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The United States Internal Revenue Code seems to explicitly sanction busi-
ness structures that look like tax gimmicks, even while advocates call for
business tax reform. This Note will examine one specific tax structure, Real
Estate Investment Trusts (REITs), and explore their potential to erode the
corporate tax base, with special focus on data center REITs providing cloud
storage. First, this Note will provide a background on REITs with particular
attention to the rules regarding their taxable subsidiaries and the definitions
of real property and customary services. In so doing, this Note will also
discuss the rationale for REITs and explore whether taxable REIT subsidiar-
ies and the definitions of real property are consistent with that rationale.
Next, this Note will describe a data center REIT providing cloud storage as
a case study to illustrate how some industries have creatively used the REIT
structure and benefited from the statutory and regulatory definitions of real
property and customary services. Then, to demonstrate the significance of
taxable REIT subsidiaries and these definitions, this Note will examine
what would happen to a modern data center REIT providing cloud storage
if the rules for taxable subsidiaries did not exist, or if the IRS took a different
position regarding what qualifies as real property and customary services.
After that, this Note will propose three criteria to consider in evaluating the
REIT rules, particularly as they relate to data centers. To conclude, this
Note will suggest that to-date, lawmakers and the IRS have focused on the
wrong issue by focusing solely on the definition of real property. As the case
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example of a data center providing cloud storage demonstrates, another im-
portant issue to consider is the use of taxable REIT subsidiaries.
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INTRODUCTION

Lawmakers and academics have long called for reform of
the United States’ system of business taxation.1 Critics on both
sides of the aisle complain that loopholes, tax expenditures, a
high statutory corporate tax rate, and widespread tax planning
have resulted in a relatively small corporate tax base compared
to other developed countries.2 Despite these objections,
lawmakers have struggled to agree on what business tax reform
should look like. Advocates for reform demand a system that
combats tax avoidance and abuse, but the law itself seems to
explicitly sanction arrangements that look like tax gimmicks.3
This Note will examine one specific tax structure, Real Estate
Investment Trusts (REITs), and explore their potential for

1. See, e.g., THE WHITE HOUSE & DEP’T OF THE TREASURY, THE PRESI-

DENT’S FRAMEWORK FOR BUSINESS TAX REFORM 1 (2012).
2. See, e.g., CHUCK MARR & BRIAN HIGHSMITH, CENTER ON BUDGET & POL-

ICY PRIORITIES, SIX TESTS FOR CORPORATE TAX REFORM (2012).
3. See, e.g., THE WHITE HOUSE & DEP’T OF THE TREASURY, supra note 1.
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abuse in industries, such as data storage, outside of traditional
real estate.

The REIT rules have largely escaped general public scru-
tiny, unlike transactions in which U.S. corporations move
abroad,4 despite their potential to shelter active businesses.5
Although many industries have used the REIT structure, this
Note will discuss in detail the data center REITs and cloud
storage technologies. To start, Part I will provide a background
on REITs and the rationale behind them. Part II will focus on
the rules governing taxable REIT subsidiaries and suggest that
they are problematic. Next, Part III will explain how data cen-
ters satisfy the REIT requirements. Part IV will briefly review
the demand for data centers and cloud storage. Part V will ana-
lyze a hypothetical data center REIT providing cloud storage
as a case study to illustrate how some industries have creatively
utilized the REIT structure and benefited from the definitions
of real property and customary services. To demonstrate the
significance of taxable REIT subsidiaries and these definitions,
Part V will also examine what would happen to a modern data
center REIT providing cloud storage if the rules for taxable
subsidiaries did not exist, or if the IRS took a different position
regarding what qualifies as real property and customary ser-
vices. As a preliminary conclusion, Part V will find that it would
be difficult for a data center REIT to provide significant cloud
storage services to its tenants without the rules for taxable
REIT subsidiaries. After that, Part VI will propose three criteria
to consider in evaluating the REIT rules as they apply to data
centers and other REITs. Finally, this Note will suggest that the
recently proposed regulations for REITs missed an important
issue by concentrating on the definition of real property, and
that another important matter to consider is the use of taxable
REIT subsidiaries.

4. See, e.g., John D. McKinnon, Sen. Schumer Proposes Limiting Benefits of
So-Called Inversion Transactions, WALL ST. J. (Sept. 7, 2014), http://online.wsj.
com/articles/sen-schumer-proposes-limiting-benefits-of-so-called-inversion-
transactions-1410123793.

5. Martin Sullivan, Passive Activity or Active Passivity? Rising REITs Rock the
Corporate Tax, 99 TAX NOTES 1298, 1300 (2003). It should be conceded that
the IRS has held that the separation of activities with favored tax treatment
through the acquisition of a subsidiary to engage in those activities is not tax
avoidance. I.R.S. Gen. Couns. Mem. 36893 (Oct. 22, 1976).
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I.
REAL ESTATE INVESTMENT TRUSTS

A Real Estate Investment Trust, or REIT, is a type of tax
entity that Congress created to help small investors invest in
real estate.6 Unlike other corporations whose income is taxed
twice—first to the corporation and again when distributed to
shareholders—REITs do not pay corporate income tax on in-
come or gain that they distribute to investors.7 Combined with
the requirement that REITs distribute 90 percent of their ordi-
nary income as dividends and the fact that in practice REITs
distribute all of their ordinary income and capital gain, this
means that REITs receive very favorable tax treatment com-
pared to fully taxable entities.8

The goal of the original REIT legislation was to provide
the same tax treatment for real estate as the law already pro-
vided for mutual funds, which the Internal Revenue Code calls
Regulated Investment Companies (RICs). With mutual funds,
individuals who want to invest in stocks and securities pool
their resources by buying shares in a RIC, which then invests
those funds in stocks and securities of operating companies.
Provided they meet requirements for income, asset composi-
tion, and diversification, RICs pay tax only on their retained
earnings.9 By eliminating the corporate income tax on distrib-
uted earnings, investors are in the same tax position as if they
had invested directly in the underlying securities.10 The origi-
nal REIT legislation was based on the RIC rules in order to

6. H.R. REP. NO. 86-2020, pt. 2, at 3 (1960) (“These advantages [of
REITs] include the spreading of the risk of loss by the greater diversification
of investment which can be secured through the pooling arrangements; the
opportunity to secure the benefits of expert investment counsel; and the
means of collectively financing projects which the investors could not under-
take singly.”).

