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the U.S. taxation of income from the sale of inventory differs depending 
on whether the income is U.S. source or foreign source. For a domestic 
corporation, U.S. tax on foreign source sales income generally can be 

reduced with foreign tax credits, subject to limitation.1 For a foreign corpo-
ration, foreign source sales income generally is not subject to U.S. taxation, 
whereas U.S. source sales income generally is taxable if attributable to a U.S. 
trade or business.2

The Tax Cuts and Jobs Act of 20173 (“TCJA”) changed the sourcing rule 
for income derived from the sale of inventory manufactured by a taxpayer. 
The Treasury and IRS recently issued proposed regulations implementing that 
change and modifying the resourcing rules that apply to sales by a foreign person 
through a fixed place of business in the United States.

purchased-and-sold inventory

The source of income from the purchase and sale of inventory generally is deter-
mined based on where the inventory is sold. The TCJA did not modify this rule.

Income from the sale of inventory within the United States generally is U.S. 
source income,4 whereas income from the sale of inventory outside the United 
States generally is foreign source income.5 The regulations provide that the place 
where inventory is sold is determined based on the place where title and risk of 
loss pass from the seller to the buyer.6

For example, income from the purchase and sale of inventory by a U.S. corpo-
ration to a foreign customer with title and risk of loss passing outside the United 
States (e.g., at the foreign port of entry) would be foreign source. If instead risk 
of loss and title passed within the United States (e.g., when transferred to a 
shipper), the sales income would be U.S. source.7

Specific provisions in legal or shipping documents providing the place where 
title and risk of loss pass from a seller to a buyer will generally be controlling.8 
The cases have uniformly held that parties can agree in a sales contract where 
title and risk of loss pass from the seller to the buyer.9
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Manufactured-and-sold inventory

A different sourcing rule applies to income from the sale 
of inventory that is manufactured by a taxpayer. As re-
vised by the TCJA, such income is sourced based solely 
on where the product is produced.10

Prior to the TCJA, income from the sale of inventory 
manufactured by a taxpayer generally was sourced 50% 
based on where title and risk of loss passed to the buyer 
and 50% based on where the inventory was produced.11 
Under certain circumstances, a taxpayer could use an in-
dependent factory price or a books and records method 
to apportion the income from the sale of inventory be-
tween sales activity and production activity.12

For example, under prior law income from the sale of 
a product by a U.S. corporation manufactured in the 
United States that was sold outside the United States 
was 50% U.S. source and 50% foreign source. Similarly, 
income from the manufacture of a product outside the 
United States and its sale within the United States was 
50% foreign source and 50% U.S. source. In the latter 
example, if title also passed outside the United States, the 
income would have been 100% foreign source.

Following the TCJA, Code Sec. 863(b) now pro-
vides that all of the income from the sale of inventory 

manufactured by a taxpayer is sourced solely based on 
where the production activities take place with respect 
to the property.13 Thus, the place where title passes to 
inventory manufactured by a taxpayer generally is no 
longer relevant to the determination of the source of the 
sales income.

The Treasury and IRS issued proposed regulations 
implementing the change to the rules for sourcing in-
come from sales of inventory manufactured by a tax-
payer.14 Proposed Reg. §1.863-3(b) merely restates the 
language added to Code Sec. 863(b), providing that in-
come from the sale of products manufactured by a tax-
payer is sourced “solely on the basis of the production 
activities with respect to the inventory.”15 The proposed 
regulations also would remove from the current regu-
lations the three methods for apportioning income be-
tween sales activity and production activity.

Under the current regulations, income attributed to 
production activity is sourced where the taxpayer’s pro-
duction assets are located.16 Production assets are tangible 
and intangible assets owned directly by the taxpayer that 
are used by the taxpayer to produce inventory.17 Where 
the taxpayer’s production assets are located both within 
and without the United States, income is sourced to the 
United States based on the ratio of the average adjusted 
basis of U.S. production assets to the average adjusted 
basis of all production assets.18

For example, if a taxpayer manufactures a product 
only in the United States and sells the product outside 
the United States, 100% of the income would be U.S. 
source. On the other hand, if the products are manufac-
tured by the taxpayer entirely outside the United States, 
100% of the income generally would be foreign source, 
even if the products were sold to U.S. customers. The 
result is the same regardless of the place where title and 
risk of loss to the products pass from the seller to the 
customer.19

resourcing rule for foreign 
taxpayers

Code Sec. 865 provides a special sourcing rule for in-
come from the sale of personal property (including in-
ventory) by a foreign person. Income from the sale of 
inventory that is otherwise foreign source income under 
the above rules will be U.S. source income to the extent 
the income is attributable to an office or fixed place of 
business in the United States.20

Code Sec. 865(e)(3) provides that the principles of 
Code Sec. 864(c)(5) apply in determining whether a 

Under proposed regulations, if 
a foreign person has an office in 
the United States that materially 
participates in the sale of inventory 
and the place of sale is outside the 
United States, all income from the 
sale of purchased inventory and 
50% of the income from the sale of 
foreign manufactured inventory will 
be resourced as U.S. source income 
(subject to an exception for sales to 
foreign customers through a foreign 
office that materially participates in 
the sale).
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taxpayer has an office or fixed place of business in the 
United States and whether a sale is attributable to such of-
fice or other fixed place of business. Code Sec. 864(c)(5)  
provides rules for determining the amount, if any, of a 
foreign person’s foreign source income that is treated as 
effectively connected with a U.S. trade or business, and 
therefore subject to net-basis U.S. taxation.21

