determining ownership, except that in 
applying section 318(a)(2)(C), the phrase 
‘‘10 percent’’ is used instead of the 
phrase ‘‘50 percent.’’ 

(iv) Direct relationship between holding 
of asset and trade or business—(a) In gen-
eral. In determining whether an asset is 
held in a direct relationship to the 
trade or business conducted in the 
United States, principal consideration 
shall be given to whether the asset is 
needed in that trade or buisness. An 
asset shall be considered needed in a 
trade or business, for this purpose, only 
if the asset is held to meet the present 
needs of that trade or business and not 
its anticipated future needs. An asset 
shall be considered as needed in the 
trade or business conducted in the 
United States if, for example, the asset 
is held to meet the operating expenses 
of that trade or business. Conversely, 
an asset shall be considered as not 
needed in the trade or business con-
ducted in the United States if, for ex-
ample, the asset is held for the purpose 
of providing for (1) future diversifica-
tion into a new trade or business, (2) 
expansion of trade or business activi-
ties conducted outside of the United 
States, (3) future plant replacement, or 
(4) future business contingencies. 

(b) Presumption of direct relation-
ship. Generally, an asset will be treat-
ed as held in a direct relationship to 
the trade or business if (1) the asset 
was acquired with funds generated by 
that trade or business, (2) the income 
from the asset is retained or reinvested 
in that trade or business, and (3) per-
sonnel who are present in the United 
States and actively involved in the 
conduct of that trade or business exer-
cise significant management and con-
trol over the investment of such asset. 

(v) Illustration. The application of 
paragraph (iv) may be illustrated by 
the following examples: 

Example 1. M, a foreign corporation which 
uses the calendar year as the taxable year, is 
engaged in industrial manufacturing in a for-
eign country. M maintains a branch in the 
United States which acts as importer and 
distributor of the merchandise it manufac-
tures abroad; by reason of these branch ac-
tivities. M is engaged in business in the 
United States during 1968. The branch in the 
United States is required to hold a large cur-
rent cash balance for business purposes, but 
the amount of the cash balance so required 
varies because of the fluctuating seasonal 
nature of the branch’s business. During 1968 
at a time when large cash balances are not 
required the branch invests the surplus 
amount in U.S. Treasury bills. Since these 
Treasury bills are held to meet the present 
needs of the business conducted in the 
United States they are held in a direct rela-
tionship to that business, and the interest 
for 1968 on these bills is effectively con-
nected for that year with the conduct of the 
business in the United States by M. 

Example 2. Foreign corporation M, which 
uses the calendar year as the taxable year, 
has a branch office in the United States 
where it sells to customers located in the 
United States various products which are 
manufactured by that corporation in a for-
eign country. By reason of this activity M is 
engaged in business in the United States dur-
ing 1997. The U.S. branch establishes in 1997 
a fund to which are periodically credited var-
ious amounts which are derived from the 
business carried on at such branch. The 
amounts in this fund are invested in various 
securities issued by domestic corporations 
by the managing officers of the U.S. branch, 
who have the responsibility for maintaining 
proper investment diversification and invest-
ment of the fund. During 1997, the branch of-
fice derives from sources within the United 
States interest on these securities, and gains 
and losses resulting from the sale or ex-
change of such securities. Since the securi-
ties were acquired with amounts generated 
by the business conducted in the United 
States, the interest is retained in that busi-
ness, and the portfolio is managed by per-
sonnel actively involved in the conduct of 
that business, the securities are presumed 
under paragraph (c)(2)(iv)(b) of this section 
to be held in a direct relationship to that 
business. However, M is able to rebut this 
presumption by demonstrating that the fund 
was established to carry out a program of fu-
ture expansion and not to meet the present 
needs of the business conducted in the 
United States. Consequently, the income, 
gains, and losses from the securities for 1997 
are not effectively connected for that year 
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with the conduct of a trade or business in the 
United States by M. 

(3) Application of the business-activities 
test—(i) In general. For purposes of sub-
paragraph (1) of this paragraph, the 
business-activities test shall ordinarily 
apply in making a determination with 
respect to income, gain, or loss which, 
even though generally of the passive 
type, arises directly from the active 
conduct of the taxpayer’s trade or busi-
ness in the United States. The busi-
ness-activities test is of primary sig-
nificance, for example, where (a) divi-
dends or interest are derived by a deal-
er in stocks or securities, (b) gain or 
loss is derived from the sale or ex-
change of capital assets in the active 
conduct of a trade or business by an in-
vestment company, (c) royalties are de-
rived in the active conduct of a busi-
ness consisting of the licensing of pat-
ents or similar intangible property, or 
(d) service fees are derived in the ac-
tive conduct of a servicing business. In 
applying the business-activities test, 
activities relating to the management 
of investment portfolios shall not be 
treated as activities of the trade or 
business conducted in the United 
States unless the maintenance of the 
investments constitutes the principal 
activity of that trade or business. See 
also subparagraph (5) of this paragraph 
for rules applicable to taxpayers con-
ducting a banking, financing, or simi-
lar business in the United States. 

(ii) Illustrations. The application of 
this subparagraph may be illustrated 
by the following examples: 

Example 1. Foreign corporation S is a for-
eign investment company organized for the 
purpose of investing in stocks and securities. 
S is not a personal holding company or a cor-
poration which would be a personal holding 
company but for section 542(c)(7) or 
543(b)(1)(C). Its investment portfolios consist 
of common stocks issued by both foreign and 
domestic corporations and a substantial 
amount of high grade bonds. The business ac-
tivity of S consists of the management of its 
portfolios for the purpose of investing, rein-
vesting, or trading in stocks and securities. 
During the taxable year 1968, S has its prin-
cipal office in the United States within the 
meaning of paragraph (c)(2)(iii) of § 1.864–2 
and, by reason of its trading in the United 
States in stocks and securities, is engaged in 
business in the United States. The dividends 
and interest derived by S during 1968 from 
sources within the United States, and the 

gains and losses from sources within the 
United States for such year from the sale of 
stocks and securities from its investment 
portfolios, are effectively connected for 1968 
with the conduct of the business in the 
United States by that corporation, since its 
activities in connection with the manage-
ment of its investment portfolios are activi-
ties of that business and such activities are 
a material factor in the realization of such 
income, gains, and losses. 

Example 2. N, a foreign corporation which 
uses the calendar year as the taxable year, 
has a branch in the United States which acts 
as an importer and distributor of merchan-
dise; by reason of the activities of that 
branch, N is engaged in business in the 
United States during 1968. N also carries on 
a business in which it licenses patents to un-
related persons in the United States for use 
in the United States. The businesses of the 
licensees in which these patents are used 
have no direct relationship to the business 
carried on in N’s branch in the United 
States, although the merchandise marketed 
by the branch is similar in type to that man-
ufactured under the patents. The negotia-
tions and other activities leading up to the 
consummation of these licenses are con-
ducted by employees of N who are not con-
nected with the U.S. branch of that corpora-
tion, and the U.S. branch does not otherwise 
participate in arranging for the licenses. 
Royalties received by N during 1968 from 
these licenses are not effectively connected 
for that year with the conduct of its business 
in the United States because the activities of 
that business are not a material factor in the 
realization of such income. 

(4) Method of accounting as a factor. In 
applying the asset-use test or the busi-
ness-activities test described in sub-
paragraph (1) of this paragraph, due re-
gard shall be given to whether or not 
the asset, or the income, gain, or loss, 
is accounted for through the trade or 
business conducted in the United 
States, that is, whether or not the 
asset, or the income, gain, or loss, is 
carried on books of account separately 
kept for that trade or business, but this 
accounting test shall not by itself be 
controlling. In applying this subpara-
graph, consideration shall be given to 
whether the accounting treatment of 
an item reflects the consistent applica-
tion of generally accepted accounting 
principles in a particular trade or busi-
ness in accordance with accepted con-
ditions or practices in that trade or 
business and whether there is a con-
sistent accounting treatment of that 
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item from year to year by the tax-
payer. 

(5) Special rules relating to banking, fi-
nancing, or similar business activity—(i) 
Definition of banking, financing, or simi-
lar business. A nonresident alien indi-
vidual or a foreign corporation shall be 
considered for purposes of this section 
and paragraph (b)(2) of § 1.864–5 to be 
engaged in the active conduct of a 
banking, financing, or similar business 
in the United States if at some time 
during the taxable year the taxpayer is 
engaged in business in the United 
States and the activities of such busi-
ness consist of any one or more of the 
following activities carried on, in 
whole or in part, in the United States 
in transactions with persons situated 
within or without the United States: 

(a) Receiving deposits of funds from 
the public, 

(b) Making personal, mortgage, in-
dustrial, or other loans to the public, 

(c) Purchasing, selling, discounting, 
or negotiating for the public on a reg-
ular basis, notes, drafts, checks, bills of 
exchange, acceptances, or other evi-
dences of indebtedness, 

(d) Issuing letters of credit to the 
public and negotiating drafts drawn 
thereunder, 

(e) Providing trust services for the 
public, or 

(f) Financing foreign exchange trans-
actions for the public. 
Although the fact that the taxpayer is 
subjected to the banking and credit 
laws of a foreign country shall be 
taken into account in determining 
whether he is engaged in the active 
conduct of a banking, financing, or 
similar business, the character of the 
business actually carried on during the 
taxable year in the United States shall 
determine whether the taxpayer is ac-
tively conducting a banking, financing, 
or similar business in the United 
States. A foreign corporation which 
acts merely as a financing vehicle for 
borrowing funds for its parent corpora-
tion or any other person who would be 
a related person within the meaning of 
section 954(d)(3) if such foreign cor-
poration were a controlled foreign cor-
poration shall not be considered to be 
engaged in the active conduct of a 
banking, financing, or similar business 
in the United States. 

(ii) Effective connection of income from 
stocks or securities with active conduct of 
a banking, financing, or similar business. 
Notwithstanding the rules in subpara-
graphs (2) and (3) of this paragraph 
with respect to the asset-use test and 
the business-activities test, any divi-
dends or interest from stocks or securi-
ties, or any gain or loss from the sale 
or exchange of stocks or securities 
which are capital assets, which is from 
sources within the United States and 
derived by a nonresident alien indi-
vidual or a foreign corporation in the 
active conduct during the taxable year 
of a banking, financing, or similar 
business in the United States shall be 
treated as effectively connected for 
such year with the conduct of that 
business only if the stocks or securities 
giving rise to such income, gain, or loss 
are attributable to the U.S. office 
through which such business is carried 
on and— 

(a) Were acquired— 
(1) As a result of, or in the course of 

making loans to the public, 
(2) In the course of distributing such 

stocks or securities to the public, or 
(3) For the purpose of being used to 

satisfy the reserve requirements, or 
other requirements similar to reserve 
requirements, established by a duly 
constituted banking authority in the 
United States, or 

(b) Consist of securities (as defined in 
subdivision (v) of this subparagraph) 
which are— 

(1) Payable on demand or at a fixed 
maturity date not exceeding 1 year 
from the date of acquisition, 

(2) Issued by the United States, or 
any agency or instrumentality thereof, 
or 

(3) Not described in (a) or in (1) or (2) 
of this (b). 
However, the amount of interest from 
securities described in (b)(3) of this 
subdivision (ii) which shall be treated 
as effectively connected for the taxable 
year with the active conduct of a bank-
ing, financing, or similar business in 
the United States shall be an amount 
(but not in excess of the entire interest 
for the taxable year from sources with-
in the United States from such securi-
ties) determined by multiplying the en-
tire interest for the taxable year from 
sources within the United States from 
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such securities by a fraction the nu-
merator of which is 10 percent and the 
denominator of which is the same per-
centage, determined on the basis of a 
monthly average for the taxable year, 
as the book value of the total of such 
securities held by the U.S. office 
through which such business is carried 
on bears to the book value of the total 
assets of such office. The amount of 
gain or loss, if any, for the taxable year 
from the sale or exchange of such secu-
rities which shall be treated as effec-
tively connected for the taxable year 
with the active conduct of a banking, 
financing, or similar business in the 
United States shall be an amount (but 
not in excess of the entire gain or loss 
for the taxable year from sources with-
in the United States from the sale or 
exchange of such securities) deter-
mined by multiplying the entire gain 
or loss for the taxable year from 
sources within the United States from 
the sale or exchange of such securities 
by the fraction described in the imme-
diately preceding sentence. The per-
centage of the denominator of the lim-
iting fraction for such purposes shall 
be the percentage obtained by sepa-
rately adding the book value of such 
securities and such total assets held at 
the close of each month in the taxable 
year, dividing each such sum by 12, and 
then dividing the amount of securities 
so obtained by the amount of assets so 
obtained. This subdivision does not 
apply to dividends from stock owned by 
a foreign corporation in a domestic 
corporation of which more than 50 per-
cent of the total combined voting 
power of all classes of stock entitled to 
vote is owned by such foreign corpora-
tion and which is engaged in the active 
conduct of a banking business in the 
United States. The application of this 
subdivision may be illustrated by the 
following example: 

Example. Foreign corporation M, created 
under the laws of foreign country Y, has in 
the United States a branch, B, which during 
the taxable year is engaged in the active 
conduct of the banking business in the 
United States within the meaning of subdivi-
sion (i) of this subparagraph. During the tax-
able year M derives from sources within the 
United States through the activities carried 
on through B, $7,500,000 interest from securi-
ties described in subdivision (b)(3) of this 
subdivision (ii) and $7,500,000 gain from the 

sale or exchange of such securities. The 
monthly average, determined as of the last 
day of each month in the taxable year, of 
such securities held by B divided by the 
monthly average, as so determined, of the 
total assets held by B equals 15 percent. 
Under this subdivision, the amount of inter-
est income from such securities that shall be 
treated as effectively connected for the tax-
able year with the active conduct by M of a 
banking business in the United States is $5 
million ($7,500,000 interest × 10% / 15%), and 
the amount of gain from the sale or ex-
change of such securities that shall be treat-
ed as effectively connected for such year 
with the active conduct of such business is $5 
million ($7,500,000 gain × 10% / 15%). 

(iii) Stocks or securities attributable to 
U.S. office—(a) In general. For purposes 
of paragraph (c)(5)(ii) of this section, a 
stock or security shall be deemed to be 
attributable to a U.S. office only if 
such office actively and materially par-
ticipated in soliciting, negotiating, or 
performing other activities required to 
arrange the acquisition of the stock or 
security. The U.S. office need not have 
been the only active participant in ar-
ranging the acquisition of the stock or 
security. 

(b) Exceptions. A stock or security 
shall not be deemed to be attributable 
to a U.S. office merely because such of-
fice conducts one or more of the fol-
lowing activities: 

(1) Collects or accounts for the divi-
dends, interest, gain, or loss from such 
stock or security, 

(2) Exercises general supervision over 
the activities of the persons directly 
responsible for carrying on the activi-
ties described in paragraph (c)(5)(iii)(a) 
of this section, 

(3) Performs merely clerical func-
tions incident to the acquisition of 
such stock or security, 

(4) Exercises final approval over the 
execution of the acquisition of such 
stock or security, or 

(5) Holds such stock or security in 
the United States or records such stock 
or security on its books or records as 
having been acquired by such office or 
for its account. 

(c) Effective date. This paragraph 
(c)(5)(iii) shall be effective for income 
includible in taxable years beginning 
on or after June 18, 1984, except that 26 
CFR 1.864–4 (c)(5)(iii) as it appeared in 
the Code of Federal Regulations re-
vised as of April 1, 1983, shall apply to 
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income received or accured under a 
loan made by the taxpayer on or before 
May 18, 1984, or pursuant to a written 
binding commitment entered into on or 
before May 18, 1984. 

(iv) Acquisitions in course of making 
loans to the public. For purposes of sub-
division (ii) of this subparagraph— 

(a) A stock or security shall be con-
sidered to have been acquired in the 
course of making a loan to the public 
where, for example, such stock or secu-
rity was acquired as additional consid-
eration for the making of the loan, 

(b) A stock or security shall be con-
sidered to have been acquired as a re-
sult of making a loan to the public if, 
for example, such stock or security was 
acquired by foreclosure upon a bona 
fide default of the loan and is held as 
an ordinary and necessary incident to 
the active conduct of the banking, fi-
nancing, or similar business in the 
United States, and 

(c) A stock or security acquired on a 
stock exchange or organized over-the- 
counter market shall be considered not 
to have been acquired as a result of, or 
in the course of, making loans to the 
public. 

(v) Security defined. For purposes of 
this subparagraph, a security is any 
bill, note, bond, debenture, or other 
evidence of indebtedness, or any evi-
dence of an interest in, or right to sub-
scribe to or purchase, any of the fore-
going items. 

(vi) Limitations on application of sub-
paragraph—(a) Other business activity. 
This subparagraph provides rules for 
determining when certain income from 
stocks or securities is effectively con-
nected with the active conduct of a 
banking, financing, or similar business 
in the United States. Any dividends, 
interest, gain, or loss from sources 
within the United States which by rea-
son of the application of subdivision 
(ii) of this subparagraph is not effec-
tively connected with the active con-
duct by a nonresident alien individual 
or a foreign corporation of a banking, 
financing, or similar business in the 
United States may be effectively con-
nected for the taxable year, under sub-
paragraph (2) or (3) of this paragraph 
with the conduct by such taxpayer of 
another trade or business in the United 
States, such as, for example, the busi-

ness of selling or manufacturing goods 
or merchandise or of trading in stocks 
or securities for the taxpayer’s own ac-
count. 

(b) Other income. For rules relating to 
income, gain, or loss from sources 
within the United States (other than 
dividends or interest from, or gain or 
loss from the sale or exchange of, 
stocks or securities referred to in sub-
division (ii) of this subparagraph) de-
rived in the active conduct of a bank-
ing, financing, or similar business in 
the United States, see subparagraphs 
(2) and (3) of this paragraph and para-
graph (b) of this section. 

