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defined in paragraph (b)(2)(ii)(D)(3) of this 
section, the source of the compensation to G 
will be determined pursuant to paragraph 
(b)(2)(ii)(A) or (C) of this section. 

(v) Under the terms of the compensation 
package that H negotiated with Corp P, Corp 
P agreed to reimburse H for the expenses 
that H incurred in maintaining and oper-
ating an automobile, including gas and park-
ing, which H purchased in Country V. Pro-
vided that the local transportation fringe 
benefit meets the requirements of paragraph 
(b)(2)(ii)(D)(3) of this section, H’s compensa-
tion with respect to the reimbursement for 
the expenses H incurred is sourced under 
paragraphs (b)(2)(ii)(B) and (D)(3) of this sec-
tion based on H’s principal place of work in 
Country V. Thus, the local transportation 
fringe benefit will be included in H’s gross 
income as income from sources without the 
United States. 

Example 6. (i) On January 1, 2006, Company 
Q compensates employee J with a grant of 
options to which section 421 does not apply 
that do not have a readily ascertainable fair 
market value when granted. The stock op-
tions permit J to purchase 100 shares of Com-
pany Q stock for $5 per share. The stock op-
tions do not become exercisable unless and 
until J performs services for Company Q (or 
a related company) for 5 years. J works for 
Company Q for the 5 years required by the 
stock option grant. In years 2006–08, J per-
forms all of his services for Company Q with-
in the United States. In 2009, J performs 1⁄2 of 
his services for Company Q within the 
United States and 1⁄2 of his services for Com-
pany Q without the United States. In year 
2010, J performs his services entirely without 
the United States. On December 31, 2012, J 
exercises the options when the stock is 
worth $10 per share. J recognizes $500 in tax-
able compensation (($10¥$5) × 100) in 2012. 

(ii) Under the facts and circumstances, the 
applicable period is the 5-year period be-
tween the date of grant (January 1, 2006) and 
the date the stock options become exer-
cisable (December 31, 2010). On the date the 
stock options become exercisable, J performs 
all services necessary to obtain the com-
pensation from Company Q. Accordingly, the 
services performed after the date the stock 
options become exercisable are not taken 
into account in sourcing the compensation 
from the stock options. Therefore, pursuant 
to paragraph (b)(2)(ii)(A), since J performs 
31⁄2 years of services for Company Q within 
the United States and 11⁄2 years of services 
for Company Q without the United States 
during the 5-year period, 7⁄10 of the $500 of 
compensation (or $350) recognized in 2012 is 
income from sources within the United 
States and the remaining 3⁄10 of the com-
pensation (or $150) is income from sources 
without the United States. 

(c) Coastwise travel. Except as to in-
come excluded by paragraph (a) of this 
section, wages received for services 
rendered inside the territorial limits of 
the United States and wages of an alien 
seaman earned on a coastwise vessel 
are to be regarded as from sources 
within the United States. 

(d) Effective date. This section applies 
with respect to taxable years beginning 
after December 31, 1966. For cor-
responding rules applicable to taxable 
years beginning before January 1, 1967, 
see 26 CFR 1.861–4 (Revised as of Janu-
ary 1, 1972). Paragraph (b) and the first 
sentence of paragraph (a)(1) of this sec-
tion apply to taxable years beginning 
on or after July 14, 2005. 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7378, 
40 FR 45433, Oct. 2, 1975; 40 FR 48508, Oct. 16, 
1975; T.D. 9212, 70 FR 40665, July 14, 2005] 

§ 1.861–5 Rentals and royalties. 
Gross income from sources within 

the United States includes rentals or 
royalties from property located in the 
United States or from any interest in 
such property, including rentals or roy-
alties for the use of, or for the privilege 
of using, in the United States, patents, 
copyrights, secret processes and for-
mulas, good will, trademarks, trade 
brands, franchises, and other like prop-
erty. The income arising from the rent-
al of property, whether tangible or in-
tangible, located within the United 
States, or from the use of property, 
whether tangible or intangible, within 
the United States, is from sources 
within the United States. For taxable 
years beginning after December 31, 
1966, gains described in section 
871(a)(1)(D) and section 881(a)(4) from 
the sale or exchange after October 4, 
1966, of patents, copyrights, and other 
like property shall be treated, as pro-
vided in section 871(e)(2), as rentals or 
royalties for the use of, or privilege of 
using, property or an interest in prop-
erty. See paragraph (e) of § 1.871–11. 

