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In brief 
What happened? 

Treasury and the IRS, on January 10, released final regulations, Treas. Reg. sec. 1.861-18 and -19 (2025 Final 
Regulations) regarding ‘digital content’ and ‘cloud transactions’. For this purpose, digital content means a computer 
program or any other content, such as books, movies, and music, in digital format that is protected by copyright law 
or no longer so protected solely due to the passage of time or because the creator dedicated the content to the 
public domain. A cloud transaction is a transaction through which a person obtains on-demand network access to 
computer hardware, digital content, or other similar resources.    

The 2025 Final Regulations generally follow the framework of proposed regulations released in 2019 (2019 
Proposed Regulations) with certain key revisions, and generally are effective for tax years beginning on or after 

https://public-inspection.federalregister.gov/2024-31372.pdf
https://youtu.be/wYv_K4O9DdU
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their date of publication in the Federal Register (i.e., January 14, 2025). Taxpayers may elect to apply the 2025 
Final Regulations to taxable years beginning on or after August 14, 2019, and all subsequent taxable years, if (1) all 
related persons (within the meaning of Sections 267(b) and 707(b)) also apply the 2025 Final Regulations to 
taxable years beginning on or after August 14, 2019 and all subsequent taxable years, (2) the period of limitations 
on assessment for each taxable year of the taxpayer and all related parties (within the meaning of Sections 267(b) 
and 707(b)) is open under Section 6501, and (3) the taxpayer would not be required under the 2025 Final 
Regulations to change its method of accounting as a result of such election.  

Treasury and the IRS also released long-awaited proposed regulations (2025 Proposed Regulations) to determine 
the source of income from cloud transactions, based on a taxpayer-by-taxpayer approach that looks to the location 
of the taxpayer’s employees and assets (both tangible and intangible). Comments on the 2025 Proposed 
Regulations are due by April 14, 90 days from the date the regulations were published in the Federal Register.   

Why is it relevant?    

The characterization and source of income are fundamental because they affect the application of various 
substantive rules, including withholding tax, foreign tax credit, subpart F, and effectively connected income (ECI) 
rules. The new guidance applies not only to companies in the software and cloud transaction space but also can 
apply to companies in virtually all industries given the prevalence of digital and cloud transactions.  

The 2025 Final Regulations finalize Prop. Reg. sec. 1.861-18 to expand the application of the income classification 
rules for computer programs to other digital content and revise certain existing income characterization rules. The 
2025 Final Regulations also finalize, with certain modifications, Prop. Reg. sec.1.861-19 to characterize income 
from cloud transactions.   

The 2025 Proposed Regulations represent the first set of regulatory and administrative guidance on the source of 
income from cloud transactions. The Proposed Regulations would apply to tax years beginning on or after the date 
the final rules are published in the Federal Register.  

Actions to consider  

Taxpayers engaging in computer software, other digital content, and cloud transactions should consider the extent 
to which the 2025 Final Regulations may affect their business. Taxpayers should consider submitting comments on 
the 2025 Proposed Regulations on the income sourcing rules for cloud transactions.  

In detail  
Background  

Treas. Reg. sec. 1.861-18, originally issued in 1998 (1998 Final Regulations), provided rules for classifying 
transactions involving computer programs but did not cover transactions involving content in digital format, such as 
books, movies, and music, or cloud computing transactions. The preamble to the 2019 Proposed Regulations noted 
that the growth since 1998 in both digital content consumption and cloud transactions created a need for guidance 
to clarify their tax classification, reduce uncertainty, and reduce the opportunity for taxpayers to take positions on 
character and source that would “inappropriately minimize their taxes.”  

The 2019 Proposed Regulations addressed both digital content and cloud transactions. In relation to digital content, 
the proposed guidance included: (1) expanding the 1998 regulations’ scope to cover digital content other than 
computer programs, (2) narrowing the definition of certain copyright rights for purposes of advertising the sale of 
copyrighted articles, and (3) changing the source of income rule for sales of copyrighted articles transferred through 

https://public-inspection.federalregister.gov/2024-31373.pdf
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an electronic medium. The proposed regulations also defined ‘cloud transaction,’ confirmed that the rules of Treas. 
Reg. sec. 1.861-18 did not apply to cloud transactions, and provided a multi-factor test to classify cloud 
transactions as either a lease of property or a provision of services.  