(vii) Illustrations. The application of 
this subparagraph may be illustrated 
by the following examples: 

Example 1. Foreign corporation F, which is 
created under the laws of foreign country X 
and engaged in the active conduct of the 
banking business in country X and a number 
of other foreign countries, has in the United 
States a branch, B, which during the taxable 
year is engaged in the active conduct of the 
banking business in the United States within 
the meaning of subdivision (i) of this sub-
paragraph. In the course of its banking busi-
ness in foreign countries, F receives at its 
branches located in country X and other for-
eign countries substantial deposits in U.S. 
dollars which are transferred to the accounts 
of B in the United States. During the taxable 
year, B actively participates in negotiating 
loans to residents of the United States, such 
as call loans to U.S. brokers, which are fi-
nanced from the U.S. dollar deposits trans-
ferred to B by F. In addition, B actively par-
ticipates in purchasing on the New York 
Stock Exchange and over-the-counter mar-
kets long-term bonds and notes issued by the 
U.S. Government, U.S. Treasury bills, and 
long-term interest-bearing bonds issued by 
domestic corporations and having a matu-
rity date of less than 1 year from the date of 
acquisition, all of which are purchased from 
the deposits transferred to B by F. All of the 
securities so acquired are held by B and re-
corded on its books in the United States. 
Pursuant to subdivision (ii) of this subpara-
graph, the interest received by F during the 
taxable year on these loans, bonds, notes, 
and bills is effectively connected for such 
year with the active conduct by F of a bank-
ing business in the United States. 

Example 2. The facts are the same as in ex-
ample 1 except that B also actively partici-
pates in using part of the U.S. dollar depos-
its, which are transferred to it by F, to pur-
chase on the New York Stock Exchange 
shares of common stock issued by various 
domestic corporations. All of the shares so 
purchased are considered to be capital assets 
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within the meaning of section 1221 and are 
recorded on B’s books in the United States. 
None of the shares so purchased were ac-
quired for the purpose of meeting reserve or 
other similar requirements. During the tax-
able year some of the shares are sold by B on 
the stock exchange. Pursuant to subdivision 
(ii) of this subparagraph, the dividends and 
gains received by F during the taxable year 
on these shares of stock are not effectively 
connected with the active conduct by F of a 
banking, financing, or similar business in 
the United States. 

Example 3. The facts are the same as in ex-
ample 1 except that B also uses part of the 
U.S. dollar deposits, which are transferred to 
it by F, to make a loan to domestic corpora-
tion M. As part of the consideration for the 
loan, M gives to B a number of shares of 
common stock issued by M. All of these 
shares of stock are considered to be capital 
assets within the meaning of section 1221 and 
are recorded on B’s books in the United 
States. During the taxable year one-half of 
these shares of stock is sold by B on the New 
York Stock Exchange. Pursuant to subdivi-
sion (ii) of this subparagraph, the dividends 
and gains received by F during the taxable 
year on these shares of stock are effectively 
connected for such year with the active con-
duct by F of a banking business in the 
United States. 

Example 4. The facts are the same as in ex-
ample 1 except that during the taxable year 
the home office of F in country X actively 
participates in negotiating loans to residents 
of the United States, such as call loans to 
U.S. brokers, which are financed by the U.S. 
dollar deposits received at the home office 
and are recorded on the books of the home 
office. B does not participate in negotiating 
these loans. Pursuant to subdivision (ii) of 
this subparagraph the interest received by F 
during the taxable year on these loans made 
by the home office in country X is not effec-
tively connected with the active conduct by 
F of a banking, financing, or similar business 
in the United States. 

Example 5. Foreign corporation Y, which is 
created under the laws of foreign country X 
and is engaged in the active conduct of a 
banking business in country X and other for-
eign countries, has a branch, C, in the United 
States that is engaged in the active conduct 
of a banking business in the United States, 
within the meaning of paragraph (c)(5)(i) of 
this section, during the taxable year. C han-
dles the negotiation and acquisition of secu-
rities involved in loans made by Y to U.S. 
persons. C also presents interest coupons 
with respect to such securities for payment, 
presents all such securities for payment at 
maturity, and maintains compete photocopy 
files with respect to such securities. The ac-
tivities of the office of Y in country X with 
respect to these securities consist of giving 
pro forma approval of the loans, storing the 

original securities, and recording the securi-
ties on the books of the country X office. 
Pursuant to paragraphs (c)(5)(ii) and 
(c)(5)(iii) of this section, the U.S. source in-
terest income received by Y during the tax-
able year on these securities is effectively 
connected for such year with the active con-
duct by Y of a banking business in the 
United States. 

(6) Income related to personal services 
of an individual—(i) Income, gain, or loss 
from assets. Income or gains from 
sources within the United States de-
scribed in section 871(a)(1) and derived 
from an asset, and gain or loss from 
sources within the United States from 
the sale or exchange of capital assets, 
realized by a nonresident alien indi-
vidual engaged in a trade or business in 
the United States during the taxable 
year solely by reason of his performing 
personal services in the United States 
shall not be treated as income, gain, or 
loss which is effectively connected for 
the taxable year with the conduct of a 
trade or business in the United States, 
unless there is a direct economic rela-
tionship between his holding of the 
asset from which the income, gain, or 
loss results and his trade or business of 
performing the personal services. 

(ii) Wages, salaries, and pensions. 
Wages, salaries, fees, compensations, 
emoluments, or other remunerations, 
including bonuses, received by a non-
resident alien individual for per-
forming personal services in the United 
States which, under paragraph (a) of 
§ 1.864–2, constitute engaging in a trade 
or business in the United States, and 
pensions and retirement pay attrib-
utable to such personal services, con-
stitute income which is effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States by that individual if he 
is engaged in a trade or business in the 
United States at some time during the 
taxable year in which such income is 
received. 

(7) Effective date. Paragraphs (c)(2) 
and (c)(6)(i) of this section are effective 
for taxable years beginning on or after 
June 6, 1996. 

[T.D. 7216, 37 FR 23425, Nov. 3, 1972, as amend-
ed by T.D. 7332, 39 FR 44232, Dec. 23, 1974; 
T.D. 79–58, 49 FR 21052, May 18, 1984; T.D.8657, 
61 FR 9337, Mar. 8, 1996; T.D. 9226, 70 FR 57510, 
Oct. 3, 2005] 
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§ 1.864–5 Foreign source income effec-
tively connected with U.S. business. 

(a) In general. This section applies 
only to a nonresident alien individual 
or a foreign corporation that is en-
gaged in a trade or business in the 
United States at some time during a 
taxable year beginning after December 
31, 1966, and to the income, gain, or loss 
of such person from sources without 
the United States. The income, gain, or 
loss of such person for the taxable year 
from sources without the United States 
which is specified in paragraph (b) of 
this section shall be treated as effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States, only if he also 
has in the United States at some time 
during the taxable year, but not nec-
essarily at the time the income, gain, 
or loss is realized, an office or other 
fixed place of business, as defined in 
§ 1.864–7, to which such income, gain, or 
loss is attributable in accordance with 
§ 1.864–6. The income of such person for 
the taxable year from sources without 
the United States which is specified in 
paragraph (c) of this section shall be 
treated as effectively connected for the 
taxable year with the conduct of a 
trade or business in the United States 
when derived by a foreign corporation 
carrying on a life insurance business in 
the United States. Except as provided 
in paragraphs (b) and (c) of this sec-
tion, no income, gain, or loss of a non-
resident alien individual or a foreign 
corporation for the taxable year from 
sources without the United States 
shall be treated as effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States by that person. Any in-
come, gain, or loss described in para-
graph (b) or (c) of this section which, if 
it were derived by the taxpayer from 
sources within the United States for 
the taxable year, would not be treated 
under § 1.864–4 as effectively connected 
for the taxable year with the conduct 
of a trade or business in the United 
States shall not be treated under this 
section as effectively connected for the 
taxable year with the conduct of a 
trade or business in the United States. 

(b) Income other than income attrib-
utable to U.S. life insurance business. In-
come, gain, or loss from sources with-

out the United States other than in-
come described in paragraph (c) of this 
section shall be taken into account 
pursuant to paragraph (a) of this sec-
tion in applying §§ 1.864–6 and 1.864–7 
only if it consists of— 

(1) Rents, royalties, or gains on sales of 
intangible property. (i) Rents or royal-
ties for the use of, or for the privilege 
of using, intangible personal property 
located outside the United States or 
from any interest in such property, in-
cluding rents or royalties for the use, 
or for the privilege of using, outside 
the United States, patents, copyrights, 
secret processes and formulas, good 
will, trademarks, trade brands, fran-
chises, and other like properties, if 
such rents or royalties are derived in 
the active conduct of the trade or busi-
ness in the United States. 

(ii) Gains or losses on the sale or ex-
change of intangible personal property 
located outside the United States or 
from any interest in such property, in-
cluding gains or losses on the sale or 
exchange of the privilege of using, out-
side the United States, patents, copy-
rights, secret processes and formulas, 
good will, trademarks, trade brands, 
franchises, and other like properties, if 
such gains or losses are derived in the 
active conduct of the trade or business 
in the United States. 

(iii) Whether or not such an item of 
income, gain, or loss is derived in the 
active conduct of a trade or business in 
the United States shall be determined 
from the facts and circumstances of 
each case. The frequency with which a 
nonresident alien individual or a for-
eign corporation enters into trans-
actions of the type from which the in-
come, gain, or loss is derived shall not 
of itself determine that the income, 
gain, or loss is derived in the active 
conduct of a trade or business. 

(iv) This subparagraph shall not 
apply to rents or royalties for the use 
of, or for the privilege of using, real 
property or tangible personal property, 
or to gain or loss from the sale or ex-
change of such property. 

(2) Dividends or interest, or gains or loss 
from sales of stocks or securities—(i) In 
general. Dividends or interests from 
any transaction, or gains or losses on 
the sale or exchange of stocks or secu-
rities, realized by (a) a nonresident 
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alien individual or a foreign corpora-
tion in the active conduct of a banking, 
financing, or similar business in the 
United States or (b) a foreign corpora-
tion engaged in business in the United 
States whose principal business is trad-
ing in stocks or securities for its own 
account. Whether the taxpayer is en-
gaged in the active conduct of a bank-
ing, financing, or similar business in 
the United States for purposes of this 
subparagraph shall be determined in 
accordance with the principles of para-
graph (c)(5)(i) of § 1.864–4. 

(ii) Substitute payments. For purposes 
of this paragraph (b)92), a substitute 
interest payment (as defined in § 1.861– 
2(a)(7)) received by a foreign person 
subject to tax under this paragraph (b) 
pursuant to a securities lending trans-
action or a sale-repurchase transaction 
(as defined in § 1.861–2(a)(7)) with re-
spect to a security (as defined in § 1.864– 
6(b)(2)(ii)(c)) shall have the same char-
acter as interest income paid or ac-
crued with respect to the terms of the 
transferred security. Similarly, for 
purposes of this paragraph (b)(2), a sub-
stitute dividend payment (as defined in 
§ 1.861–3(a)(6)) received by a foreign per-
son pursuant to a securities lending 
transaction or a sale-repurchase trans-
action (as defined in § 1.861–3(a)(6)) with 
respect to a stock shall have the same 
character as a distribution with re-
spect to the transferred security. This 
paragraph (b)(2)(ii) is applicable to pay-
ments made after November 13, 1997. 

(iii) Incidental investment activity. 
This subparagraph shall not apply to 
income, gain, or loss realized by a non-
resident alien individual or foreign cor-
poration on stocks or securities held, 
sold, or exchanged in connection with 
incidental investment activities car-
ried on by that person. Thus, a foreign 
corporation which is primarily a hold-
ing company owning significant per-
centages of the stocks or securities 
issued by other corporations shall not 
be treated under this subparagraph as a 
corporation the principal business of 
which is trading in stocks or securities 
for its own account, solely because it 
engages in sporadic purchases or sales 
of stocks or securities to adjust its 
portfolio. The application of this sub-
division may be illustrated by the fol-
lowing example: 

Example. F, a foreign corporation, owns 
voting stock in foreign corporations M, N, 
and P, its holdings in such corporations con-
stituting 15, 20, and 100 percent, respectively, 
of all classes of their outstanding voting 
stock. Each of such stock holdings by F rep-
resents approximately 20 percent of its total 
assets. The remaining 40 percent of F’s as-
sets consist of other investments, 20 percent 
being invested in securities issued by foreign 
governments and in stocks and bonds issued 
by other corporations in which F does not 
own a significant percentage of their out-
standing voting stock, and 20 percent being 
invested in bonds issued by N. None of the 
assets of F are held primarily for sale; but if 
the officers of that corporation were to de-
cide that other investments would be pref-
erable to its holding of such assets, F would 
sell the stocks and securities and reinvest 
the proceeds therefrom in other holdings. 
Any income, gain, or loss which F may de-
rive from this investment activity is not 
considered to be realized by a foreign cor-
poration described in subdivision (i) of this 
subparagraph. 

(3) Sale of goods or merchandise 
through U.S. office. (i) Income, gain, or 
loss from the sale of inventory items or 
of property held primarily for sale to 
customers in the ordinary course of 
business, as described in section 1221(1), 
where the sale is outside the United 
States but through the office or other 
fixed place of business which the non-
resident alien or foreign corporation 
has in the United States, irrespective 
of the destination to which such prop-
erty is sent for use, consumption, or 
disposition. 

(ii) This subparagraph shall not apply 
to income, gain, or loss resulting from 
a sales contract entered into on or be-
fore February 24, 1966. See section 
102(e)(1) of the Foreign Investors Tax 
Act of 1966 (80 Stat. 1547). Thus, for ex-
ample, the sales office in the United 
States of a foreign corporation enters 
into negotiations for the sale of 500,000 
industrial bearings which the corpora-
tion produces in a foreign country for 
consumption in the Western Hemi-
sphere. These negotiations culminate 
in a binding agreement entered into on 
January 1, 1966. By its terms delivery 
under the contract is to be made over 
a period of 3 years beginning in March 
of 1966. Payment is due upon delivery. 
The income from sources without the 
United States resulting from this sale 
negotiated by the U.S. sales office of 
the foreign corporation shall not be 
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taken into account under this subpara-
graph for any taxable year. 

(iii) This subparagraph shall not 
apply to gains or losses on the sale or 
exchange of intangible personal prop-
erty to which subparagraph (1) of this 
paragraph applies or of stocks or secu-
rities to which subparagraph (2) of this 
paragraph applies. 

(c) Income attributable to U.S. life in-
surance business. (1) All of the income 
for the taxable year of a foreign cor-
poration described in subparagraph (2) 
of this paragraph from sources without 
the United States, which is attrib-
utable to its U.S. life insurance busi-
ness, shall be treated as effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States by that corporation. 
Thus, in determining its life insurance 
company taxable income from its U.S. 
business for purposes of section 802, the 
foreign corporation shall include all of 
its items of income from sources with-
out the United States which would ap-
propriately be taken into account in 
determining the life insurance com-
pany taxable income of a domestic cor-
poration. The income to which this 
subparagraph applies shall be taken 
into account for purposes of paragraph 
(a) of this section without reference to 
§§ 1.864–6 and 1.864–7. 

(2) A foreign corporation to which 
subparagraph (1) of this paragraph ap-
plies is a foreign corporation carrying 
on an insurance business in the United 
States during the taxable year which— 

(i) Without taking into account its 
income not effectively connected for 
that year with the conduct of any trade 
or business in the United States, would 
qualify as a life insurance company 
under part I (section 801 and following) 
of subchapter L, chapter 1 of the Code, 
if it were a domestic corporation, and 

(ii) By reason of section 842 is taxable 
under that part on its income which is 
effectively connected for that year 
with its conduct of any trade or busi-
ness in the United States. 

(d) Excluded foreign source income. 
Notwithstanding paragraphs (b) and (c) 
of this section, no income from sources 
without the United States shall be 
treated as effectively connected for 
any taxable year with the conduct of a 
trade or business in the United States 

by a nonresident alien individual or a 
foreign corporation if the income con-
sists of— 

(1) Dividends, interest, or royalties paid 
by a related foreign corporation. Divi-
dends, interest, or royalties paid by a 
foreign corporation in which the non-
resident alien individual or the foreign 
corporation described in paragraph (a) 
of this section owns, within the mean-
ing of section 958(a), or is considered as 
owning, by applying the ownership 
rules of section 958(b), at the time such 
items are paid more than 50 percent of 
the total combined voting power of all 
classes of stock entitled to vote. 