[T.D. 7378, 40 FR 45434, Oct. 2, 1975] 

§ 1.861–6 Sale of real property. 
Gross income from sources within 

the United States includes gain, com-
puted under the provisions of section 
1001 and the regulations thereunder, 
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derived from the sale or other disposi-
tion of real property located in the 
United States. For the treatment of 
capital gains and losses, see subchapter 
P (section 1201 and following), chapter 
1 of the Code, and the regulations 
thereunder. 

§ 1.861–7 Sale of personal property. 
(a) General. Gains, profits, and in-

come derived from the purchase and 
sale of personal property shall be treat-
ed as derived entirely from the country 
in which the property is sold. Thus, 
gross income from sources within the 
United States includes gains, profits, 
and income derived from the purchase 
of personal property without the 
United States and its sale within the 
United States. 

(b) Purchase within a possession. Not-
withstanding paragraph (a) of this sec-
tion, income derived from the purchase 
of personal property within a posses-
sion of the United States and its sale 
within the United States shall be treat-
ed as derived partly from sources with-
in and partly from sources without the 
United States. See section 863(b)(3) and 
§ 1.863–2. 

(c) Country in which sold. For the pur-
poses of part I (section 861 and fol-
lowing), subchapter N, chapter 1 of the 
Code, and the regulations thereunder, a 
sale of personal property is con-
summated at the time when, and the 
place where, the rights, title, and in-
terest of the seller in the property are 
transferred to the buyer. Where bare 
legal title is retained by the seller, the 
sale shall be deemed to have occurred 
at the time and place of passage to the 
buyer of beneficial ownership and the 
risk of loss. However, in any case in 
which the sales transaction is arranged 
in a particular manner for the primary 
purpose of tax avoidance, the foregoing 
rules will not be applied. In such cases, 
all factors of the transaction, such as 
negotiations, the execution of the 
agreement, the location of the prop-
erty, and the place of payment, will be 
considered, and the sale will be treated 
as having been consummated at the 
place where the substance of the sale 
occurred. 

(d) Production and sale. For provisions 
respecting the source of income derived 
from the sale of personal property pro-

duced by the taxpayer, see section 
863(b)(2) and paragraphs (b) of §§ 1.863–1 
and 1.863–2. 

(e) Section 306 stock. For determining 
the source of gain on the disposition of 
section 306 stock, see section 306(f) and 
the regulations thereunder. 

§ 1.861–8 Computation of taxable in-
come from sources within the 
United States and from other 
sources and activities. 

(a) In general—(1) Scope. Sections 
861(b) and 863(a) state in general terms 
how to determine taxable income of a 
taxpayer from sources within the 
United States after gross income from 
sources within the United States has 
been determined. Sections 862(b) and 
863(a) state in general terms how to de-
termine taxable income of a taxpayer 
from sources without the United States 
after gross income from sources with-
out the United States has been deter-
mined. This section provides specific 
guidance for applying the cited Code 
sections by prescribing rules for the al-
location and apportionment of ex-
penses, losses, and other deductions 
(referred to collectively in this section 
as ‘‘deductions’’) of the taxpayer. The 
rules contained in this section apply in 
determining taxable income of the tax-
payer from specific sources and activi-
ties under other sections of the Code, 
referred to in this section as operative 
sections. See paragraph (f)(1) of this 
section for a list and description of op-
erative sections. The operative sections 
include, among others, sections 871(b) 
and 882 (relating to taxable income of a 
nonresident alien individual or a for-
eign corporation which is effectively 
connected with the conduct of a trade 
or business in the United States), sec-
tion 904(a)(1) (as in effect before enact-
ment of the Tax Reform Act of 1976, re-
lating to taxable income from sources 
within specific foreign countries), and 
section 904(a)(2) (as in effect before en-
actment of the Tax Reform Act of 1976, 
or section 904(a) after such enactment, 
relating to taxable income from all 
sources without the United States). 

(2) Allocation and apportionment of de-
ductions in general. A taxpayer to which 
this section applies is required to allo-
cate deductions to a class of gross in-
come and, then, if necessary to make 
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