Regulations provide that a taxpayer is considered as 
having a fixed place of business in the United States if 
it has a “place, site, structure, or other similar facility” 
through which the taxpayer conducts a trade or busi-
ness.22 Under certain circumstances a dependent agent 
can be treated as a fixed place of business of a foreign 
corporation, i.e., where it has authority to negotiate con-
tracts in the name of the taxpayer and regularly exercises 
such authority.23

Under Code Sec. 864 foreign source income will be 
attributable to a U.S. fixed place of business only if it 
is a material factor in the production of such income, 
and such fixed place of business regularly carries on ac-
tivities of the type from which such income is derived.24 
Regulations provide that activities of the U.S. office will 
be a material factor if “they provide a significant contri-
bution to, by being an essential economic element in, the 
realization of the income, gain, or loss.”25 A fixed place 
of business is a material factor with respect to income 
from the sale of inventory if it actively participates in 
soliciting the order, negotiating the contract for sale, or 
performing other significant services necessary for the 
consummation of the sale.26

Code Sec. 864(c)(5)(C) provides that the amount of 
income attributable to a U.S. fixed place of business is 
the amount of income properly allocable thereto. For this 
purpose, the amount of income from the sale of inven-
tory which is treated as attributable to a U.S. fixed place 
of business shall not exceed the amount of income which 
would be U.S. source “if the sale or exchange were made 
in the United States.” Under this hypothetical determi-
nation, a sale or exchange should generally be treated as 
made in the United States if title and risk of loss to the 
property had transferred from the seller to the buyer in 
the United States.27

As discussed above, under the general sourcing rules, 
income derived by a foreign corporation from the pur-
chase and sale of inventory outside the United States 
would be foreign source income. Nevertheless, under the 
resourcing rules, such income generally would become 
U.S. source income if the foreign corporation has a fixed 
place of business in the United States that materially par-
ticipates in the sale of the inventory.28

When a foreign corporation manufactures property 
outside the United States, as discussed above under the 
general sourcing rules income from the sale of the inven-
tory would be foreign source income based on the loca-
tion of the production activities. The place where title 
and risk of loss pass from the seller to the buyer is not 
relevant. As a result, treating the sale as occurring in the 
United States would not change the source of the income 
under Code Sec. 863(b). Therefore, under the principles 
of Code Sec. 864(c)(5)(C), no amount of income de-
rived by a foreign corporation from the sale of products 
manufactured outside the United States should be attrib-
utable to a U.S. fixed place of business in the United 
States, and thus none of the income should be resourced 
as U.S. source income under Code Sec. 865(e).

The proposed regulations would take a different ap-
proach in applying the resourcing rule to income from 
products manufactured by a foreign corporation outside 
the United States and sold through an office or fixed 
place of business in the United States. The regulations 
would treat 50% of the income as properly allocable to 
the U.S. fixed place of business. Therefore, in effect 50% 
of the income would be sourced based on sales activity 
and 50% of the income would be sourced based on pro-
duction activity.29 Under this approach, in the above ex-
ample 50% of the foreign corporation’s income would be 
U.S. source income, and therefore treated as effectively 
connected with a U.S. trade or business.30

The language in the Code does not support the rule 
in the proposed regulations resourcing income from 
the sale of property manufactured outside the United 
States. It is true that the Code Sec. 865(e)(2) resourc-
ing rule applies “[n]otwithstanding any other provisions 
of [sections 861-865],” but the key operative rule of the 
resourcing rule itself (in Code Sec. 865(e)(3)) goes on to 
invoke certain principles of Code Sec. 864 and, by exten-
sion, Code Sec. 863(b). Furthermore, there is nothing 
in the legislative history to the TCJA that supports the 
proposed regulations’ interpretation.31

An exception is provided to the application of the 
resourcing rule when the inventory is sold by a foreign 
person to a foreign customer. Income from the sale of 
inventory by a foreign corporation will not be treated as 
attributable to a foreign corporation’s U.S. office (and 
therefore not treated as U.S. source income) if the inven-
tory is sold for use, disposition, or consumption outside 
the United States and the taxpayer has a foreign office or 
other fixed place of business that materially participates 
in the sale.32 The proposed regulations would not change 
this rule.33
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conclusion

Income from the sale of inventory that is purchased 
and sold generally is sourced based on where title and 
risk of loss pass from the seller to the buyer, and in-
come from the sale of inventory manufactured by a 
taxpayer is sourced based solely on the location of the 
production activities. Under proposed regulations, if 

a foreign person has an office in the United States 
that materially participates in the sale of inventory 
and the place of sale is outside the United States, all 
income from the sale of purchased inventory and 
50% of the income from the sale of foreign manu-
factured inventory will be resourced as U.S. source 
income (subject to an exception for sales to foreign 
customers through a foreign office that materially 
participates in the sale).
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