(2) Subpart F income of a controlled for-
eign corporation. Any income of the for-
eign corporation described in para-
graph (a) of this section which is sub-
part F income for the taxable year, as 
determined under section 952(a), even 
though part of the income is attrib-
utable to amounts which, if distributed 
by the foreign corporation, would be 
distributed with respect to its stock 
which is owned by shareholders who 
are not U.S. shareholders within the 
meaning of section 951(b). This sub-
paragraph shall not apply to any in-
come of the foreign corporation which 
is excluded in determining its subpart 
F income for the taxable year for pur-
poses of section 952(a). Thus, for exam-
ple, this subparagraph shall not apply 
to— 

(i) Foreign base company shipping in-
come which is excluded under section 
954(b)(2), 

(ii) Foreign base company income 
amounting to less than 10 percent (30 
percent in the case of taxable years of 
foreign corporations ending before Jan-
uary 1, 1976) of gross income which by 
reason of section 954(b)(3)(A) does not 
become subpart F income for the tax-
able year, 

(iii) Any income excluded from for-
eign base company income under sec-
tion 954(b)(4), relating to exception for 
foreign corporations not availed of to 
reduce taxes, 

(iv) Any income derived in the active 
conduct of a trade or business which is 
excluded under section 954(c)(3), or 

(v) Any income received from related 
persons which is excluded under sec-
tion 954(c)(4). 
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This subparagraph shall apply to the 
foreign corporation’s entire subpart F 
income for the taxable year determined 
under section 952(a), even though no 
amount is included in the gross income 
of a U.S. shareholder under section 
951(a) with respect to that subpart F 
income because of the minimum dis-
tribution provisions of section 963(a) or 
because of the reduction under section 
970(a) with respect to an export trade 
corporation. This subparagraph shall 
apply only to a foreign corporation 
which is a controlled foreign corpora-
tion within the meaning of section 957 
and the regulations thereunder. The 
application of this subparagraph may 
be illustrated by the following exam-
ples: 

Example 1. Controlled foreign corporation 
M, incorporated under the laws of foreign 
country X, is engaged in the business of pur-
chasing and selling merchandise manufac-
tured in foreign country Y by an unrelated 
person. M negotiates sales, through its sales 
office in the United States, of its merchan-
dise for use outside of country X. These sales 
are made outside the United States, and the 
merchandise is sold for use outside the 
United States. No office maintained by M 
outside the United States participates mate-
rially in the sales made through its U.S. 
sales office. These activities constitute the 
only activities of M. During the taxable year 
M derives $100,000 income from these sales 
made through its U.S. sales office, and all of 
such income is foreign base company sales 
income by reason of section 954(d)(2) and 
paragraph (b) of § 1.954–3. The entire $100,000 
is also subpart F income, determined under 
section 952(a). In addition, all of this income 
would, without reference to section 
864(c)(4)(D)(ii) and this subparagraph, be 
treated as effectively connected for the tax-
able year with the conduct of a trade or busi-
ness in the United States by M. Through its 
entire taxable year 60 percent of the one 
class of stock of M is owned within the 
meaning of section 958(a) by U.S. share-
holders, as defined in section 951(b), and 40 
percent of its one class of stock is owned 
within the meaning of section 958(a) by per-
sons who are not U.S. shareholders, as de-
fined in section 951(b). Although only $60,000 
of the subpart F income of M for the taxable 
year is includible in the income of the U.S. 
shareholders under section 951(a), the entire 
subpart F income of $100,000 constitutes in-
come which, by reason of section 
864(c)(4)(D)(ii) and this subparagraph, is not 
effectively connected for the taxable year 
with the conduct of a trade or business in the 
United States by M. 

Example 2. The facts are the same as in ex-
ample 1 except that the foreign base com-
pany sales income amounts to $150,000 deter-
mined in accordance with paragraph (d)(3)(i) 
of § 1.954–1, and that M also has gross income 
from sources without the United States of 
$50,000 from sales, through its sales office in 
the United States, of merchandise for use in 
country X. These sales are made outside the 
United States. All of this income would, 
without reference to section 864(c)(4)(D)(ii) 
and this subparagraph, be treated as effec-
tively connected for the taxable year with 
the conduct of a trade or business in the 
United States by M. Since the foreign base 
company income of $150,000 amounts to 75 
percent of the entire gross income of $200,000, 
determined as provided in paragraph (d)(3)(ii) 
of § 1.954–1, the entire $200,000 constitutes for-
eign base company income under section 
954(b)(3)(B). Assuming that M has no 
amounts to be taken into account under 
paragraphs (1), (2), (4), and (5) of section 
954(b), the $200,000 is also subpart F income, 
determined under section 952(a). This sub-
part F income of $200,000 constitutes income 
which, by reason of section 864(c)(4)(D)(ii) 
and this subparagraph, is not effectively con-
nected for the taxable year with the conduct 
of a trade or business in the United States by 
M. 

(3) Interest on certain deposits. Interest 
which, by reason of section 861(a)(1)(A) 
(relating to interest on deposits with 
banks, savings and loan associations, 
and insurance companies paid or cred-
ited before January 1, 1976) and para-
graph (c) of § 1.864–4, is determined to 
be income from sources without the 
United States because it is not effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States by the non-
resident alien individual or foreign cor-
poration. 

[T.D. 7216, 37 FR 23429, Nov. 3, 1972, as amend-
ed by T.D. 7893, 48 FR 22507, May 19, 1983; 
T.D. 8735, 62 FR 53501, Oct. 14, 1997] 

§ 1.864–6 Income, gain, or loss attrib-
utable to an office or other fixed 
place of business in the United 
States. 

(a) In general. Income, gain, or loss 
from sources without the United States 
which is specified in paragraph (b) of 
§ 1.864–5 and received by a nonresident 
alien individual or a foreign corpora-
tion engaged in a trade or business in 
the United States at some time during 
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a taxable year beginning after Decem-
ber 31, 1966, shall be treated as effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States only if the in-
come, gain, or loss is attributable 
under paragraphs (b) and (c) of this sec-
tion to an office or other fixed place of 
business, as defined in § 1.864–7, which 
the taxpayer has in the United States 
at some time during the taxable year. 

(b) Material factor test—(1) In general. 
For purposes of paragraph (a) of this 
section, income, gain, or loss is attrib-
utable to an office or other fixed place 
of business which a nonresident alien 
individual or a foreign corporation has 
in the United States only if such office 
or other fixed place of business is a ma-
terial factor in the realization of the 
income, gain, or loss, and if the in-
come, gain, or loss is realized in the or-
dinary course of the trade or business 
carried on through that office or other 
fixed place of business. For this pur-
pose, the activities of the office or 
other fixed place of business shall not 
be considered to be a material factor in 
the realization of the income, gain, or 
loss unless they provide a significant 
contribution to, by being an essential 
economic element in, the realization of 
the income, gain, or loss. Thus, for ex-
ample, meetings in the United States 
of the board of directors of a foreign 
corporation do not of themselves con-
stitute a material factor in the realiza-
tion of income, gain, or loss. It is not 
necessary that the activities of the of-
fice or other fixed place of business in 
the United States be a major factor in 
the realization of the income, gain, or 
loss. An office or other fixed place of 
business located in the United States 
at some time during a taxable year 
may be a material factor in the realiza-
tion of an item of income, gain, or loss 
for that year even though the office or 
other fixed place of business is not 
present in the United States when the 
income, gain, or loss is realized. 

(2) Application of material factor test to 
specific classes of income. For purposes 
of paragraph (a) of this section, an of-
fice or other fixed place of business 
which a nonresident alien individual or 
a foreign corporation, engaged in a 
trade or business in the United States 
at some time during the taxable year, 

had in the United States, shall be con-
sidered a material factor in the realiza-
tion of income, gain, or loss consisting 
of— 

(i) Rents, royalties, or gains on sales of 
intangible property. Rents, royalties, or 
gains or losses, from intangible per-
sonal property specified in paragraph 
(b)(1) of § 1.864–5, if the office or other 
fixed place of business either actively 
participates in soliciting, negotiating, 
or performing other activities required 
to arrange, the lease, license, sale, or 
exchange from which such income, 
gain, or loss is derived or performs sig-
nificant services incident to such lease, 
license, sale, or exchange. An office or 
other fixed place of business in the 
United States shall not be considered 
to be a material factor in the realiza-
tion of income, gain, or loss for pur-
poses of this subdivision merely be-
cause the office or other fixed place of 
business conducts one or more of the 
following activities: (a) Develops, cre-
ates, produces, or acquires and adds 
substantial value to, the property 
which is leased, licensed, or sold, or ex-
changed, (b) collects or accounts for 
the rents, royalties, gains, or losses, (c) 
exercises general supervision over the 
activities of the persons directly re-
sponsible for carrying on the activities 
or services described in the imme-
diately preceding sentence, (d) per-
forms merely clerical functions inci-
dent to the lease, license, sale, or ex-
change or (e) exercises final approval 
over the execution of the lease, license, 
sale, or exchange. The application of 
this subdivision may be illustrated by 
the following examples: 

Example 1. F, a foreign corporation, is en-
gaged in the active conduct of the business 
of licensing patents which it has either pur-
chased or developed in the United States. F 
has a business office in the United States. 
Licenses for the use of such patents outside 
the United States are negotiated by offices 
of F located outside the United States, sub-
ject to approval by an officer of such cor-
poration located in the U.S. office. All serv-
ices which are rendered to F’s foreign licens-
ees are performed by employees of F’s offices 
located outside the United States. None of 
the income, gain, or loss resulting from the 
foreign licenses so negotiated by F is attrib-
utable to its business office in the United 
States. 

Example 2. N, a foreign corporation, is en-
gaged in the active conduct of the business 
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of distributing motion picture films and tele-
vision programs. N does not distribute such 
films or programs in the United States. The 
foreign distribution rights to these films and 
programs are acquired by N’s U.S. business 
office from the U.S. owners of these films 
and programs. Employees of N’s offices lo-
cated in various foreign countries carry on 
in such countries all the solicitations and 
negotiations for the licensing of these films 
and programs to licensees located in such 
countries and provide the necessary inci-
dental services to the licensees. N’s U.S. of-
fice collects the rentals from the foreign li-
censees and maintains the necessary records 
of income and expense. Officers of N located 
in the United States also maintain general 
supervision over the employees of the for-
eign offices, but the foreign employees con-
duct the day to day business of N outside the 
United States of soliciting, negotiating, or 
performing other activities required to ar-
range the foreign licenses. None of the in-
come, gain, or loss resulting from the foreign 
licenses so negotiated by N is attributable to 
N’s U.S. office. 

(ii) Dividends or interest, or gains or 
losses from sales of stock or securities—(a) 
In general. Dividends or interest from 
any transaction, or gains or losses on 
the sale or exchange of stocks or secu-
rities, specified in paragraph (b)(2) of 
§ 1.864–5, if the office or other fixed 
place of business either actively par-
ticipates in soliciting, negotiating, or 
performing other activities required to 
arrange, the issue, acquisition, sale, or 
exchange, of the asset from which such 
income, gain, or loss is derived or per-
forms significant services incident to 
such issue, acquisition, sale, or ex-
change. An office or other fixed place 
of business in the United States shall 
not be considered to be a material fac-
tor in the realization of income, gain, 
or loss for purposes of this subdivision 
merely because the office or other fixed 
place of business conducts one or more 
of the following activities: (1) Collects 
or accounts for the dividends, interest, 
gains, or losses, (2) exercises general 
supervision over the activities of the 
persons directly responsible for car-
rying on the activities or services de-
scribed in the immediately preceding 
sentence, (3) performs merely clerical 
functions incident to the issue, acquisi-
tion, sale, or exchange, or (4) exercises 
final approval over the execution of the 
issue, acquisition, sale, or exchange. 

(b) Effective connection of income from 
stocks or securities with active conduct of 

a banking, financing, or similar business. 
Notwithstanding (a) of this subdivision 
(ii), the determination as to whether 
any dividends or interest from stocks 
or securities, or gain or loss from the 
sale or exchange of stocks or securities 
which are capital assets, which is from 
sources without the United States and 
derived by a nonresident alien indi-
vidual or a foreign corporation in the 
active conduct during the taxable year 
of a banking, financing, or similar 
business in the United States, shall be 
treated as effectively connected for 
such year with the active conduct of 
that business shall be made by apply-
ing the principles of paragraph (c)(5)(ii) 
of § 1.864–4 for determining whether in-
come, gain, or loss of such type from 
sources within the United States is ef-
fectively connected for such year with 
the active conduct of that business. 

(c) Security defined. For purposes of 
this subdivision (ii), a security is any 
bill, note, bond, debenture, or other 
evidence of indebtedness, or any evi-
dence of an interest in, or right to sub-
scribe or to purchase, any of the fore-
going items. 

(d) Limitations on application of rules 
on banking, financing, or similar busi-
ness—(1) Trading for taxpayer’s own ac-
count. The provisions of (b) of this sub-
division (ii) apply for purposes of deter-
mining when certain income, gain, or 
loss from stocks or securities is effec-
tively connected with the active con-
duct of a banking, financing, or similar 
business in the United States. Any 
dividends, interest, gain, or loss from 
sources without the United States 
which by reason of the application of 
(b) of this subdivision (ii) is not effec-
tively connected with the active con-
duct by a foreign corporation of a 
banking, financing, or similar business 
in the United States may be effectively 
connected for the taxable year, under 
(a) of this subdivision (ii), with the 
conduct by such taxpayer of a trade or 
business in the United States which 
consists of trading in stocks or securi-
ties for the taxpayer’s own account. 

(2) Other income. For rules relating to 
dividends or interest from sources 
without the United States (other than 
dividends or interest from, or gain or 
loss from the sale or exchange of, 
stocks or securities referred to in (b) of 
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this subdivision (ii)) derived in the ac-
tive conduct of a banking, financing, or 
similar business in the United States, 
see (a) of this subdivision (ii). 

(iii) Sale of goods or merchandise 
through U.S. office. Income, gain, or 
loss from sales of goods or merchandise 
specified in paragraph (b)(3) of § 1.864–5, 
if the office or other fixed place of busi-
ness actively participates in soliciting 
the order, negotiating the contract of 
sale, or performing other significant 
services necessary for the consumma-
tion of the sale which are not the sub-
ject of a separate agreement between 
the seller and the buyer. The office or 
other fixed place of business in the 
United States shall be considered a ma-
terial factor in the realization of in-
come, gain, or loss from a sale made as 
a result of a sales order received in 
such office or other fixed place of busi-
ness except where the sales order is re-
ceived unsolicited and that office or 
other fixed place of business is not held 
out to potential customers as the place 
to which such sales orders should be 
sent. The income, gain, or loss must be 
realized in the ordinary course of the 
trade or business carried on through 
the office or other fixed place of busi-
ness in the United States. Thus, if a 
foreign corporation is engaged solely in 
a manufacturing business in the United 
States, the income derived by its office 
in the United States as a result of an 
occasional sale outside the United 
States is not attributable to the U.S. 
office if the sales office of the manufac-
turing business is located outside the 
United States. On the other hand, if a 
foreign corporation establishes a sales 
office in the United States to sell for 
consumption in the Western Hemi-
sphere merchandise which the corpora-
tion produces in Africa, the income de-
rived by the sales office in the United 
States as a result of an occasional sale 
made by it in Europe shall be attrib-
utable to the U.S. sales office. An office 
or other fixed place of business in the 
United States shall not be considered 
to be a material factor in the realiza-
tion of income, gain, or loss for pur-
poses of this subdivision merely be-
cause of one or more of the following 
activities: (a) The sale is made subject 
to the final approval of such office or 
other fixed place of business, (b) the 

property sold is held in, and distributed 
from, such office or other fixed place of 
business, (c) samples of the property 
sold are displayed (but not otherwise 
promoted or sold) in such office or 
other fixed place of business, or (d) 
such office or other fixed place of busi-
ness performs merely clerical functions 
incident to the sale. Activities carried 
on by employees of an office or other 
fixed place of business constitute ac-
tivities of that office or other fixed 
place of business. 

(3) Limitation where foreign office is a 
material factor in realization of income— 
(i) Goods or merchandise destined for for-
eign use, consumption, or disposition. 
Notwithstanding subparagraphs (1) and 
(2) of this paragraph, an office or other 
fixed place of business which a non-
resident alien individual or a foreign 
corporation has in the United States 
shall not be considered, for purposes of 
paragraph (a) of this section, to be a 
material factor in the realization of in-
come, gain, or loss from sales of goods 
or merchandise specified in paragraph 
(b)(3) of § 1.864–5 if the property is sold 
for use, consumption, or disposition 
outside the United States and an office 
or other fixed place of business, as de-
fined in § 1.864–7, which such non-
resident alien individual or foreign cor-
poration has outside the United States 
participates materially in the sale. For 
this purpose an office or other fixed 
place of business which the taxpayer 
has outside the United States shall be 
considered to have participated materi-
ally in a sale made through the office 
or other fixed place of business in the 
United States if the office or other 
fixed place of business outside the 
United States actively participates in 
soliciting the order resulting in the 
sale, negotiating the contract of sale, 
or performing other significant serv-
ices necessary for the consummation of 
the sale which are not the subject of a 
separate agreement between the seller 
and buyer. An office or other fixed 
place of business which the taxpayer 
has outside the United States shall not 
be considered to have participated ma-
terially in a sale merely because of one 
or more of the following activities: (a) 
The sale is made subject to the final 
approval of such office or other fixed 
place of business, (b) the property sold 
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is held in, and distributed from, such 
office or other fixed place of business, 
(c) samples of the property sold are dis-
played (but not otherwise promoted or 
sold) in such office or other fixed place 
of business, (d) such office or other 
fixed place of business is used for pur-
poses of having title to the property 
pass outside the United States, or (e) 
such office or other fixed place of busi-
ness performs merely clerical functions 
incident to the sale. 

(ii) Rules for determining country of 
use, consumption, or disposition—(a) In 
general. As a general rule, personal 
property which is sold to an unrelated 
person shall be presumed for purposes 
of this subparagraph to have been sold 
for use, consumption, or disposition in 
the country of destination of the prop-
erty sold; for such purpose, the occur-
rence in a country of a temporary 
interruption in shipment of property 
shall not cause that country to be con-
sidered the country of destination. 
However, if at the time of a sale of per-
sonal property to an unrelated person 
the taxpayer knew, or should have 
known from the facts and cir-
cumstances surrounding the trans-
action, that the property probably 
would not be used, consumed, or dis-
posed of in the country of destination, 
the taxpayer must determine the coun-
try of ultimate use, consumption, or 
disposition of the property or the prop-
erty shall be presumed to have been 
sold for use, consumption, or disposi-
tion in the United States. A taxpayer 
who sells personal property to a related 
person shall be presumed to have sold 
the property for use, consumption, or 
disposition in the United States unless 
the taxpayer establishes the use made 
of the property by the related person; 
once he has established that the re-
lated person has disposed of the prop-
erty, the rules in the two immediately 
preceding sentences relating to sales to 
an unrelated person shall apply at the 
first stage in the chain of distribution 
at which a sale is made by a related 
person to an unrelated person. Not-
withstanding the preceding provisions 
of this subdivision (a), a taxpayer who 
sells personal property to any person 
whose principal business consists of 
selling from inventory to retail cus-
tomers at retail outlets outside the 

United States may assume at the time 
of the sale to that person that the 
property will be used, consumed, or dis-
posed of outside the United States. For 
purposes of this (a), a person is related 
to another person if either person owns 
or controls directly or indirectly the 
other, or if any third person or persons 
own or control directly or indirectly 
both. For this purpose, the term ‘‘con-
trol’’ includes any kind of control, 
whether or not legally enforceable, and 
however, exercised or exercisable. For 
illustrations of the principles of this 
subdivision, see paragraph (a)(3)(iv) of 
§ 1.954–3. 

