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Since the issuance of the original -18 Regulations in October 1998, the digital 
economy has evolved significantly. Floppy disks and downloads of content to our 
personal computers are no longer the principal means of delivering and accessing 
digital resources. Cloud computing is mainstream.  Now pervasive, cloud computing 
affects many aspects of our digital experience at work and at home.

Part 2 of this two-part series discusses the August 2019 Proposed Regulations on the 
classification of “cloud transactions” and their impact on multinational businesses and 
investments. 

Part 1 of this series on the tax classification of digital transactions addressed the 
classification of transactions involving computer programs and digital content. Under 
the existing and proposed guidance from the Treasury and Internal Revenue Service 
(“IRS”), the transfer of digital content is generally classified as a sale, lease, license, or 
provision of services and know-how for U.S. federal income tax (“FIT”) purposes.
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I.  SCOPE OF CLOUD TRANSACTIONS

The proposed guidance providing rules for the tax classification of “cloud 
transactions” is found in Prop. Treas. Reg. § 1.861-19 (“-19 Proposed Regulations”). 
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Under the -19 Proposed Regulations, a cloud transaction 
is one “through which a person obtains on-demand 
network access to computer hardware, digital content 
. . ., or other similar resources.” However, the term 
“cloud transaction” does not include (1) “on-demand 
network access that is de minimis taking into account 
the overall arrangement and the surrounding facts and 
circumstances” or (2) “network access to download 
digital content for storage on a person’s computer or 
other electronic device.”

The preamble to the -19 Proposed Regulations indicates that the definition of “cloud 
transactions” is meant to cover the three general categories of cloud computing 
transactions: (1) infrastructure as a service (“IaaS”), (2) platform as a service (“PaaS”), 
and (3) software as a service (“SaaS”). But the definition of cloud transactions is “not 
limited to computer hardware and software, or to the IaaS, PaaS, and SaaS models 
described above, because it is intended also to apply to other transactions that share 
characteristics of on-demand network access to technological resources, including 
access to streaming digital content and access to information in certain databases.”
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II.  TAX CLASSIFICATION OF CLOUD 
  TRANSACTIONS
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The -19 Proposed Regulations include no bright-line rule for the classification of 
cloud transactions; instead, the rules provide a factor-based analysis. Under the 
-19 Proposed Regulations, a cloud transaction is classified “solely” as either a lease 
(of computer hardware) or provision of services. In determining whether a cloud 
transaction is properly classified as a service (rather than a lease), -19 Proposed 
Regulations provide a non-inclusive list of nine factors that should be considered:

i. The customer is not in physical possession of the property;

ii. The customer does not control the property, beyond the customer’s network 
 access and use of the property;

iii. The provider has the right to determine the specific property used in the cloud 
 transaction and replace such property with comparable property;

iv. The property is a component of an integrated operation in which the provider 
 has other responsibilities, including ensuring the property is maintained and 
 updated;

v. The customer does not have a significant economic or possessory interest in 
 the property;

vi. The provider bears any risk of substantially diminished receipts or substantially 
 increased expenditures if there is nonperformance under the contract;

vii. The provider uses the property concurrently to provide significant services to 
 entities unrelated to the customer;

viii. The provider’s fee is primarily based on a measure of work performed or the 
 level of the customer’s use rather than the mere passage of time; and

ix. The total contract price substantially exceeds the rental value of the property 
 for the contract period.
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There is no unbundling of components of a single transaction under these proposed 
rules. An arrangement comprised of multiple transactions requires separate 
classification for each transaction and, if only some of the transactions making up the 
arrangement are “cloud transactions,” then the -19 Proposed Regulations apply only 
to the cloud transactions. However, de minimis transactions are not treated separately 
but treated as part of another transaction.