The 2019 Proposed Regulations also announced that forthcoming guidance would address the source of income 
from cloud transactions, now issued with the 2025 Proposed Regulations.   

Highlights of the 2025 final regulations  

1. Scope of Treas. Reg. sec. 1.861-18  

The 2025 Final Regulations, under Treas. Reg. sec. 1.861-18, finalize the framework of the 2019 Proposed 
Regulations to broaden the scope of the 1998 Final Regulations to transactions involving ‘digital content’ which 
encompasses computer programs along with other content in digital format that is protected by copyright law. 
Treasury and the IRS declined to expand the definition of digital content to include non-copyrightable digital 
content, noting that the legal rights associated with non-copyrightable content differ from those of copyright-
protected content. However, the 2025 Final Regulations add to the definition of digital content any content that is 
not protected by copyright law solely because it is dedicated to the public domain by the creator.  

2. Characterization of digital content transactions  

In line with the 1998 Final Regulations, transactions involving digital content are categorized into four categories: (i) 
a transfer of a copyright right in the digital content; (ii) a transfer of a copy of the digital content (a copyrighted 
article); (iii) the provision of services for the development or modification of the digital content; or (iv) the provision 
of know-how relating to the development of digital content.   

As to transfers involving copyright rights, Treasury and the IRS confirmed that “the right to prepare derivative digital 
content” is considered a copyright right, as outlined in Treas. Reg. sec. 1.861-18(c)(2)(ii), regardless of whether the 
transferee has further rights to distribute the derivative digital content to the public, noting that such a result is 
generally consistent with copyright law, which would treat as a copyright right a non-de minimis right to make a 
derivative work, regardless of whether it is coupled with the right to distribute to the public. The 2025 Final 
Regulations also retain the exceptions for the public performance or public display of digital content for the purpose 
of advertising the sale of the digital content performed or displayed.  

In response to taxpayer comments, the preamble to the 2025 Final Regulations indicates that a transfer of digital 
content that includes the right to use the digital content to provide a cloud transaction generally results in the 
transfer of a copyright right (in particular the right to publicly display or publicly perform the digital content). The 
preamble notes that whether the transferred right involves the right to display or the right to perform is a factual 
matter, contingent upon the type of digital content, the type of copyright obtained, and the manner in which such 
digital content is used in the cloud transaction.    

In response to taxpayer comments, the 2025 Final Regulations replace the ‘de minimis’ transaction rule with a 
‘predominant character’ rule for characterizing digital content transactions and cloud transactions. Under the 2019 
Proposed Regulations, multiple transactions within an ‘arrangement’, or transactions with multiple elements, were 
characterized separately, unless the transaction was deemed to be ‘de minimis’. The new predominant character 
rule classifies transactions with multiple elements solely as a digital content or cloud transaction if its predominant 
character is a digital content or cloud transaction, respectively.  Predominant character generally is determined 
based upon the primary benefit or value received by the customer in the transaction. If that is not reasonably 
ascertainable, the predominant character of a transaction is determined based on the primary benefit or value 
received by a typical customer in a substantially similar transaction.  
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The 2025 Final Regulations also incorporate new examples and modify existing examples to address emerging 
business models, including the resale of software-as-a-service (Ex. 10); an Internet platform operator that sells 
applications as an agent of an application developer (Ex. 20); a revenue-sharing model between a streaming 
platform operator and the content creators (Ex. 22); and sale of video games with online and offline functions 
through retailers using digital product keys (Ex. 24).   

3. Source of income from copyrighted articles sales   

The 2025 Final Regulations replace the prior ‘title passage’ rule for sourcing income from the sale of copyrighted 
articles transferred through an electronic medium (and not otherwise subject to section 863(b)), using the billing 
address of the purchaser (whether a related or unrelated party). The preamble notes that such change was based 
on concerns that the title passage rule allowed artificial selection of income source locations through contractual 
terms and acknowledges that the ‘place of download’ rule in the 2019 Proposed Regulations presented practical 
challenges. To prevent tax avoidance, a new anti-abuse rule considers the transaction's substance, overriding the 
billing address rule if tax avoidance is a principal purpose.   

