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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
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
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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
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
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§ 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
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
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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
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
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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
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
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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
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
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