(b) Fungible goods. For purposes of 
this subparagraph, a taxpayer who sells 
to a purchaser personal property which 
because of its fungible nature cannot 
reasonably be specifically traced to 
other purchasers and to the countries 
of ultimate use, consumption, or dis-
position shall, unless the taxpayer es-
tablishes a different disposition as 
being proper, treat that property as 
being sold, for ultimate use, consump-
tion, or disposition in those countries, 
and to those other purchasers, in the 
same proportions in which property 
from the fungible mass of the first pur-
chaser is sold in the ordinary course of 
business by such first purchaser. No ap-
portionment is required to be made, 
however, on the basis of sporadic sales 
by the first purchaser. This (b) shall 
apply only in a case where the tax-
payer knew, or should have known 
from the facts and circumstances sur-
rounding the transaction, the manner 
in which the first purchaser disposes of 
property from the fungible mass. 

(iii) Illustration. The application of 
this subparagraph may be illustrated 
by the following example: 

Example. Foreign corporation M has a sales 
office in the United States during the tax-
able year through which it sells outside the 
United States for use in foreign countries in-
dustrial electrical generators which such 
corporation manufactures in a foreign coun-
try. M is not a controlled foreign corporation 
within the meaning of section 957 and the 
regulations thereunder, and, by reason of its 
activities in the United States, is engaged in 
business in the United States during the tax-
able year. The generators require specialized 
installation and continuous adjustment and 
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maintenance services. M has an office in for-
eign country X which is the only organiza-
tion qualified to perform these installation, 
adjustment, and maintenance services. Dur-
ing the taxable year M sells several genera-
tors through its U.S. office for use in foreign 
country Y under sales contracts which also 
provide for installation, adjustment, and 
maintenance by its office in country X. The 
generators are installed in country Y by em-
ployees of M’s office in country X, who also 
are responsible for the servicing of the equip-
ment. Since the office of M in country X per-
forms significant services incident to these 
sales which are necessary for their con-
summation and are not the subject of a sepa-
rate agreement between M and the pur-
chaser, the U.S. office of M is not considered 
to be a material factor in the realization of 
the income from the sales and, for purposes 
of paragraph (a) of this section, such income 
is not attributable to the U.S. office of that 
corporation. 

(c) Amount of income, gain, or loss allo-
cable to U.S. office—(1) In general. If, in 
accordance with paragraph (b) of this 
section, an office or other fixed place of 
business which a nonresident alien in-
dividual or a foreign corporation has in 
the United States at some time during 
the taxable year is a material factor in 
the realization for that year of an item 
of income, gain, or loss specified in 
paragraph (b) of § 1.864–5, such item of 
income, gain, or loss shall be consid-
ered to be allocable in its entirety to 
that office or other fixed place of busi-
ness. In no case may any income, gain, 
or loss for the taxable year from 
sources without the United States, or 
part thereof, be allocable under this 
paragraph to an office or other fixed 
place of business which a nonresident 
alien individual or a foreign corpora-
tion has in the United States if the 
taxpayer is at no time during the tax-
able year engaged in a trade or busi-
ness in the United States. 

(2) Special limitation in case of sales of 
goods or merchandise through U.S. office. 
Notwithstanding subparagraph (1) of 
this paragraph, in the case of a sale of 
goods or merchandise specified in para-
graph (b)(3) of § 1.864–5, which is not a 
sale to which paragraph (b)(3)(i) of this 
section applies, the amount of income 
which shall be considered to be allo-
cable to the office or other fixed place 
of business which the nonresident alien 
individual or foreign corporation has in 
the United States shall not exceed the 

amount which would be treated as in-
come from sources within the United 
States if the taxpayer had sold the 
goods or merchandise in the United 
States. See, for example, section 
863(b)(2) and paragraph (b) of § 1.863–3, 
which prescribes, as available methods 
for determining the income from 
sources within the United States, the 
independent factory or production 
price method, the gross sales and prop-
erty apportionment method, and any 
other method regularly employed by 
the taxpayer which more clearly re-
flects taxable income from such 
sources than those specifically author-
ized. 

(3) Illustrations. The application of 
this paragraph may be illustrated by 
the following examples: 

Example 1. Foreign corporation M, which is 
not a controlled foreign corporation within 
the meaning of section 957 and the regula-
tions thereunder, manufactures machinery 
in a foreign country and sells the machinery 
outside the United States through its sales 
office in the United States for use in foreign 
countries. Title to the property which is sold 
is transferred to the foreign purchaser out-
side the United States, but no office or other 
fixed place of business of M in a foreign 
country participates materially in the sale 
made through its U.S. office. During the tax-
able year M derives a total taxable income 
(determined as though M were a domestic 
corporation) of $250,000 from these sales. If 
the sales made through the U.S. office for 
the taxable year had been made in the 
United States and the property had been sold 
for use in the United States, the taxable in-
come from sources within the United States 
from such sales would have been $100,000, de-
termined as provided in section 863 and 882(c) 
and the regulations thereunder. The taxable 
income which is allocable to M’s U.S. sales 
office pursuant to this paragraph and which 
is effectively connected for the taxable year 
with the conduct of a trade or business with-
in the United States by that corporation is 
$100,000. 

Example 2. Foreign corporation N, which is 
not a controlled foreign corporation within 
the meaning of section 957 and the regula-
tions thereunder, has an office in a foreign 
country which purchases merchandise and 
sells it through its sales office in the United 
States for use in various foreign countries, 
such sales being made outside the United 
States and title to the property passing out-
side the United States. No other office of N 
participates materially in these sales made 
through its U.S. office. By reason of its sales 
activities in the United States, N is engaged 
in business in the United States during the 
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taxable year. During the taxable year N de-
rives taxable income (determined as though 
N were a domestic corporation) of $300,000 
from these sales made through its U.S. sales 
office. If the sales made through the U.S. of-
fice for the taxable year had been made in 
the United States and the property had been 
sold for use in the United States, the taxable 
income from sources within the United 
States from such sales would also have been 
$300,000, determined as provided in sections 
861 and 882(c) and the regulations there-
under. The taxable income which is allocable 
to N’s U.S. sales office pursuant to this para-
graph and which is effectively connected for 
the taxable year with the conduct of a trade 
or business in the United States by that cor-
poration is $300,000. 

Example 3. The facts are the same as in ex-
ample 2, except that N has an office in a for-
eign country which participates materially 
in the sales which are made through its U.S. 
office. The taxable income which is allocable 
to N’s U.S. sales office is not effectively con-
nected for the taxable year with the conduct 
of a trade or business in the United States by 
that corporation. 

[T.D. 7216, 37 FR 23431, Nov. 3, 1972] 

§ 1.864–7 Definition of office or other 
fixed place of business. 

(a) In general. (1) This section applies 
for purposes of determining whether a 
nonresident alien individual or a for-
eign corporation that is engaged in a 
trade or business in the United States 
at some time during a taxable year be-
ginning after December 31, 1966, has an 
office or other fixed place of business 
in the United States for purposes of ap-
plying section 864(c)(4)(B) and § 1. 864–6 
to income, gain, or loss specified in 
paragraph (b) of § 1.864–5 from sources 
without the United States or has an of-
fice or other fixed place of business 
outside the United States for purposes 
of applying section 864(c)(4)(B)(iii) and 
paragraph (b)(3)(i) of § 1.864–6 to sales of 
goods or merchandise for use, consump-
tion, or disposition outside the United 
States. 

(2) In making a determination under 
this section due regard shall be given 
to the facts and circumstances of each 
case, particularly to the nature of the 
taxpayer’s trade or business and the 
physical facilities actually required by 
the taxpayer in the ordinary course of 
the conduct of his trade or business. 

(3) The law of a foreign country shall 
not be controlling in determining 
whether a nonresident alien individual 

or a foreign corporation has an office 
or other fixed place of business. 

(b) Fixed facilities—(1) In general. As a 
general rule, an office or other fixed 
place of business is a fixed facility, 
that is, a place, site, structure, or 
other similar facility, through which a 
nonresident alien individual or a for-
eign corporation engages in a trade or 
business. For this purpose an office or 
other fixed place of business shall in-
clude, but shall not be limited to, a fac-
tory; a store or other sales outlet; a 
workshop; or a mine, quarry, or other 
place of extraction of natural re-
sources. A fixed facility may be consid-
ered an office or other fixed place of 
business whether or not the facility is 
continuously used by a nonresident 
alien individual or foreign corporation. 

(2) Use of another person’s office or 
other fixed place of business. A non-
resident alien individual or a foreign 
corporation shall not be considered to 
have an office or other fixed place of 
business merely because such alien in-
dividual or foreign corporation uses an-
other person’s office or other fixed 
place of business, whether or not the 
office or place of business of a related 
person, through which to transact a 
trade or business, if the trade or busi-
ness activities of the alien individual 
or foreign corporation in that office or 
other fixed place of business are rel-
atively sporadic or infrequent, taking 
into account the overall needs and con-
duct of that trade or business. 

(c) Management activity. A foreign 
corporation shall not be considered to 
have an office or other fixed place of 
business merely because a person con-
trolling that corporation has an office 
or other fixed place of business from 
which general supervision and control 
over the policies of the foreign corpora-
tion are exercised. The fact that top 
management decisions affecting the 
foreign corporation are made in a coun-
try shall not of itself mean that the 
foreign corporation has an office or 
other fixed place of business in that 
country. For example, a foreign sales 
corporation which is a wholly owned 
subsidiary of a domestic corporation 
shall not be considered to have an of-
fice or other fixed place of business in 
the United States merely because of 
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the presence in the United States of of-
ficers of the domestic parent corpora-
tion who are generally responsible only 
for the policy decisions affecting the 
foreign sales corporation, provided that 
the foreign corporation has a chief ex-
ecutive officer, whether or not he is 
also an officer of the domestic parent 
corporation, who conducts the day-to- 
day trade or business of the foreign 
corporation from a foreign office. The 
result in this example would be the 
same even if the executive officer 
should (1) regularly confer with the of-
ficers of the domestic parent corpora-
tion, (2) occasionally visit the U.S. of-
fice of the domestic parent corpora-
tion, and (3) during such visits to the 
United States temporarily conduct the 
business of the foreign subsidiary cor-
poration out of the domestic parent 
corporation’s office in the United 
States. 

(d) Agent activity—(1) Dependent 
agents—(i) In general. In determining 
whether a nonresident alien individual 
or a foreign corporation has an office 
or other fixed place of business, the of-
fice or other fixed place of business of 
an agent who is not an independent 
agent, as defined in subparagraph (3) of 
this paragraph, shall be disregarded un-
less such agent (a) has the authority to 
negotiate and conclude contracts in 
the name of the nonresident alien indi-
vidual or foreign corporation, and regu-
larly exercises that authority, or (b) 
has a stock of merchandise belonging 
to the nonresident alien individual or 
foreign corporation from which orders 
are regularly filed on behalf of such 
alien individual or foreign corporation. 
A person who purchases goods from a 
nonresident alien individual or a for-
eign corporation shall not be consid-
ered to be an agent for such alien indi-
vidual or foreign corporation for pur-
poses of this paragraph where such per-
son is carrying on such purchasing ac-
tivities in the ordinary course of its 
own business, even though such person 
is related in some manner to the non-
resident alien individual or foreign cor-
poration. For example, a wholly owned 
domestic subsidiary corporation of a 
foreign corporation shall not be treated 
as an agent of the foreign parent cor-
poration merely because the subsidiary 
corporation purchases goods from the 

foreign parent corporation and resells 
them in its own name. However, if the 
domestic subsidiary corporation regu-
larly negotiates and concludes con-
tracts in the name of its foreign parent 
corporation or maintains a stock of 
merchandise from which it regularly 
fills orders on behalf of the foreign par-
ent corporation, the office or other 
fixed place of business of the domestic 
subsidiary corporation shall be treated 
as the office or other fixed place of 
business of the foreign parent corpora-
tion unless the domestic subsidiary 
corporation is an independent agent 
within the meaning of subparagraph (3) 
of this paragraph. 

(ii) Authority to conclude contracts or 
fill orders. For purposes of subdivision 
(i) of this subparagraph, an agent shall 
be considered regularly to exercise au-
thority to negotiate and conclude con-
tracts or regularly to fill orders on be-
half of his foreign principal only if the 
authority is exercised, or the orders 
are filled, with some frequency over a 
continuous period of time. This deter-
mination shall be made on the basis of 
the facts and circumstances in each 
case, taking into account the nature of 
the business of the principal; but, in all 
cases, the frequency and continuity 
tests are to be applied conjunctively. 
Regularity shall not be evidenced by 
occasional or incidental activity. An 
agent shall not be considered regularly 
to negotiate and conclude contracts on 
behalf of his foreign principal if the 
agent’s authority to negotiate and con-
clude contracts is limited only to un-
usual cases or such authority must be 
separately secured by the agent from 
his principal with respect to each 
transaction effected. 

(2) Independent agents. The office or 
other fixed place of business of an inde-
pendent agent, as defined in subpara-
graph (3) of this paragraph, shall not be 
treated as the office or other fixed 
place of business of his principal who is 
a nonresident alien individual or a for-
eign corporation, irrespective of wheth-
er such agent has authority to nego-
tiate and conclude contracts in the 
name of his principal, and regularly ex-
ercises that authority, or maintains a 
stock of goods from which he regularly 
fills orders on behalf of his principal. 
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(3) Definition of independent agent—(i) 
In general. For purposes of this para-
graph, the term ‘‘independent agent’’ 
means a general commission agent, 
broker, or other agent of an inde-
pendent status acting in the ordinary 
course of his business in that capacity. 
Thus, for example, an agent who, in 
pursuance of his usual trade or busi-
ness, and for compensation, sells goods 
or merchandise consigned or entrusted 
to his possession, management, and 
control for that purpose by or for the 
owner of such goods or merchandise is 
an independent agent. 

(ii) Related persons. The determina-
tion of whether an agent is an inde-
pendent agent for purposes of this 
paragraph shall be made without re-
gard to facts indicating that either the 
agent or the principal owns or controls 
directly or indirectly the other or that 
a third person or persons own or con-
trol directly or indirectly both. For ex-
ample, a wholly owned domestic sub-
sidiary corporation of a foreign cor-
poration which acts as an agent for the 
foreign parent corporation may be 
treated as acting in the capacity of 
independent agent for the foreign par-
ent corporation. The facts and cir-
cumstances of a specific case shall de-
termine whether the agent, while act-
ing for his principal, is acting in pursu-
ance of his usual trade or business and 
in such manner as to constitute him an 
independent agent in his relations with 
the nonresident alien individual or for-
eign corporation. 

(iii) Exclusive agents. Where an agent 
who is otherwise an independent agent 
within the meaning of subdivision (i) of 
this subparagraph acts in such capac-
ity exclusively, or almost exclusively, 
for one principal who is a nonresident 
alien individual or a foreign corpora-
tion, the facts and circumstances of a 
particular case shall be taken into ac-
count in determining whether the 
agent, while acting in that capacity, 
may be classified as an independent 
agent. 

(e) Employee activity. Ordinarily, an 
employee of a nonresident alien indi-
vidual or a foreign corporation shall be 
treated as a dependent agent to whom 
the rules of paragraph (d)(1) of this sec-
tion apply if such employer does not in 
and of itself have a fixed facility (as de-

fined in paragraph (b) of this section) 
in the United States or outside the 
United States, as the case may be. 
However, where the employee, in the 
ordinary course of his duties, carries 
on the trade or business of his em-
ployer in or through a fixed facility of 
such employer which is regularly used 
by the employee in the course of car-
rying out such duties, such fixed facil-
ity shall be considered the office or 
other fixed place of business of the em-
ployer, irrespective of the rules of 
paragraph (d)(1) of this section. The ap-
plication of this paragraph may be il-
lustrated by the following example: 

Example. M, a foreign corporation, opens a 
showroom office in the United States for the 
purpose of promoting its sales of merchan-
dise which it purchases in foreign country X. 
The employees of the U.S. office, consisting 
of salesmen and general clerks, are empow-
ered only to run the office, to arrange for the 
appointment of distributing agents for the 
merchandise offered by M, and to solicit or-
ders generally. These employees do not have 
the authority to negotiate and conclude con-
tracts in the name of M, nor do they have a 
stock of merchandise from which to fill or-
ders on behalf of M. Any negotiations en-
tered into by these employees are under M’s 
instructions and subject to its approval as to 
any decision reached. The only independent 
authority which the employees have is in the 
appointment of distributors to whom M is to 
sell merchandise, but even this authority is 
subject to the right of M to approve or dis-
approve these buyers on receipt of informa-
tion as to their business standing. Under the 
circumstances, this office used by a group of 
salesmen for sales promotion is a fixed place 
of business which M has in the United 
States. 

(f) Office or other fixed place of busi-
ness of a related person. The fact that a 
nonresident alien individual or a for-
eign corporation is related in some 
manner to another person who has an 
office or other fixed place of business 
shall not of itself mean that such office 
or other fixed place of business of the 
other person is the office or other fixed 
place of business of the nonresident 
alien individual or foreign corporation. 
Thus, for example, the U.S. office of 
foreign corporation M, a wholly owned 
subsidiary corporation of foreign cor-
poration N, shall not be considered the 
office or other fixed place of business of 
N unless the facts and circumstances 
show that N is engaged in trade or 
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business in the United States through 
that office or other fixed place of busi-
ness. However, see paragraph (b)(2) of 
this section. 