Observation: In response to taxpayer comments, the preamble to the 2025 Final Regulations indicates that 
Section 863(b) may apply to the sale of digital content copyrighted articles, presumably including those transferred 
electronically, and would override the billing address rule when applicable. Section 863(b), as amended in 2017, 
sources income from the sale of property ‘produced’ by the taxpayer solely on the basis of the taxpayer’s 
production activities. Taxpayers should consider the impact of the billing address rule and Section 863(b) on 
copyrighted article sales, as the new rules could be relevant to sales both cross-border and within the same country 
(depending on the place of production).  

4. Cloud transactions  

The 2025 Final Regulations characterize all cloud transactions as the provision of services (and accordingly do not 
include the lease vs. services multi-factor test primarily based on Section 7701(e) from the 2019 Proposed 
Regulations). In explaining this change from the 2019 Proposed Regulations, the preamble notes that Treasury and 
the IRS “could not identify a transaction that satisfies the definition of a cloud transaction that would be properly 
classified as a lease.”  

5. Scope of the 2025 final regulations   

The 2025 Final Regulations apply solely for purposes of subchapter N of chapter 1 of the Code, Sections 59A, 
245A, 250, 267A, 367, 404A, 482, 679, 1059A, chapters 3 and 4,Sections 842 and 845 (to the extent involving a 
foreign person), and transfers to foreign trusts not covered by Section 679, i.e., for purposes of the international 
provisions of the Code.  

In addition, Notice 2025-6, issued on January 10, invites public comments on the implications of potentially 
expanding the scope of the 2025 Final Regulations on characterizing digital content and cloud transactions to all 
provisions of the Code. Public comments are sought on potential consequences, necessary guidance, and specific 
impacts across various Code sections, such as Sections 167(f), 168(g)(1)(B), 178, 197, 263, 451, 263A and 471, 
856 through 859, 1001 and 1011, 1221 and 1222, and 1241, with submissions requested within 90 days of the 
Notice’s publication.  

Highlights of the 2025 proposed regulations on the source of cloud transaction income    

Income from the provision of services is sourced, under Section 861(a)(3) and 862(a)(3), to the place where the 
service is performed. The preamble to the 2025 Proposed Regulations observes that these rules were designed in 
the context of more traditional modes of commerce, and do not take into account “the distinctive attributes of cloud 

https://www.irs.gov/pub/irs-drop/n-25-06.pdf
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transactions, including the network-based and increasingly automated nature of the service delivery or the role of 
intangible property (such as proprietary software and other proprietary digital content) in ensuring the functionality, 
reliability, and performance of the service.”   

The preamble also confirms that Treasury and IRS believe the place of performance of a cloud transaction is the 
place where the resources and personnel responsible for the development, management, and delivery of the 
service are located, consistent with Piedras Negras Broadcasting Co. v. Comm’r, 43 B.T.A. 297 (1941), nonacq., 
1941-2 C.B. 22, aff'd, 127 F. 2d. 260 (5th Cir. 1942). The 2025 Proposed Regulations, therefore, do not consider 
the location of the end user or customer of the cloud transaction (i.e., where the service is consumed) or the 
location of contract execution.   

For purposes of sourcing income from cloud transactions, the 2025 Proposed Regulations provide a mechanical 
formula composed of a fraction with three factors: (i) the intangible property factor, (ii) the personnel factor, and (iii) 
the tangible property factor. The sum of these factors is the denominator of the fraction, and the numerator of the 
fraction is the sum of the portion of each factor that is from sources within the United States (US source). This 
fraction is multiplied by gross income from the cloud transaction to determine the amount of US source income; the 
remainder of the gross income is income from sources without the United States (foreign source income).  

Observation: Consistent with the principles established in Miller v. Comm’r, 73 T.C.M. 2319 (1997), aff’d without 
published decision, 166 F.3d 1218 (9th Cir. 1998), the 2025 Proposed Regulations apply on a taxpayer-by-taxpayer 
basis, and, therefore, only consider the intangible property, personnel, and tangible property of the taxpayer that 
recognizes income from the cloud transaction. The IRS has taken a similar approach to source income from risk 
management, insurance, and human resource consulting services.  See CCA 202502005 (Jan. 10, 2025).  