The -19 Proposed Regulations include eleven examples to illustrate the intended 
operation of the proposed rulemaking on the classification of cloud transactions. 
These examples include discussions of the following situations: (1) the provision 
of computer server capacity by a data center; (2) the provision of streamed music 
and video content; (3) a platform for hosting and developing websites; (4) software 
accessible on-demand through a web browser (with limited offline functionality); 
(5) storage of industry-specific information on a database and accessible through a 
website; and (6) a platform that provides access to downloaded software primarily 
accessed offline with periodic updates and cloud data storage.
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III.  SOME LINGERING UNCERTAINTY ON THE 
 U.S. INCOME TAXATION OF CLOUD 
 TRANSACTIONS
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The prominent software executive, Paul Maritz, is quoted as saying, “Cloud is about 
how you do computing, not where you do computing.” The ambiguity about where 
cloud computing occurs poses challenges for many U.S. international tax rules that 
are based on the source of income. The -19 Proposed Regulations provide guidance 
for classifying cloud transactions for U.S. income tax purposes, but they do not 
provide specific rules on sourcing the cloud services. The Treasury and IRS requested 
comments on “administrable rules for sourcing income from cloud transactions” 
and, perhaps, future rulemaking will include guidance on the sourcing of cloud 
transactions.

Since the classification of cloud transactions is factor-based, one open question is 
how the various factors of the -19 Proposed Regulations ought to be weighed against 
one another. Prior case law distinguishing services from leases may provide some 
guidance, but ambiguity remains as to the relative importance of the factors taken 
into account in classifying cloud transactions.

Generally, the source of income from 
services is the location where the 
services are performed. However, 
in the cloud context, it is not always 
clear where services are “performed.” 
A cloud transaction classified as a 
service may involve companies, servers, 
data centers, and end-users in various 
locations around the globe and it is not 
clear how the activities at those different 
locations might constitute the location 
where services are performed. In 
addition, the -19 Proposed Regulations 
do not extend the general “location of 
the end-user” sourcing rule for transfers 
of copyrighted articles through an 
electronic medium to cloud transactions 
categorized as leases.
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The -19 Proposed Regulations provide that the “rules of this section apply for 
purposes of Internal Revenue Code (“IRC”) sections 59A, 245A, 250, 267A, 367, 404A, 
482, 679, and 1059A; subchapter N of chapter 1 [U.S. international income tax rules]; 
chapters 3 and 4 [withholding taxes and foreign account reporting]; and sections 842 
and 845 (to the extent involving a foreign person), and apply with respect to transfers 
to foreign trusts not covered by section 679.” However, the -19 Proposed Regulations 
do not explicitly say that the characterization rules for cloud transactions only apply 
to the listed sections. Consequently, there may be some uncertainty about whether 
or how the -19 Proposed Regulations would apply in other contexts, e.g., sections 
163(j), 469, 7704, etc. 

Application of the de minimis and all-or-nothing rules for classifying a transaction 
solely as a lease or solely as a service may also give rise to some uncertainty 
because it may not be clear how the delineation of the term “transaction” might 
interact with other provisions in the IRC or Treasury Regulations. For example, in 
determining the timing of income inclusions for a contract with multiple performance 
obligations, taxpayers are generally required to follow the allocation to performance 
obligations under applicable financial statements (cf. ASC 606). Whether the entire 
contract or individual performance obligations is considered the “transaction” under 
the -19 Proposed Regulations may involve some uncertainty. 
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IV. CONCLUSION
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The -19 Proposed Regulations for classifying transfers of digital content and cloud 
transactions provide a welcome glimmer of guidance for technology companies and 
their customers during a time of global volatility around the taxation of the digital 
economy.

Prior to the issuance of the -19 Proposed Regulations on the classification of cloud 
transactions, there was often perceived tension between the -18 Regulations, which 
applied to classifying “transactions relating to computer programs,” and section 
7701(e), which applied to classifying contracts as either a lease contract or a service 
contract. Nonetheless, many taxpayers relied on the rules of section 7701(e) to treat 
many types of cloud transactions as services for U.S. federal income tax purposes. 
For those taxpayers, the -19 Proposed Regulations, which generally adopt the 
approach of section 7701(e) and pre-7701(e) case law, may serve to confirm their 
classification of “plain vanilla” cloud transactions as services. 

However, the -19 Proposed Regulations provide enhanced guidelines specifically 
tailored to cloud computing. There are some taxpayers whose past or present 
classification of cloud transactions may be wholly or partly inconsistent with the 
approach of the Proposed Regulations. Upon implementation of the -19 Proposed 
Regulations, changes in classification of revenue streams or income items for U.S. 
federal income tax purposes may constitute a change in accounting method under 
section 446(e), which would require compliance with certain reporting procedures. 

Given the broad tax implications of classifying cloud transactions, affected taxpayers 
should consider assessing the impact of these rules on their tax strategy, tax 
compliance, and tax accounting for financial reporting and planning.
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