(g) Illustrations. The application of 
this section may be illustrated by the 
following examples: 

Example 1. S, a foreign corporation, is en-
gaged in the business of buying and selling 
tangible personal property. S is a wholly 
owned subsidiary of P, a domestic corpora-
tion engaged in the business of buying and 
selling similar property, which has an office 
in the United States. Officers of P are gen-
erally responsible for the policies followed 
by S and are directors of S, but S has an 
independent group of officers, none of whom 
are regularly employed in the United States. 
In addition to this group of officers, S has a 
chief executive officer, D, who is also an offi-
cer of P but who is permanently stationed 
outside the United States. The day-to-day 
conduct of S’s business is handled by D and 
the other officers of such corporation, but 
they regularly confer with the officers of P 
and on occasion temporarily visit P’s offices 
in the United States, at which time they 
continue to conduct the business of S. S does 
not have an office or other fixed place of 
business in the United States for purposes of 
this section. 

Example 2. The facts are the same as in ex-
ample 1 except that, on rare occasions, an 
employee of P receives an order which he, 
after consultation with officials of S and be-
cause P cannot fill the order, accepts on be-
half of S rather than on behalf of P. P does 
not hold itself out as a person which those 
wishing to do business with S should con-
tact. Assuming that orders for S are seldom 
handled in this manner and that they do not 
constitute a significant part of that corpora-
tion’s business, S shall not be considered to 
have an office or other fixed place of busi-
ness in the United States because of these 
activities of an employee of P. 

Example 3. The facts are the same as in ex-
ample 1 except that all orders received by S 
are subject to review by an officer of P be-
fore acceptance. S has a business office in 
the United States. 

Example 4. S, a foreign corporation orga-
nized under the laws of Puerto Rico, is en-
gaged in the business of manufacturing 
dresses in Puerto Rico and is entitled to an 
income tax exemption under the Puerto Rico 
Industrial Incentive Act of 1963. S is a wholly 
owned subsidiary of P, a domestic corpora-
tion engaged in the business of buying and 
selling dresses to customers in the United 
States. S sells most of the dresses it pro-
duces to P, the assumption being made that 
the income from these sales is derived from 
sources without the United States. P in turn 
sells these dresses in the United States in its 

name and through the efforts of its own em-
ployees and of distributors appointed by it. S 
does not have a fixed facility in the United 
States, and none of its employees are sta-
tioned in the United States. On occasion, 
employees of S visit the office of P in the 
United States, and executives of P visit the 
office of S in Puerto Rico, to discuss with 
one another matters of mutual business in-
terest involving both corporations, including 
the strategy for marketing the dresses pro-
duced by S. These matters are also regularly 
discussed by such persons by telephone calls 
between the United States and Puerto Rico. 
S’s employees do not otherwise participate 
in P’s marketing activities. Officers of P are 
generally responsible for the policies fol-
lowed by S and are directors of S, but S has 
a chief executive officer in Puerto Rico who, 
from its office therein, handles the day-to- 
day conduct of S’s business. Based upon the 
facts presented, and assuming there are no 
other facts which would lead to a different 
determination, S shall not be considered to 
have an office or other fixed place of busi-
ness in the United States for purposes of this 
section. 

Example 5. The facts are the same as in ex-
ample 4 except that the dresses are manufac-
tured by S in styles and designs furnished by 
P and out of goods and raw materials pur-
chased by P and sold to S. Based upon the 
facts presented, and assuming there are no 
other facts which would lead to a different 
determination, S shall not be considered to 
have an office or other fixed place of busi-
ness in the United States for purposes of this 
section. 

Example 6. The facts are the same as in ex-
ample 5 except that, pursuant to the instruc-
tions of P, the dresses sold by P are shipped 
by S directly to P’s customers in the United 
States. Based upon the facts presented, and 
assuming there are no other facts which 
would lead to a different determination, S 
shall not be considered to have an office or 
other fixed place of business in the United 
States for purposes of this section. 

[T.D. 7216, 37 FR 23433, Nov. 3, 1972] 

§ 1.864–8T Treatment of related person 
factoring income (temporary). 

(a) Applicability—(1) General rule. This 
section applies for purposes of deter-
mining the treatment of income de-
rived by a person from a trade or serv-
ice receivable acquired from a related 
person. Except as provided in para-
graph (d) of this section, if a person ac-
quires (directly or indirectly) a trade 
or service receivable from a related 
person, any income (including any 
stated interest, discount or service fee) 
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derived from the trade or service re-
ceivable shall be treated as if it were 
interest received on a loan to the obli-
gor under the receivable. The charac-
terization of income as interest pursu-
ant to this section shall apply only for 
purposes of sections 551–558 (relating to 
foreign personal holding companies), 
sections 951–964 (relating to controlled 
foreign corporations), and section 904 
(relating to the limitation on the for-
eign tax credit) of the Code and the 
regulations thereunder. The principles 
of sections 861 through 863 and the reg-
ulations thereunder shall be applied to 
determine the source of such interest 
income for purposes of section 904. 

(2) Override. With respect to income 
characterized as interest under this 
section, the special rules of section 
864(d) and this section override any 
conflicting provisions of the Code and 
regulations relating to foreign personal 
holding companies, controlled foreign 
corporations, and the foreign tax credit 
limitation. Thus, for example, pursu-
ant to section 864(d)(5) and paragraph 
(e) of this section, stated interest de-
rived from a factored trade or service 
receivable is not eligible for the sub-
part F de minimis rule of section 
954(b)(3), the same country exception of 
section 954(c)(3)(A)(i), or the special 
rules for export financing interest of 
sections 904(d)(2) and 954(c)(2)(B), even 
if in the absence of this section the 
treatment of such stated interest 
would be governed by those sections. 

(3) Limitation. Section 864(d) and this 
section apply only with respect to the 
tax treatment of income derived from a 
trade or service receivable acquired 
from a related person. Therefore, nei-
ther section 864(d) nor this section af-
fects the characterization of an ex-
pense or loss of either the seller of a re-
ceivable or the obligor under a receiv-
able. Accordingly, the obligor under a 
trade or service receivable shall not be 
allowed to treat any part of the pur-
chase price of property or services as 
interest (other than amounts treated 
as interest under provisions other than 
section 864(d)). 

(b) Definitions. The following defini-
tions apply for purposes of this section 
and § 1.956–3T. 

(1) Trade or service receivable. The 
term ‘‘trade or service receivable’’ 

means any account receivable or evi-
dence of indebtedness, whether or not 
issued at a discount and whether or not 
bearing stated interest, arising out of 
the disposition by a related person of 
property described in section 1221(l) 
(hereinafter referred to as ‘‘inventory 
property’’) or the performance of serv-
ices by a related person. 

(2) Related person. A ‘‘related person’’ 
is: 

(i) A person who is a related person 
within the meaning of section 267(b) 
and the regulations thereunder; 

(ii) A United States shareholder (as 
defined in section 951(b)); or 

(iii) A person who is related (within 
the meaning of section 267(b) and the 
regulations thereunder) to a United 
States shareholder. 

(c) Acquisition of a trade or service re-
ceivable—(1) General rule. A trade or 
service receivable is considered to be 
acquired by a person at the time when 
that person is entitled to receive all or 
a portion of the income from the trade 
or service receivable. A person who ac-
quires a trade or service receivable 
(hereinafter referred to as the ‘‘fac-
tor’’) is considered to have acquired a 
trade or service receivable regardless 
of whether: 

(i) The acquisition is characterized 
for federal income tax purposes as a 
sale, a pledge of collateral for a loan, 
an assignment, a capital contribution, 
or otherwise; 

(ii) The factor takes title to or ob-
tains physical possession of the trade 
or service receivable; 

(iii) The related person assigns the 
trade or service receivable with or 
without recourse: 

(iv) The factor or some other person 
is obligated to collect the payments 
due under the trade or service receiv-
able; 

(v) The factor is liable for all prop-
erty, excise, sales, or similar taxes due 
upon collection of the receivable; 

(vi) The factor advances the entire 
face amount of the trade or service re-
ceivable transferred; 

(vii) All trade or service receivables 
assigned by the related person are as-
signed to one factor; and 

(viii) The obligor under the trade or 
service receivable is notified of the as-
signment. 
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(2) Example. The following example il-
lustrates the application of paragraphs 
(a), (b), and (c)(1) of this section. 

Example. P, a domestic corporation, owns 
all of the outstanding stock of FS, a con-
trolled foreign corporation. P manufactures 
and sells paper products to customers, in-
cluding X, an unrelated domestic corpora-
tion. As part of a sales transaction, P takes 
back a trade receivable from X and sells the 
receivable to FS. Because FS has acquired a 
trade or service receivable from a related 
person, the income derived by FS from P’s 
receivable is interest income described in 
paragraph (a)(1) of this section. 

(3) Indirect acquisitions—(i) Acquisition 
through unrelated person. A trade or 
service receivable will be considered to 
be acquired from a related person if it 
is acquired from an unrelated person 
who acquired (directly or indirectly) 
such receivable from a person who is a 
related person to the factor. The fol-
lowing example illustrates the applica-
tion of this paragraph (c)(3)(i). 

Example. A, a United States citizen, owns 
all of the outstanding stock of FPHC, a for-
eign personal holding company. A performs 
engineering services within and without the 
United States for customers, including X, an 
unrelated corporation. A performs engineer-
ing services for X and takes back a service 
receivable. A sells the receivable to Y, an un-
related corporation engaged in the factoring 
business. Y resells the receivable to FPHC. 
Because FPHC has indirectly acquired a 
service receivable from a related person, the 
income derived by FPHC from A’s receivable 
is interest income described in paragraph 
(a)(1) of this section. 

(ii) Acquisition by nominee or pass- 
through entity. A factor will be consid-
ered to have acquired a trade or service 
receivable held on its behalf by a nomi-
nee or by a partnership, simple trust, S 
corporation or other pass-through enti-
ty to the extent the factor owns (di-
rectly or indirectly) a beneficial inter-
est in such partnership or other pass- 
through entity. The rule of this para-
graph (c)(3)(ii) does not limit the appli-
cation of paragraph (c)(3)(iii) of this 
section regarding the characterization 
of trade or service receivables of unre-
lated persons acquired pursuant to cer-
tain swap or pooling arrangements. 
The following example illustrates the 
application of this paragraph (c)(3)(ii). 

Example. FS1, a controlled foreign corpora-
tion, acquires a 20 percent limited partner-

ship interest in PS, a partnership. PS pur-
chases trade or service receivables resulting 
from the sale of inventory property by FS1’s 
domestic parent, P. PS does not purchase re-
ceivables of any person who is related to any 
other partner in PS. FS1 is considered to 
have acquired a 20 percent interest in the re-
ceivables acquired by PS. Thus, FS1’s dis-
tributive share of the income derived by PS 
from the receivables of P is considered to be 
interest income described in paragraph (a)(1) 
of this section. 

(iii) Swap or pooling arrangements. A 
trade or service receivable of a person 
unrelated to the factor will be consid-
ered to be a trade or service receivable 
acquired from a related person and sub-
ject to the rules of this section if it is 
acquired in accordance with an ar-
rangement that involves two or more 
groups of related persons that are unre-
lated to each other and the effect of 
the arrangement is that one or more 
related persons in each group acquire 
(directly or indirectly) trade or service 
receivables of one or more unrelated 
persons who are also parties to the ar-
rangement, in exchange for reciprocal 
purchases of the first group’s receiv-
ables. The following example illus-
trates the application of this paragraph 
(c)(3)(iii). 

Example. Controlled foreign corporations 
A, B, C, and D are wholly-owned subsidiaries 
of domestic corporations M, N, O, and P, re-
spectively. M, N, O, and P are not related 
persons. According to a prearranged plan, A, 
B, C, and D each acquire trade or service re-
ceivables of M, N, O, and/or P, except that 
neither A, B, C nor D acquires receivables of 
its own parent corporation. Because the ef-
fect of this arrangement is that the unre-
lated groups acquire each other’s trade or 
service receivables pursuant to the arrange-
ment, income derived by A, B, C, and D from 
the receivables acquired from M, N, O, and P 
is interest income described in paragraph 
(a)(1) of this section. 

(iv) Financing arrangements. If a con-
trolled foreign corporation (as defined 
in section 957(a)) participates (directly 
or indirectly) in a lending transaction 
that results in a loan to the purchaser 
of inventory property, services, or 
trade or service receivables of a related 
person (or a loan to a person who is re-
lated to the purchaser), and if the loan 
would not have been made or main-
tained on the same terms but for the 
corresponding purchase, then the con-
trolled foreign corporation shall be 
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considered to have indirectly acquired 
a trade or service receivable, and in-
come derived by the controlled foreign 
corporation from such a loan shall be 
considered to be income described in 
paragraph (a)(1) of this section. For 
purposes of this paragraph (c)(3)(iv), it 
is immaterial that the sums lent are 
not, in fact, the sums used to finance 
the purchase of a related person’s in-
ventory property, services, or trade or 
service receivables. The amount of in-
come derived by the controlled foreign 
corporation to be taken into account 
shall be the total amount of income de-
rived from a lending transaction de-
scribed in this paragraph (c)(3)(iv), if 
the amount lent is less than or equal to 
the purchase price of the inventory 
property, services, or trade or service 
receivables. If the amount lent is 
greater than the purchase price of the 
inventory property, services or receiv-
ables, the amount to be taken into ac-
count shall be the proportion of the in-
terest charge (including original issue 
discount) that the purchase price bears 
to the total amount lent pursuant to 
the lending transaction. The following 
examples illustrate the application of 
this paragraph (c)(3)(iv). 

Example 1. P, a domestic corporation, owns 
all of the outstanding stock of FS1, a con-
trolled foreign corporation engaged in the fi-
nancing business in Country X. P manufac-
tures and sells toys, including sales to C, an 
unrelated corporation. Prior to P’s sale of 
toys to C for $2,000, D, a wholly-owned Coun-
try X subsidiary of C, borrows $3,000 from 
FS1. The loan from FS1 to D would not have 
been made or maintained on the same terms 
but for C’s purchase of toys from P. Two- 
thirds of the income derived by FS1 from the 
loan to D is interest income described in 
paragraph (a)(1) of this section. 

Example 2. P, a domestic corporation, owns 
all of the outstanding stock of FS1, a con-
trolled foreign corporation organized under 
the laws of Country X. FS1 has accumulated 
cash reserves. P has uncollected trade and 
service receivables of foreign obligors. FS1 
makes a $1,000 loan to U, a foreign corpora-
tion that is unrelated to P or FS1. U pur-
chases P’s trade and service receivables for 
$2,000. The loan would not have been made or 
maintained on the same terms but for U’s 
purchase of P’s receivables. The income de-
rived by U from the receivables is not inter-
est income within the meaning of paragraph 
(a) of this section. However, the interest paid 
by U to FS1 is interest income described in 
paragraph (a)(1) of this section. 

Example 3. The facts are the same as in Ex-
ample (2), except that U is a wholly-owned 
Country Y subsidiary of FS1. Because U is 
related to P within the meaning of para-
graph (b)(2) of this section, under paragraph 
(c)(1) of this section, income derived by U 
from P’s receivables is interest income de-
scribed in paragraph (a)(1) of this section. In 
addition, the income derived by FS1 from the 
loan to U is interest income described in 
paragraph (a)(1) of this section. 

(d) Same country exception—(1) Income 
from trade or service receivables. Income 
derived from a trade or service receiv-
able acquired from a related person 
shall not be treated as interest income 
described in paragraph (a)(1) of this 
section if: 

(i) The person acquiring the trade or 
service receivable and the related per-
son are created or organized under the 
laws of the same foreign country; 

(ii) The related person has a substan-
tial part of its assets used in its trade 
or business located in such foreign 
country; and 

(iii) The related person would not 
have derived foreign base company in-
come, as defined in section 954(a) and 
the regulations thereunder, or income 
effectively connected with a United 
States trade or business from such re-
ceivable if the related person had col-
lected the receivable. 
For purposes of paragraph (d)(1)(ii) of 
this section, the standards contained in 
§ 1.954–2(e) shall apply in determining 
the location of a substantial part of the 
assets of a related person. For purposes 
of paragraph (d)(1)(iii) of this section, a 
determination of whether the related 
person would have derived foreign base 
company income shall be made without 
regard to the de minimis test described 
in section 954(b)(3)(A). The following 
examples illustrate the application of 
this paragraph (d)(1). 

Example 1. FS1, a controlled foreign cor-
poration incorporated under the laws of 
Country X, owns all of the outstanding stock 
of FS2, which is also incorporated under the 
laws of Country X. FS1 has a substantial 
part of its assets used in its business in 
Country X. FS1 manufactures and sells toys 
for use in Country Y. The toys sold are con-
sidered to be manufactured in Country X 
under § 1.954–3(a)(2). FS1 is not considered to 
have a branch or similar establishment in 
Country Y that is treated as a separate cor-
poration under section 954(d)(2) and § 1.954– 
3(b). Thus, gross income derived by FS1 from 
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the toy sales is not foreign base company 
sales income. FS1 takes back receivables 
without stated interest from its customers. 
FS1 assigns those receivables to FS2. The in-
come derived by FS2 from the receivables of 
FS1 is not interest income described in para-
graph (a)(1) of this section, because it satis-
fies the same country exception under para-
graph (d)(1) of this section. 