Intangible property factor  

The 2025 Proposed Regulations reflect Treasury and the IRS’s view that intangible property is a significant 
contributor to the performance of cloud transactions and use research and experimental (R&E) expenses, 
intangible property amortization, and royalties incurred during the taxable year in which the cloud transaction is 
performed as a proxy for the contribution of intangible property to the performance of the cloud transaction. 
Specifically, the intangible property factor is the sum of the taxpayer’s specified R&E expenditures (as defined 
under Section 174(b)), intangible property amortization, and royalty expenses that are incurred during the year and 
relate to the cloud transaction (intangible property costs). The relevant R&E expenditures for these purposes are 
those associated with cloud transactions provided in the taxable year that are within the same product line as the 
cloud transaction (based upon Corresponding Index Entry under a North American Industry Classification System 
(NAICS) code numbers), and the relevant intangible property amortization and royalty expenses include only such 
amortization and royalty expense that relates to intangible property directly used to provide the cloud transaction.    

The preamble to the 2025 Proposed Regulations confirms that intangible property costs include payments to third-
party and related-party R&E providers. Expenses incurred with respect to R&E are taken into account as they are 
incurred, regardless of whether they are deductible, in order to match timing of the expenditure to payment of 
employee compensation for such activities. However, royalty and amortization expenses should be taken into 
account when they become deductible.   

The portion of the intangible property factor that is US source (i.e., the numerator of the fraction) is based on the 
total compensation paid to the taxpayer’s employees whose primary function is to perform the relevant R&E 
activities for services performed in the United States, using the principles of Treas. Reg. sec. 1.861-4(b)(2)(ii)(E). In 
order to account for amounts paid to third-party R&E providers, amortization, and royalties, the fraction determined 
by the compensation that has been paid to the R&E employees is applied to the total intangible property factor.  
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Personnel factor   

The personnel factor is the total compensation paid to the taxpayer’s employees whose primary function is to 
contribute directly to the provision of the cloud transaction. Personnel directly contribute to cloud transactions to the 
extent that they personally perform technical or operational activities or are managers who directly support or 
supervise such personnel. To prevent double counting, any compensation paid to R&E personnel (covered by the 
intangible property factor) is excluded. The portion of the personnel factor that is US source (i.e., the numerator of 
the fraction) is the part of the compensation expense that is paid for services performed in the United States.  

Tangible property factor  

The tangible property factor is the sum of depreciation and rental expense for the taxable year for tangible property 
(e.g., servers and networking equipment) owned or leased by the taxpayer, to the extent directly used to provide 
the cloud transaction. The relevant depreciation expense for a taxable year is determined by dividing the adjusted 
depreciable basis (as defined in Treas. Reg. sec. 1.168(b)-1(a)(4)) of the tangible property by the applicable 
recovery period as though the alternative depreciation system in Section 168(g)(2) applied for the entire period the 
property has been in service.    

If tangible property is used for more than one cloud transaction, the rent or depreciation associated with such 
tangible property is allocated among the cloud transactions based on relative gross income. The portion of the 
tangible property factor that is US source (i.e., the numerator of the fraction) is the part of such expenses 
attributable to taxpayer’s owned or leased property located within the United States.  

Lastly, the 2025 Proposed Regulations provide an aggregation rule that allows a taxpayer to aggregate 
substantially similar cloud transactions and source the gross income from those transactions as if they were one 
transaction. Additionally, the regulations also provide an anti-abuse rule which requires “appropriate adjustments” 
to be made if a taxpayer has “entered into or structured one or more transactions with a principal purpose of 
reducing its U.S. tax liability.”  

Let’s talk  
For a deeper discussion of how these final and proposed regulations might affect your business, please contact:    

International Tax Services 

Wade Sutton  
(202) 739-1053  
wade.sutton@pwc.com 

Matthew Chen   
(571) 212-0017  
matthew.m.chen@pwc.com 

Micah Gibson  
(412) 559 2800  
micah.j.gibson@pwc.com 

Gabe Gartner  
(206) 406-3439  
gabe.gartner@pwc.com 
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