Example 2. The facts are the same as in Ex-
ample 1, except that the toys sold by FS1 are 
purchased from FS1’s U.S. parent and are 
sold for use outside of Country X. Thus, any 
income derived by FS1 from the sale of the 
toys would be foreign base company sales in-
come. Therefore, income derived by FS2 
from the receivables of FS1 is interest in-
come described in paragraph (a)(1) of this 
section. FS2 is considered to derive interest 
income from the receivable even if, solely by 
reason of the de minimis rule of section 
954(b)(3)(A), FS1 would not have derived for-
eign base company income if FS1 had col-
lected the receivable. 

(2) Income from financing arrange-
ments. Income derived by a controlled 
foreign corporation from a loan to a 
person that purchases inventory prop-
erty or services of a person that is re-
lated to the controlled foreign corpora-
tion, or from other loans described in 
paragraph (c)(3)(iv) of this section, 
shall not be treated as interest income 
described in paragraph (a)(1) of this 
section if: 

(i) The person providing the financ-
ing and the related person are created 
or organized under the laws of the 
same foreign country; 

(ii) The related person has a substan-
tial part of its assets used in its trade 
or business located in such foreign 
country; and 

(iii) The related person would not 
have derived foreign base company in-
come or income effectively connected 
with a United States trade or business: 

(A) From the sale of inventory prop-
erty or services to the borrower or 
from financing the borrower’s purchase 
of inventory property or services, in 
the case of a loan to the purchaser of 
inventory property or services of a re-
lated person; or 

(B) From collecting amounts due 
under the receivable or from financing 
the purchase of the receivable, in the 
case of a loan to the purchaser of a 
trade or service receivable of a related 
person. 

For purposes of paragraph (d)(2)(ii) of 
this section, the standards contained in 
§ 1.954–2(e) shall apply in determining 
the location of a substantial part of the 
assets of a related person. For purposes 
of paragraph (d)(2)(iii) of this section, a 
determination of whether the related 
person would have derived foreign base 
company income shall be made without 
regard to the de minimis test described 
in section 954(b)(3)(A). The following 
examples illustrate the application of 
this paragraph (d)(2). 

Example 1. FS1, a controlled foreign cor-
poration incorporated under the laws of 
Country X, owns all of the outstanding stock 
of FS2, which is also incorporated under the 
laws of Country X. FS1, which has a substan-
tial part of its assets used in its business lo-
cated in Country X, manufactures and sells 
toys for use in Country Y. The toys sold are 
considered to be manufactured in Country X 
under § 1.954–3(a)(2). FS1 is not considered to 
have a branch or similar establishment in 
Country Y that is treated as a separate cor-
poration under section 954(d)(2) and § 1.954– 
3(b). Thus, the gross income derived by FS1 
from the toy sales is not foreign base com-
pany sales income. FS2 makes a loan to FS3, 
a wholly-owned subsidiary of FS1 which is 
also incorporated under the laws of Country 
X, in connection with FS3’s purchase of toys 
from FS1. FS3 does not earn any subpart F 
gross income. Thus, FS1 would not have de-
rived foreign personal holding company in-
terest income if FS1 had made the loan to 
FS3, because the interest would be covered 
by the same country exception of section 
954(c)(3). Therefore, the income derived by 
FS2 from its loan to FS3 is not treated as in-
terest income described in paragraph (a)(1) of 
this section, because it satisfies the same 
country exception under paragraph (d)(2) of 
this section. Such income is also not treated 
as foreign personal holding company income 
described in section 954(c)(1)(A) because the 
same country exception of section 954(c)(3) 
also applies to the interest actually derived 
by FS2 from its loan to FS3. 

Example 2. FS1, a controlled foreign cor-
poration incorporated under the laws of 
Country X, owns all of the outstanding stock 
of FS2, which is also incorporated under the 
laws of Country X. FS1 purchases toys from 
its U.S. parent and resells them for use out-
side of Country X. As part of a sales trans-
action, FS1 takes back trade receivables. 
FS2 makes a loan to U, an unrelated cor-
poration, to finance U’s purchase of FS1’s 
trade receivables. Because FS1 would have 
derived foreign base company income if FS1 
had collected the receivables or made the 
loan itself, the same country exception of 
paragraph (d)(2) of this section does not 
apply. Accordingly, under paragraph 
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(c)(3)(iv) of this section, the income derived 
by FS2 from its loan to U is treated as inter-
est income described in paragraph (a)(1) of 
this section. 

(e) Special rules—(1) Foreign personal 
holding companies and controlled foreign 
corporations. For purposes of sections 
551–558 (relating to foreign personal 
holding companies), the exclusion pro-
vided by section 552(c) for interest de-
scribed in section 954(c)(3)(A) shall not 
apply to income described in paragraph 
(a)(1) of this section. For purposes of 
the sections 951–964 (relating to con-
trolled foreign corporations), income 
described in paragraph (a)(1) of this 
section shall be included in a United 
States shareholder’s pro rata share of a 
controlled foreign corporation’s sub-
part F income without regard to the de 
minimis rule under section 954(b)(3)(A). 
However, income described in para-
graph (a)(1) of this section shall be in-
cluded in the computation of a con-
trolled foreign corporation’s foreign 
base company income for purposes of 
applying the de minimis rule under 
section 954(b)(3)(A) and the more than 
70 percent of gross income test under 
section 954(b)(3)(B). In addition, income 
described in paragraph (a)(1) of this 
section shall be considered to be sub-
part F income without regard to the 
exclusions from foreign base company 
income provided by section 954(c)(2)(B) 
(relating to export financing interest 
derived in the conduct of a banking 
business) and section 954(c)(3)(A)(i) (re-
lating to certain interest income re-
ceived from related persons). 

(2) Foreign tax credit. Income de-
scribed in paragraph (a)(1) of this sec-
tion shall be considered to be interest 
income for purposes of the section 904 
foreign tax credit limitation and is not 
eligible for the exceptions for export fi-
nancing interest provided in section 
904(d)(2) (A)(iii)(II), (B)(ii), and (C)(iii). 
In addition, such income will be sub-
ject to the look-through rule for sub-
part F income set forth in section 
904(d)(3) without regard to the de mini-
mis exception provided in section 
904(d)(3)(E). 

(3) Possessions corporations—(i) Limita-
tion on credit. Income described in para-
graph (a)(1) of this section shall not be 
treated as income described in section 
936(a)(1) (A) or (B) unless the income is 

considered under the principles of 
§ 1.863–6 to be derived from sources 
within the possessions. Thus, the credit 
provided by section 936 is not available 
for income described in paragraph 
(a)(1) of this section unless the obligor 
under the receivable is a resident of a 
possession. In the case of a loan de-
scribed in section 864(d)(6), the credit 
provided by section 936 is not available 
for income described in paragraph 
(a)(1) of this section unless the pur-
chaser of the inventory property or 
services is a resident of a possession. 

(ii) Eligibility determination. Notwith-
standing the limitation on the avail-
ability of the section 936 credit for in-
come described in paragraph (a)(1) of 
this section, if income treated as inter-
est income under paragraph (a)(1) of 
this section is derived from sources 
within a possession (determined with-
out regard to this section), such in-
come shall be eligible for inclusion in a 
corporation’s gross income for purposes 
of section 936(a)(2)(A). If such income is 
derived from the active conduct of a 
trade or business within a possession 
(determined without regard to this sec-
tion), such income shall be eligible for 
inclusion in a corporation’s gross in-
come for purposes of section 
936(a)(2)(B). (These rules apply for pur-
poses of determining whether a cor-
poration is eligible to elect the credit 
provided under section 936(a).) 

(iii) Example. The following example 
illustrates the application of paragraph 
(e)(3) of this section. 

Example. Corporation X is operating in a 
possession as a possessions corporation. In 
1985, X earned $50,000 from the active con-
duct of a business in the possession, includ-
ing $5,000 from trade or service receivables 
acquired from a related party. Obligors 
under the receivables acquired by X are not 
residents of the possession. Corporation X 
also earned $20,000 from activities other than 
its active conduct of business in the posses-
sion. The $5,000 derived by X from the receiv-
ables is not eligible for the section 936 credit. 
However, the $5,000 may be used by X to 
meet the percentage tests under section 
936(a)(2) to the extent that such income is 
considered to be derived from sources within 
the possession (for purposes of section 
936(a)(2)(A)) or is considered to be derived 
from the active conduct of a trade or busi-
ness in the possession (for purposes of sec-
tion 936(a)(2)(B)), in either case determined 
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without regard to the characterization of 
such income under this section. 

(f) Effective date. The provisions of 
this section shall apply with respect to 
accounts receivable and evidences of 
indebtedness transferred after March 1, 
1984 and are effective June 14, 1988. 

[T.D. 8209, 53 FR 22166, June 14, 1988] 

§ 1.865–1 Loss with respect to personal 
property other than stock. 

(a) General rules for allocation of loss— 
(1) Allocation against gain. Except as 
otherwise provided in § 1.865–2 and para-
graph (c) of this section, loss recog-
nized with respect to personal property 
shall be allocated to the class of gross 
income and, if necessary, apportioned 
between the statutory grouping of 
gross income (or among the statutory 
groupings) and the residual grouping of 
gross income, with respect to which 
gain from a sale of such property would 
give rise in the hands of the seller. For 
purposes of this section, loss includes 
bad debt deductions under section 166 
and loss on property that is marked-to- 
market (such as under section 475) and 
subject to the rules of this section. 
Thus, for example, loss recognized by a 
United States resident on the sale or 
worthlessness of a bond generally is al-
located to reduce United States source 
income. 

(2) Loss attributable to foreign office. 
Except as otherwise provided in § 1.865– 
2 and paragraph (c) of this section, and 
except with respect to loss subject to 
paragraph (b) of this section, in the 
case of loss recognized by a United 
States resident with respect to prop-
erty that is attributable to an office or 
other fixed place of business in a for-
eign country within the meaning of 
section 865(e)(3), the loss shall be allo-
cated to reduce foreign source income 
if a gain on the sale of the property 
would have been taxable by the foreign 
country and the highest marginal rate 
of tax imposed on such gains in the for-
eign country is at least 10 percent. 
However, paragraph (a)(1) of this sec-
tion and not this paragraph (a)(2) will 
apply if gain on the sale of such prop-
erty would be sourced under section 
865(c), (d)(1)(B), or (d)(3). 

(3) Loss recognized by United States cit-
izen or resident alien with foreign tax 
home. Except as otherwise provided in 

§ 1.865–2 and paragraph (c) of this sec-
tion, and except with respect to loss 
subject to paragraph (b) of this section, 
in the case of loss with respect to prop-
erty recognized by a United States cit-
izen or resident alien that has a tax 
home (as defined in section 911(d)(3)) in 
a foreign country, the loss shall be al-
located to reduce foreign source in-
come if a gain on the sale of such prop-
erty would have been taxable by a for-
eign country and the highest marginal 
rate of tax imposed on such gains in 
the foreign country is at least 10 per-
cent. 

(4) Allocation for purposes of section 
904. For purposes of section 904, loss 
recognized with respect to property 
that is allocated to foreign source in-
come under this paragraph (a) shall be 
allocated to the separate category 
under section 904(d) to which gain on 
the sale of the property would have 
been assigned (without regard to sec-
tion 904(d)(2)(A)(iii)(III)). For purposes 
of § 1.904–4(c)(2)(ii)(A), any such loss al-
located to passive income shall be allo-
cated (prior to the application of 
§ 1.904–4(c)(2)(ii)(B)) to the group of pas-
sive income to which gain on a sale of 
the property would have been assigned 
had a sale of the property resulted in 
the recognition of a gain under the law 
of the relevant foreign jurisdiction or 
jurisdictions. 

(5) Loss recognized by partnership. A 
partner’s distributive share of loss rec-
ognized by a partnership with respect 
to personal property shall be allocated 
and apportioned in accordance with 
this section as if the partner had recog-
nized the loss. If loss is attributable to 
an office or other fixed place of busi-
ness of the partnership within the 
meaning of section 865(e)(3), such office 
or fixed place of business shall be con-
sidered to be an office of the partner 
for purposes of this section. 

(b) Special rules of application—(1) De-
preciable property. In the case of a loss 
recognized with respect to depreciable 
personal property, the gain referred to 
in paragraph (a)(1) of this section is the 
gain that would be sourced under sec-
tion 865(c)(1) (depreciation recapture). 

(2) Contingent payment debt instru-
ment. Loss described in the last sen-
tence of § 1.1275–4(b)(9)(iv)(A) that is 
recognized with respect to a contingent 
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payment debt instrument to which 
§ 1.1275–4(b) applies (instruments issued 
for money or publicly traded property) 
shall be allocated to the class of gross 
income and, if necessary, apportioned 
between the statutory grouping of 
gross income (or among the statutory 
groupings) and the residual grouping of 
gross income, with respect to which in-
terest income from the instrument (in 
the amount of the loss subject to this 
paragraph (b)(2)) would give rise. 

(c) Exceptions—(1) Foreign currency 
and certain financial instruments. This 
section does not apply to loss governed 
by section 988 and loss recognized with 
respect to options contracts or deriva-
tive financial instruments, including 
futures contracts, forward contracts, 
notional principal contracts, or evi-
dence of an interest in any of the fore-
going. 

(2) Inventory. This section does not 
apply to loss recognized with respect to 
property described in section 1221(a)(1). 

(3) Interest equivalents and trade re-
ceivables. Loss subject to § 1.861–9T(b) 
(loss equivalent to interest expense and 
loss on trade receivables) shall be allo-
cated and apportioned under the rules 
of § 1.861–9T and not under the rules of 
this section. 

(4) Unamortized bond premium. If a 
taxpayer recognizing loss with respect 
to a bond (within the meaning of 
§ 1.171–1(b)) did not amortize bond pre-
mium to the full extent permitted by 
section 171 and the regulations there-
under, then, to the extent of the 
amount of bond premium that could 
have been, but was not, amortized by 
the taxpayer, loss recognized with re-
spect to the bond shall be allocated to 
the class of gross income and, if nec-
essary, apportioned between the statu-
tory grouping of gross income (or 
among the statutory groupings) and 
the residual grouping of gross income, 
with respect to which interest income 
from the bond was assigned. 

(5) Accrued interest. Loss attributable 
to accrued but unpaid interest on a 
debt obligation shall be allocated to 
the class of gross income and, if nec-
essary, apportioned between the statu-
tory grouping of gross income (or 
among the statutory groupings) and 
the residual grouping of gross income, 
with respect to which interest income 

from the obligation was assigned. For 
purposes of this section, whether loss is 
attributable to accrued but unpaid in-
terest (rather than to principal) shall 
be determined under the principles of 
§§ 1.61–7(d) and 1.446–2(e). 

(6) Anti-abuse rules—(i) Transactions 
involving built-in losses. If one of the 
principal purposes of a transaction is 
to change the allocation of a built-in 
loss with respect to personal property 
by transferring the property to another 
person, qualified business unit, office 
or other fixed place of business, or 
branch that subsequently recognizes 
the loss, the loss shall be allocated by 
the transferee as if it were recognized 
by the transferor immediately prior to 
the transaction. If one of the principal 
purposes of a change of residence is to 
change the allocation of a built-in loss 
with respect to personal property, the 
loss shall be allocated as if the change 
of residence had not occurred. If one of 
the principal purposes of a transaction 
is to change the allocation of a built-in 
loss on the disposition of personal 
property by converting the original 
property into other property and subse-
quently recognizing loss with respect 
to such other property, the loss shall 
be allocated as if it were recognized 
with respect to the original property 
immediately prior to the transaction. 
Transactions subject to this paragraph 
shall include, without limitation, reor-
ganizations within the meaning of sec-
tion 368(a), liquidations under section 
332, transfers to a corporation under 
section 351, transfers to a partnership 
under section 721, transfers to a trust, 
distributions by a partnership, dis-
tributions by a trust, transfers to or 
from a qualified business unit, office or 
other fixed place of business, or branch, 
or exchanges under section 1031. A per-
son may have a principal purpose of af-
fecting loss allocation even though this 
purpose is outweighed by other pur-
poses (taken together or separately). 

(ii) Offsetting positions. If a taxpayer 
recognizes loss with respect to personal 
property and the taxpayer (or any per-
son described in section 267(b) (after 
application of section 267(c)), 267(e), 318 
or 482 with respect to the taxpayer) 
holds (or held) offsetting positions with 
respect to such property with a prin-
cipal purpose of recognizing foreign 
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source income and United States 
source loss, the loss shall be allocated 
and apportioned against such foreign 
source income. For purposes of this 
paragraph (c)(6)(ii), positions are off-
setting if the risk of loss of holding one 
or more positions is substantially di-
minished by holding one or more other 
positions. 

(iii) Matching rule. If a taxpayer (or a 
person described in section 1059(c)(3)(C) 
with respect to the taxpayer) engages 
in a transaction or series of trans-
actions with a principal purpose of rec-
ognizing foreign source income that re-
sults in the creation of a corresponding 
loss with respect to personal property 
(as a consequence of the rules regard-
ing the timing of recognition of in-
come, for example), the loss shall be al-
located and apportioned against such 
income to the extent of the recognized 
foreign source income. For an example 
illustrating a similar rule with respect 
to stock loss, see § 1.865–2(b)(4)(iv) Ex-
ample 3. 

(d) Definitions—(1) Contingent payment 
debt instrument. A contingent payment 
debt instrument is any debt instru-
ment that is subject to § 1.1275–4. 

(2) Depreciable personal property. De-
preciable personal property is any 
property described in section 
865(c)(4)(A). 

(3) Terms defined in § 1.861–8. See 
§ 1.861–8 for the meaning of class of gross 
income, statutory grouping of gross in-
come, and residual grouping of gross in-
come. 

(e) Examples. The application of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. On January 1, 2000, A, a domes-
tic corporation, purchases for $1,000 a ma-
chine that produces widgets, which A sells in 
the United States and throughout the world. 
Throughout A’s holding period, the machine 
is located and used in Country X. During A’s 
holding period, A incurs depreciation deduc-
tions of $400 with respect to the machine. 
Under § 1.861–8, A allocates and apportions 
depreciation deductions of $250 against for-
eign source general limitation income and 
$150 against U.S. source income. On Decem-
ber 12, 2002, A sells the machine for $100 and 
recognizes a loss of $500. Because the ma-
chine was used predominantly outside the 
United States, under sections 865(c)(1)(B) and 
865(c)(3)(B)(ii) gain on the disposition of the 
machine would be foreign source general 
limitation income to the extent of the depre-

ciation adjustments. Therefore, under para-
graph (b)(1) of this section, the entire $500 
loss is allocated against foreign source gen-
eral limitation income. 

Example 2. On January 1, 2002, A, a domes-
tic corporation, loans $2,000 to N, its wholly- 
owned controlled foreign corporation, in ex-
change for a contingent payment debt in-
strument subject to § 1.1275–4(b). During 2002 
through 2004, A accrues and receives interest 
income of $630, $150 of which is foreign source 
general limitation income and $480 of which 
is foreign source passive income under sec-
tion 904(d)(3). Assume there are no positive 
or negative adjustments pursuant to § 1.1275– 
4(b)(6) in 2002 through 2004. On January 1, 
2005, A disposes of the debt instrument and 
recognizes a $770 loss. Under § 1.1275– 
4(b)(8)(ii), $630 of the loss is treated as ordi-
nary loss and $140 is treated as capital loss. 
Assume that $140 of interest income earned 
in 2005 with respect to the debt instrument 
would be foreign source passive income 
under section 904(d)(3). Under § 1.1275– 
4(b)(9)(iv), $150 of the ordinary loss is allo-
cated against foreign source general limita-
tion income and $480 of the ordinary loss is 
allocated against foreign source passive in-
come. Under paragraph (b)(2) of this section, 
the $140 capital loss is allocated against for-
eign source passive income. 

Example 3. (i) On January 1, 2003, A, a do-
mestic corporation, purchases for $1,200 a 
taxable bond maturing on December 31, 2008, 
with a stated principal amount of $1,000, pay-
able at maturity. The bond provides for un-
conditional payments of interest of $100, pay-
able December 31 of each year. The issuer of 
the bond is a foreign corporation and inter-
est on the bond is thus foreign source. Inter-
est payments for 2003 and 2004 are timely 
made. A does not elect to amortize its bond 
premium under section 171 and the regula-
tions thereunder, which would have per-
mitted A to offset the $100 of interest income 
by $28.72 of bond premium in 2003, and by 
$30.42 in 2004. On January 1, 2005, A sells the 
bond and recognizes a $100 loss. Under para-
graph (c)(4) of this section, $59.14 of the loss 
is allocated against foreign source income. 
Under paragraph (a)(1) of this section, the re-
maining $40.86 of the loss is allocated against 
U.S. source income. 

(ii) The facts are the same as in paragraph 
(i) of this Example 3, except that A made the 
election to amortize its bond premium effec-
tive for taxable year 2004 (see § 1.171–4(c)). 
Under paragraph (c)(4) of this section, $28.72 
of the loss is allocated against foreign source 
income. Under paragraph (a)(1) of this sec-
tion, the remaining $71.28 of the loss is allo-
cated against U.S. source income. 

Example 4. On January 1, 2002, A, a domes-
tic corporation, purchases for $1,000 a bond 
maturing December 31, 2014, with a stated 
principal amount of $1,000, payable at matu-
rity. The bond provides for unconditional 
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payments of interest of $100, payable Decem-
ber 31 of each year. The issuer of the bond is 
a foreign corporation and interest on the 
bond is thus foreign source. Between 2002 and 
2006, A accrues and receives foreign source 
interest income of $500 with respect to the 
bond. On January 1, 2007, A sells the bond 
and recognizes a $500 loss. Under paragraph 
(a)(1) of this section, the $500 loss is allo-
cated against U.S. source income. 

Example 5. On January 1, 2002, A, a domes-
tic corporation on the accrual method of ac-
counting, purchases for $1,000 a bond matur-
ing December 31, 2012, with a stated principal 
amount of $1,000, payable at maturity. The 
bond provides for unconditional payments of 
interest of $100, payable December 31 of each 
year. The issuer of the bond is a foreign cor-
poration and interest on the bond is thus for-
eign source. On June 10, 2002, after A has ac-
crued $44 of interest income, but before any 
interest has been paid, the issuer suddenly 
becomes insolvent and declares bankruptcy. 
A sells the bond (including the accrued inter-
est) for $20. Assuming that A properly ac-
crued $44 of interest income, A treats the $20 
proceeds from the sale of the bond as pay-
ment of interest previously accrued and rec-
ognizes a $1,000 loss with respect to the bond 
principal and a $24 loss with respect to the 
accrued interest. See § 1.61–7(d). Under para-
graph (a)(1) of this section, the $1,000 loss 
with respect to the principal is allocated 
against U.S. source income. Under paragraph 
(c)(5) of this section, the $24 loss with respect 
to accrued but unpaid interest is allocated 
against foreign source interest income. 

(f) Effective date—(1) In general. Ex-
cept as provided in paragraph (f)(2) of 
this section, this section is applicable 
to loss recognized on or after January 
8, 2002. For purposes of this paragraph 
(f), loss that is recognized but deferred 
(for example, under section 267 or 1092) 
shall be treated as recognized at the 
time the loss is taken into account. 

(2) Application to prior periods. A tax-
payer may apply the rules of this sec-
tion to losses recognized in any taxable 
year beginning on or after January 1, 
1987, and all subsequent years, provided 
that— 

(i) The taxpayer’s tax liability as 
shown on an original or amended tax 
return is consistent with the rules of 
this section for each such year for 
which the statute of limitations does 
not preclude the filing of an amended 
return on June 30, 2002; and 

(ii) The taxpayer makes appropriate 
adjustments to eliminate any double 
benefit arising from the application of 

this section to years that are not open 
for assessment. 

(3) Examples. See § 1.865–2(e)(3) for ex-
amples illustrating an applicability 
date provision similar to the applica-
bility date provided in this paragraph 
(f). 

[T.D. 8973, 66 FR 67083, Dec. 28, 2001] 

§ 1.865–2 Loss with respect to stock. 
(a) General rules for allocation of loss 

with respect to stock—(1) Allocation 
against gain. Except as otherwise pro-
vided in paragraph (b) of this section, 
loss recognized with respect to stock 
shall be allocated to the class of gross 
income and, if necessary, apportioned 
between the statutory grouping of 
gross income (or among the statutory 
groupings) and the residual grouping of 
gross income, with respect to which 
gain (other than gain treated as a divi-
dend under section 964(e)(1) or 1248) 
from a sale of such stock would give 
rise in the hands of the seller (without 
regard to section 865(f)). For purposes 
of this section, loss includes loss on 
property that is marked-to-market 
(such as under section 475) and subject 
to the rules of this section. Thus, for 
example, loss recognized by a United 
States resident on the sale of stock 
generally is allocated to reduce United 
States source income. 

(2) Stock attributable to foreign office. 
Except as otherwise provided in para-
graph (b) of this section, in the case of 
loss recognized by a United States resi-
dent with respect to stock that is at-
tributable to an office or other fixed 
place of business in a foreign country 
within the meaning of section 865(e)(3), 
the loss shall be allocated to reduce 
foreign source income if a gain on the 
sale of the stock would have been tax-
able by the foreign country and the 
highest marginal rate of tax imposed 
on such gains in the foreign country is 
at least 10 percent. 

(3) Loss recognized by United States cit-
izen or resident alien with foreign tax 
home—(i) In general. Except as other-
wise provided in paragraph (b) of this 
section, in the case of loss with respect 
to stock that is recognized by a United 
States citizen or resident alien that 
has a tax home (as defined in section 
911(d)(3)) in a foreign country, the loss 
shall be allocated to reduce foreign 
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source income if a gain on the sale of 
the stock would have been taxable by a 
foreign country and the highest mar-
ginal rate of tax imposed on such gains 
in the foreign country is at least 10 
percent. 

(ii) Bona fide residents of Puerto Rico. 
Except as otherwise provided in para-
graph (b) of this section, in the case of 
loss with respect to stock in a corpora-
tion described in section 865(g)(3) rec-
ognized by a United States citizen or 
resident alien that is a bona fide resi-
dent of Puerto Rico during the entire 
taxable year, the loss shall be allocated 
to reduce foreign source income. If 
gain from a sale of such stock would 
give rise to income exempt from tax 
under section 933, the loss with respect 
to such stock shall be allocated to 
amounts that are excluded from gross 
income under section 933(1) and there-
fore shall not be allowed as a deduction 
from gross income. See section 933(1) 
and § 1.933–1(c). 

(4) Stock constituting a United States 
real property interest. Loss recognized 
by a nonresident alien individual or a 
foreign corporation with respect to 
stock that constitutes a United States 
real property interest shall be allo-
cated to reduce United States source 
income. For additional rules governing 
the treatment of such loss, see section 
897 and the regulations thereunder. 

(5) Allocation for purposes of section 
904. For purposes of section 904, loss 
recognized with respect to stock that is 
allocated to foreign source income 
under this paragraph (a) shall be allo-
cated to the separate category under 
section 904(d) to which gain on a sale of 
the stock would have been assigned 
(without regard to section 
904(d)(2)(A)(iii)(III)). For purposes of 
§ 1.904–4(c)(2)(ii)(A), any such loss allo-
cated to passive income shall be allo-
cated (prior to the application of 
§ 1.904–4(c)(2)(ii)(B)) to the group of pas-
sive income to which gain on a sale of 
the stock would have been assigned had 
a sale of the stock resulted in the rec-
ognition of a gain under the law of the 
relevant foreign jurisdiction or juris-
dictions. 

(b) Exceptions—(1) Dividend recapture 
exception—(i) In general. If a taxpayer 
recognizes a loss with respect to shares 
of stock, and the taxpayer (or a person 

described in section 1059(c)(3)(C) with 
respect to such shares) included in in-
come a dividend recapture amount (or 
amounts) with respect to such shares 
at any time during the recapture pe-
riod, then, to the extent of the dividend 
recapture amount (or amounts), the 
loss shall be allocated and apportioned 
on a proportionate basis to the class or 
classes of gross income or the statu-
tory or residual grouping or groupings 
of gross income to which the dividend 
recapture amount was assigned. 

(ii) Exception for de minimis amounts. 
Paragraph (b)(1)(i) of this section shall 
not apply to a loss recognized by a tax-
payer on the disposition of stock if the 
sum of all dividend recapture amounts 
(other than dividend recapture 
amounts eligible for the exception de-
scribed in paragraph (b)(1)(iii) of this 
section (passive limitation dividends)) 
included in income by the taxpayer (or 
a person described in section 
1059(c)(3)(C)) with respect to such stock 
during the recapture period is less than 
10 percent of the recognized loss. 

(iii) Exception for passive limitation 
dividends. Paragraph (b)(1)(i) of this 
section shall not apply to the extent of 
a dividend recapture amount that is 
treated as income in the separate cat-
egory for passive income described in 
section 904(d)(2)(A) (without regard to 
section 904(d)(2)(A)(iii)(III)). The excep-
tion provided for in this paragraph 
(b)(1)(iii) shall not apply to any divi-
dend recapture amount that is treated 
as income in the separate category for 
financial services income described in 
section 904(d)(2)(C). 

(iv) Examples. The application of this 
paragraph (b)(1) may be illustrated by 
the following examples: 

Example 1. (i) P, a domestic corporation, is 
a United States shareholder of N, a con-
trolled foreign corporation. N has never had 
any subpart F income and all of its earnings 
and profits are described in section 959(c)(3). 
On May 5, 1998, N distributes a dividend to P 
in the amount of $100. The dividend gives rise 
to a $5 foreign withholding tax, and P is 
deemed to have paid an additional $45 of for-
eign income tax with respect to the dividend 
under section 902. Under the look-through 
rules of section 904(d)(3) the dividend is gen-
eral limitation income described in section 
904(d)(1)(I). 

(ii) On February 6, 2000, P sells its shares of 
N and recognizes a $110 loss. In 2000, P has 
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the following taxable income, excluding the 
loss on the sale of N: 

(A) $1,000 of foreign source income that is 
general limitation income described in sec-
tion 904(d)(1)(I); 

(B) $1,000 of foreign source capital gain 
from the sale of stock in a foreign affiliate 
that is sourced under section 865(f) and is 
passive income described in section 
904(d)(1)(A); and 

(C) $1,000 of U.S. source income. 
(iii) The $100 dividend paid in 1998 is a divi-

dend recapture amount that was included in 
P’s income within the recapture period pre-
ceding the disposition of the N stock. The de 
minimis exception of paragraph (b)(1)(ii) of 
this section does not apply because the $100 
dividend recapture amount exceeds 10 per-
cent of the $110 loss. Therefore, to the extent 
of the $100 dividend recapture amount, the 
loss must be allocated under paragraph 
(b)(1)(i) of this section to the separate limi-
tation category to which the dividend was 
assigned (general limitation income). 

(iv) P’s remaining $10 loss on the disposi-
tion of the N stock is allocated to U.S. 
source income under paragraph (a)(1) of this 
section. 

(v) After allocation of the stock loss, P’s 
foreign source taxable income in 2000 con-
sists of $900 of foreign source general limita-
tion income and $1,000 of foreign source pas-
sive income. 

Example 2. (i) P, a domestic corporation, 
owns all of the stock of N1, which owns all of 
the stock of N2, which owns all of the stock 
of N3. N1, N2, and N3 are controlled foreign 
corporations. All of the corporations use the 
calendar year as their taxable year. On Feb-
ruary 5, 1997, N3 distributes a dividend to N2. 
The dividend is foreign personal holding 
company income of N2 under section 
954(c)(1)(A) that results in an inclusion of 
$100 in P’s income under section 
951(a)(1)(A)(i) as of December 31, 1997. Under 
section 904(d)(3)(B) the inclusion is general 
limitation income described in section 
904(d)(1)(I). The income inclusion to P results 
in a corresponding increase in P’s basis in 
the stock of N1 under section 961(a). 

(ii) On March 5, 1999, P sells its shares of N1 
and recognizes a $110 loss. The $100 1997 sub-
part F inclusion is a dividend recapture 
amount that was included in P’s income 
within the recapture period preceding the 
disposition of the N1 stock. The de minimis 
exception of paragraph (b)(1)(ii) of this sec-
tion does not apply because the $100 dividend 
recapture amount exceeds 10 percent of the 
$110 loss. Therefore, to the extent of the $100 
dividend recapture amount, the loss must be 
allocated under paragraph (b)(1)(i) of this 
section to the separate limitation category 
to which the dividend recapture amount was 
assigned (general limitation income). The re-
maining $10 loss is allocated to U.S. source 

income under paragraph (a)(1) of this sec-
tion. 

Example 3. (i) P, a domestic corporation, 
owns all of the stock of N1, which owns all of 
the stock of N2. N1 and N2 are controlled for-
eign corporations. All the corporations use 
the calendar year as their taxable year and 
the U.S. dollar as their functional currency. 
On May 5, 1998, N2 pays a dividend of $100 to 
N1 out of general limitation earnings and 
profits. 

(ii) On February 5, 2000, N1 sells its N2 
stock to an unrelated purchaser. The sale re-
sults in a loss to N1 of $110 for U.S. tax pur-
poses. In 2000, N1 has the following current 
earnings and profits, excluding the loss on 
the sale of N2: 

(A) $1,000 of non-subpart F foreign source 
general limitation earnings and profits de-
scribed in section 904(d)(1)(I); 

(B) $1,000 of foreign source gain from the 
sale of stock that is taken into account in 
determining foreign personal holding com-
pany income under section 954(c)(1)(B)(i) and 
which is passive limitation earnings and 
profits described in section 904(d)(1)(A); 

(C) $1,000 of foreign source interest income 
received from an unrelated person that is 
foreign personal holding company income 
under section 954(c)(1)(A) and which is pas-
sive limitation earnings and profits de-
scribed in section 904(d)(1)(A). 

(iii) The $100 dividend paid in 1998 is a divi-
dend recapture amount that was included in 
N1’s income within the recapture period pre-
ceding the disposition of the N2 stock. The de 
minimis exception of paragraph (b)(1)(ii) of 
this section does not apply because the $100 
dividend recapture amount exceeds 10 per-
cent of the $110 loss. Therefore, to the extent 
of the $100 dividend recapture amount, the 
loss must be allocated under paragraph 
(b)(1)(i) of this section to the separate limi-
tation category to which the dividend was 
assigned (general limitation earnings and 
profits). 

(iv) N1’s remaining $10 loss on the disposi-
tion of the N2 stock is allocated to foreign 
source passive limitation earnings and prof-
its under paragraph (a)(1) of this section. 

(v) After allocation of the stock loss, N1’s 
current earnings and profits for 1998 consist 
of $900 of foreign source general limitation 
earnings and profits and $1,990 of foreign 
source passive limitation earnings and prof-
its. 

(vi) After allocation of the stock loss, N1’s 
subpart F income for 2000 consists of $1,000 of 
foreign source interest income that is for-
eign personal holding company income under 
section 954(c)(1)(A) and $890 of foreign source 
net gain that is foreign personal holding 
company income under section 954(c)(1)(B)(i). 
P includes $1,890 in income under section 
951(a)(1)(A)(i) as passive income under sec-
tions 904(d)(1)(A) and 904(d)(3)(B). 
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Example 4. P, a foreign corporation, has 
two wholly-owned subsidiaries, S, a domestic 
corporation, and B, a foreign corporation. On 
January 1, 2000, S purchases a one-percent in-
terest in N, a foreign corporation, for $100. 
On January 2, 2000, N distributes a $20 divi-
dend to S. The $20 dividend is foreign source 
financial services income. On January 3, 
2000, S sells its N stock to B for $80 and rec-
ognizes a $20 loss that is deferred under sec-
tion 267(f). On June 10, 2008, B sells its N 
stock to an unrelated person for $55. Under 
section 267(f) and § 1.267(f)–1(c)(1), S’s $20 loss 
is deferred until 2008. Under this paragraph 
(b)(1), the $20 loss is allocated to reduce for-
eign source financial services income in 2008 
because the loss was recognized (albeit de-
ferred) within the 24-month recapture period 
following the receipt of the dividend. See 
§§ 1.267(f)–1(a)(2)(i)(B) and 1.267(f)–1(c)(2). 

Example 5. The facts are the same as in Ex-
ample 4, except P, S, and B are domestic cor-
porations and members of the P consolidated 
group. Under the matching rule of § 1.1502– 
13(c)(1), the separate entity attributes of S’s 
intercompany items and B’s corresponding 
items are redetermined to the extent nec-
essary to produce the same effect on consoli-
dated taxable income as if S and B were divi-
sions of a single corporation and the inter-
company transaction was a transaction be-
tween divisions. If S and B were divisions of 
a single corporation, the transfer of N stock 
on January 3, 2000 would be ignored for tax 
purposes, and the corporation would be 
treated as selling that stock only in 2008. 
Thus, the corporation’s entire $45 loss would 
have been allocated against U.S. source in-
come under paragraph (a)(1) of this section 
because a dividend recapture amount was 
not received during the corporation’s recap-
ture period. Accordingly, S’s $20 loss and B’s 
$25 loss are allocated to reduce U.S. source 
income. 

Example 6. (i) On January 1, 1998, P, a do-
mestic corporation, purchases N, a foreign 
corporation, for $1,000. On March 1, 1998, P 
causes N to sell its operating assets, dis-
tribute a $400 general limitation dividend to 
P, and invest its remaining $600 in short- 
term government securities. P converted the 
N assets into low-risk investments with a 
principal purpose of holding the N stock 
without significant risk of loss until the re-
capture period expired. N earns interest in-
come from the securities. The income con-
stitutes subpart F income that is included in 
P’s income under section 951, increasing P’s 
basis in the N stock under section 961(a). On 
March 1, 2002, P sells N and recognizes a $400 
loss. 

(ii) Pursuant to paragraph (d)(3) of this 
section, the recapture period is increased by 
the period in which N’s assets were held as 
low-risk investments because P caused N’s 
assets to be converted into and held as low- 
risk investments with a principal purpose of 

enabling P to hold the N stock without sig-
nificant risk of loss. Accordingly, under 
paragraph (b)(1)(i) of this section the $400 
loss is allocated against foreign source gen-
eral limitation income. 

(2) Exception for inventory. This sec-
tion does not apply to loss recognized 
with respect to stock described in sec-
tion 1221(1). 

(3) Exception for stock in an S corpora-
tion. This section does not apply to loss 
recognized with respect to stock in an 
S corporation (as defined in section 
1361). 

(4) Anti-abuse rules—(i) Transactions 
involving built-in losses. If one of the 
principal purposes of a transaction is 
to change the allocation of a built-in 
loss with respect to stock by transfer-
ring the stock to another person, quali-
fied business unit (within the meaning 
of section 989(a)), office or other fixed 
place of business, or branch that subse-
quently recognizes the loss, the loss 
shall be allocated by the transferee as 
if it were recognized with respect to 
the stock by the transferor imme-
diately prior to the transaction. If one 
of the principal purposes of a change of 
residence is to change the allocation of 
a built-in loss with respect to stock, 
the loss shall be allocated as if the 
change of residence had not occurred. 
If one of the principal purposes of a 
transaction is to change the allocation 
of a built-in loss with respect to stock 
(or other personal property) by con-
verting the original property into 
other property and subsequently recog-
nizing loss with respect to such other 
property, the loss shall be allocated as 
if it were recognized with respect to 
the original property immediately 
prior to the transaction. Transactions 
subject to this paragraph shall include, 
without limitation, reorganizations 
within the meaning of section 368(a), 
liquidations under section 332, trans-
fers to a corporation under section 351, 
transfers to a partnership under sec-
tion 721, transfers to a trust, distribu-
tions by a partnership, distributions by 
a trust, or transfers to or from a quali-
fied business unit, office or other fixed 
place of business. A person may have a 
principal purpose of affecting loss allo-
cation even though this purpose is out-
weighed by other purposes (taken to-
gether or separately). 
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(ii) Offsetting positions. If a taxpayer 
recognizes loss with respect to stock 
and the taxpayer (or any person de-
scribed in section 267(b) (after applica-
tion of section 267(c)), 267(e), 318 or 482 
with respect to the taxpayer) holds (or 
held) offsetting positions with respect 
to such stock with a principal purpose 
of recognizing foreign source income 
and United States source loss, the loss 
will be allocated and apportioned 
against such foreign source income. 
For purposes of this paragraph 
(b)(4)(ii), positions are offsetting if the 
risk of loss of holding one or more posi-
tions is substantially diminished by 
holding one or more other positions. 

(iii) Matching rule. If a taxpayer (or a 
person described in section 1059(c)(3)(C) 
with respect to the taxpayer) engages 
in a transaction or series of trans-
actions with a principal purpose of rec-
ognizing foreign source income that re-
sults in the creation of a corresponding 
loss with respect to stock (as a con-
sequence of the rules regarding the 
timing of recognition of income, for ex-
ample), the loss shall be allocated and 
apportioned against such income to the 
extent of the recognized foreign source 
income. This paragraph (b)(4)(iii) ap-
plies to any portion of a loss that is not 
allocated under paragraph (b)(1)(i) of 
this section (dividend recapture rule), 
including a loss in excess of the divi-
dend recapture amount and a loss that 
is related to a dividend recapture 
amount described in paragraph 
(b)(1)(ii) (de minimis exception) or 
(b)(1)(iii) (passive dividend exception) 
of this section. 

(iv) Examples. The application of this 
paragraph (b)(4) may be illustrated by 
the following examples. No inference is 
intended regarding the application of 
any other Internal Revenue Code sec-
tion or judicial doctrine that may 
apply to disallow or defer the recogni-
tion of loss. The examples are as fol-
lows: 

Example 1. (i) Facts. On January 1, 2000, P, 
a domestic corporation, owns all of the stock 
of N1, a controlled foreign corporation, 
which owns all of the stock of N2, a con-
trolled foreign corporation. N1’s basis in the 
stock of N2 exceeds its fair market value, 
and any loss recognized by N1 on the sale of 
N2 would be allocated under paragraph (a)(1) 
of this section to reduce foreign source pas-
sive limitation earnings and profits of N1. In 

contemplation of the sale of N2 to an unre-
lated purchaser, P causes N1 to liquidate 
with principal purposes of recognizing the 
loss on the N2 stock and allocating the loss 
against U.S. source income. P sells the N2 
stock and P recognizes a loss. 

(ii) Loss allocation. Because one of the prin-
cipal purposes of the liquidation was to 
transfer the stock to P in order to change 
the allocation of the built-in loss on the N2 
stock, under paragraph (b)(4)(i) of this sec-
tion the loss is allocated against P’s foreign 
source passive limitation income. 

Example 2. (i) Facts. On January 1, 2000, P, 
a domestic corporation, forms N and F, for-
eign corporations, and contributes $1,000 to 
the capital of each. N and F enter into offset-
ting positions in financial instruments that 
produce financial services income. Holding 
the N stock substantially diminishes P’s risk 
of loss with respect to the F stock (and vice 
versa). P holds N and F with a principal pur-
pose of recognizing foreign source income 
and U.S. source loss. On March 31, 2000, when 
the financial instrument held by N is worth 
$1,200 and the financial instrument held by F 
is worth $800, P sells its F stock and recog-
nizes a $200 loss. 

(ii) Loss allocation. Because P held an off-
setting position with respect to the F stock 
with a principal purpose of recognizing for-
eign source income and U.S. source loss, the 
$200 loss is allocated against foreign source 
financial services income under paragraph 
(b)(4)(ii) of this section. 

Example 3. (i) Facts. On January 1, 2002, P 
and Q, domestic corporations, form R, a do-
mestic partnership. The corporations and 
partnership use the calendar year as their 
taxable year. P contributes $900 to R in ex-
change for a 90-percent partnership interest 
and Q contributes $100 to R in exchange for 
a 10-percent partnership interest. R pur-
chases a dance studio in Country X for $1,000. 
On January 2, 2002, R enters into contracts 
to provide dance lessons in Country X for a 
5-year period beginning January 1, 2003. 
These contracts are prepaid by the dance 
studio customers on December 31, 2002, and R 
recognizes foreign source taxable income of 
$500 from the prepayments (R’s only income 
in 2002). P takes into income its $450 dis-
tributive share of partnership taxable in-
come. On January 1, 2003, P’s basis in its 
partnership interest is $1,350 ($900 from its 
contribution under section 722, increased by 
its $450 distributive share of partnership in-
come under section 705). On September 22, 
2003, P contributes its R partnership interest 
to S, a newly-formed domestic corporation, 
in exchange for all the stock of S. Under sec-
tion 358, P’s basis in S is $1,350. On December 
1, 2003, P sells S to an unrelated party for 
$1050 and recognizes a $300 loss. 
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(ii) Loss allocation. P recognized foreign 
source income for tax purposes before the in-
come had economically accrued, and the ac-
celerated recognition of income increased P’s 
basis in R without increasing its value by a 
corresponding amount, which resulted in the 
creation of a built-in loss with respect to the 
S stock. Under paragraph (b)(4)(iii) of this 
section the $300 loss is allocated against for-
eign source income if P had a principal pur-
pose of recognizing foreign source income 
and corresponding loss. 

(c) Loss recognized by partnership. A 
partner’s distributive share of loss rec-
ognized by a partnership shall be allo-
cated and apportioned in accordance 
with this section as if the partner had 
recognized the loss. If loss is attrib-
utable to an office or other fixed place 
of business of the partnership within 
the meaning of section 865(e)(3), such 
office or fixed place of business shall be 
considered to be an office of the part-
ner for purposes of this section. 

(d) Definitions—(1) Terms defined in 
§ 1.861–8. See § 1.861–8 for the meaning of 
class of gross income, statutory grouping 
of gross income, and residual grouping of 
gross income. 

(2) Dividend recapture amount. A divi-
dend recapture amount is a dividend 
(except for an amount treated as a divi-
dend under section 78), an inclusion de-
scribed in section 951(a)(1)(A)(i) (but 
only to the extent attributable to a 
dividend (including a dividend under 
section 964(e)(1)) included in the earn-
ings of a controlled foreign corporation 
(held directly or indirectly by the per-
son recognizing the loss) that is in-
cluded in foreign personal holding com-
pany income under section 954(c)(1)(A)) 
and an inclusion described in section 
951(a)(1)(B). 

(3) Recapture period. A recapture pe-
riod is the 24-month period ending on 
the date on which a taxpayer recog-
nized a loss with respect to stock. For 
example, if a taxpayer recognizes a loss 
on March 15, 2002, the recapture period 
begins on and includes March 16, 2000, 
and ends on and includes March 15, 
2002. A recapture period is increased by 
any period of time in which the tax-
payer has diminished its risk of loss in 
a manner described in section 246(c)(4) 
and the regulations thereunder and by 
any period in which the assets of the 
corporation are hedged against risk of 
loss (or are converted into and held as 

low-risk investments) with a principal 
purpose of enabling the taxpayer to 
hold the stock without significant risk 
of loss until the recapture period has 
expired. In the case of a loss recognized 
after a dividend is declared but before 
such dividend is paid, the recapture pe-
riod is extended through the date on 
which the dividend is paid. 

(4) United States resident. See section 
865(g) and the regulations thereunder 
for the definition of United States resi-
dent. 

(e) Effective date—(1) In general. This 
section is applicable to loss recognized 
on or after January 11, 1999, except 
that paragraphs (a)(3)(ii), (b)(1)(iv) Ex-
ample 6, (b)(4)(iii), (b)(4)(iv) Example 3, 
and (d)(3) of this section are applicable 
to loss recognized on or after January 
8, 2002. For purposes of this paragraph 
(e), loss that is recognized but deferred 
(for example, under section 267 or 1092) 
shall be treated as recognized at the 
time the loss is taken into account. 

(2) Application to prior periods. A tax-
payer may apply the rules of this sec-
tion to losses recognized in any taxable 
year beginning on or after January 1, 
1987, and all subsequent years, provided 
that— 

(i) The taxpayer’s tax liability as 
shown on an original or amended tax 
return is consistent with the rules of 
this section for each such year for 
which the statute of limitations does 
not preclude the filing of an amended 
return on June 30, 2002; and 

(ii) The taxpayer makes appropriate 
adjustments to eliminate any double 
benefit arising from the application of 
this section to years that are not open 
for assessment. 

(3) Examples. The rules of this para-
graph (e) may be illustrated by the fol-
lowing examples: 

Example 1. (i) P, a domestic corporation, 
has a calendar taxable year. On March 10, 
1985, P recognizes a $100 capital loss on the 
sale of N, a foreign corporation. Pursuant to 
sections 1211(a) and 1212(a), the loss is not al-
lowed in 1985 and is carried over to the 1990 
taxable year. The loss is allocated against 
foreign source income under § 1.861–8(e)(7). In 
1999, P chooses to apply this section to all 
losses recognized in its 1987 taxable year and 
in all subsequent years. 

(ii) Allocation of the loss on the sale of N 
is not affected by the rules of this section be-
cause the loss was recognized in a taxable 
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year that did not begin after December 31, 
1986. 

Example 2. (i) P, a domestic corporation, 
has a calendar taxable year. On March 10, 
1988, P recognizes a $100 capital loss on the 
sale of N, a foreign corporation. Pursuant to 
sections 1211(a) and 1212(a), the loss is not al-
lowed in 1988 and is carried back to the 1985 
taxable year. The loss is allocated against 
foreign source income under § 1.861–8(e)(7) on 
P’s federal income tax return for 1985 and in-
creases an overall foreign loss account under 
§ 1.904(f)-1. 

(ii) In 1999, P chooses to apply this section 
to all losses recognized in its 1987 taxable 
year and in all subsequent years. Con-
sequently, the loss on the sale of N is allo-
cated against U.S. source income under para-
graph (a)(1) of this section. Allocation of the 
loss against U.S. source income reduces P’s 
overall foreign loss account and increases P’s 
tax liability in 2 years: 1990, a year that will 
not be open for assessment on June 30, 1999, 
and 1997, a year that will be open for assess-
ment on June 30, 1999. Pursuant to paragraph 
(e)(2)(i) of this section, P must file an amend-
ed federal income tax return that reflects 
the rules of this section for 1997, but not for 
1990. 

Example 3. (i) P, a domestic corporation, 
has a calendar taxable year. On March 10, 
1989, P recognizes a $100 capital loss on the 
sale of N, a foreign corporation. The loss is 
allocated against foreign source income 
under § 1.861–8(e)(7) on P’s federal income tax 
return for 1989 and results in excess foreign 
tax credits for that year. The excess credit is 
carried back to 1988, pursuant to section 
904(c). In 1999, P chooses to apply this section 
to all losses recognized in its 1989 taxable 
year and in all subsequent years. On June 30, 
1999, P’s 1988 taxable year is closed for assess-
ment, but P’s 1989 taxable year is open with 
respect to claims for refund. 

(ii) Because P chooses to apply this section 
to its 1989 taxable year, the loss on the sale 
of N is allocated against U.S. source income 
under paragraph (a)(1) of this section. Allo-
cation of the loss against U.S. source income 
would have permitted the foreign tax credit 
to be used in 1989, reducing P’s tax liability 
in 1989. Nevertheless, under paragraph 
(e)(2)(ii) of this section, because the credit 
was carried back to 1988, P may not claim 
the foreign tax credit in 1989. 

[T.D. 8805, 64 FR 1511, Jan. 11, 1999, as amend-
ed by T.D. 8973, 66 FR 67085, Dec. 28, 2001; 67 
FR 3812, Jan. 28, 2002] 

NONRESIDENT ALIENS AND FOREIGN 
CORPORATIONS 

NONRESIDENT ALIEN INDIVIDUALS 

§ 1.871–1 Classification and manner of 
taxing alien individuals. 

(a) Classes of aliens. For purposes of 
the income tax, alien individuals are 
divided generally into two classes, 
namely, resident aliens and non-
resident aliens. Resident alien individ-
uals are, in general, taxable the same 
as citizens of the United States; that 
is, a resident alien is taxable on income 
derived from all sources, including 
sources without the United States. See 
§ 1.1–1(b). Nonresident alien individuals 
are taxable only on certain income 
from sources within the United States 
and on the income described in section 
864(c)(4) from sources without the 
United States which is effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States. However, nonresident 
alien individuals may elect, under sec-
tion 6013 (g) or (h), to be treated as U.S. 
residents for purposes of determining 
their income tax liability under Chap-
ters 1, 5, and 24 of the code. Accord-
ingly, any reference in §§ 1.1–1 through 
1.1388–1 and §§ 1.1491–1 through 1.1494–1 
of this part to non-resident alien indi-
viduals does not include those with re-
spect to whom an election under sec-
tion 6013 (g) or (h) is in effect, unless 
otherwise specifically provided. Simi-
larly, any reference to resident aliens 
or U.S. residents includes those with 
respect to whom an election is in ef-
fect, unless otherwise specifically pro-
vided. 

(b) Classes of nonresident aliens—(1) In 
general. For purposes of the income 
tax, nonresident alien individuals are 
divided into the following three class-
es: 

(i) Nonresident alien individuals who 
at no time during the taxable year are 
engaged in a trade or business in the 
United States, 

(ii) Nonresident alien individuals who 
at any time during the taxable year 
are, or are deemed under § 1.871–9 to be, 
engaged in a trade or business in the 
United States, and 

(iii) Nonresident alien individuals 
who are bona fide residents of a section 
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