7. REITs deduct the dividends they pay to investors. Cara Griffith, Practi-
cal Tax Considerations for Working with REITs, 62 ST. TAX NOTES 315, 316
(2011) (quoting Jennifer Weiss, Partner, Alston & Bird LLP).

8. Id.; see I.R.C. § 857(a)(1)(A) (2012).
9. H.R. REP. NO. 86-2020, pt. 2, at 2–3. RICs and REITs deduct from

their taxable income the distributions they pay to investors.
10. If the investors had invested directly in an operating company, any

dividend they received from that company would have been taxed twice: first
at the company level, and again at the level of the individual shareholder.
Without the RIC rules, investors in mutual funds might have been taxed
three times, with an additional tax on the fund.
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provide the same beneficial “pass through” tax treatment for
investors in real estate.11

Congress intended to limit REITs to passive income from
real estate investments, as opposed to income from active op-
erations of businesses owning real estate. This intention is ap-
parent in the legislative history. In a House Report, the Com-
mittee on Ways and Means stated:

This bill restricts this “pass through” of the income
for tax purposes to what is clearly passive income
from real estate investments, as contrasted to income
from the active operation of businesses involving real
estate . . . [and] any real estate trust engaging in ac-
tive business operations should continue to be sub-
ject to the corporate tax in the same manner as is
true in the case of similar operations carried on by
other comparable enterprises.12

Essentially, a REIT is supposed to receive most of its income
from passive real estate-related investments and not engage in
any active trade or business.

In attempting to police the line between active versus pas-
sive activity, Congress restricted REITs’ activities. For example,
Congress prohibited REITs from holding any property prima-
rily for sale to customers in the ordinary course of trade or
business.13 The income of a REIT had to be primarily rents
from real property and interest on mortgages secured by real
property. To assure that no profit-sharing arrangements would
make a REIT an active participant in the operation of prop-
erty, the Committee also specified that rental income from
real property could not include amounts received if the deter-
mination of such amounts depended in any way on the in-
come or profits of the lessee.14 At the time of the original

11. H.R. REP. NO. 86-2020, pt. 2, at 3.
12. Id. at 3–4; see also S. REP. NO. 99-313, at 769 (1986).
13. H.R. REP. 86-2020, pt. 3, at 6 (1960).
14. There was, however, an exception for amounts based on a fixed per-

centage of receipts or sales because those arrangements were considered
customary types of rental contracts and thus not considered related to the
profits or losses of the lessee. Id. at 7. Similar “passive-type” income rules
appear across the Code as a justification for special tax treatment. Passive-
type income is typically interest, dividends, real property rents, income from
mineral or natural resource development, and gains from assets used in such
activities. The reason for the distinction between active and passive activity,
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REIT legislation, REITs could not directly furnish services to
tenants or manage or operate the property; such services and
management had to be provided through an independent
contractor.15

Today there are three primary statutory requirements to
ensure that REITs are passive investors in real estate: (1) at
least 95 percent of a REIT’s gross income must be derived
from “passive” investments, such as rents, dividends, interest,
and capital gains, as opposed to “active” income from business
activities;16 (2) at least 75 percent of a REIT’s gross income
must be derived from real estate sources such as rents, mort-
gages, and capital gains on real estate;17 and (3) at least 75
percent of a REIT’s assets must be real estate assets.18 Given
these stipulations, REITs generally have been companies that
own traditional real estate properties such as shopping malls
and office buildings.19

REITs attract investors because they are required to dis-
tribute at least 90 percent of their ordinary income and capital
gain to their shareholders annually, thereby providing high
yields that are not reduced by tax imposed on the REIT. Busi-
ness managers favor REITs because, unlike corporations, they
are allowed to deduct from their taxable income the amounts
they pay out in dividends. Therefore, in response to perceived
market valuation advantages and pressure from activist inves-
tors, companies in industries outside of traditional real estate

and for not allowing pass-through treatment of rent contingent on income
or profits of a non-real estate activity, may be the greater degree of downside
risk and upside potential for economic gain associated with rents contingent
on a non-real estate activity. See John W. Lee, Entity Classification and Integra-
tion: Publicly Traded Partnerships, Personal Service Corporations and the Tax Legis-
lative Process, 8 VA. TAX. REV. 57, 75–77 (1988); H.R. REP. NO. 100-391, at
1068–69 (1987).

15. A REIT could not receive any income from the contractor, the con-
tractor could not own more than a 35 percent interest in the trust, and not
more than 35 percent of the stock or voting power of a corporate contractor
(or interest in the assets and profits if not a corporation) could be held by a
person or persons holding an interest in the trust equaling or exceeding 35
percent. H.R. REP. 86-2020, pt. 3, at 7.

16. The 95 percent income test. I.R.C. § 856(c)(2) (2012).
17. The 75 percent income test. I.R.C. § 856(c)(3).
18. The 75 percent asset test. Cash and cash items, and government se-

curities, are also good REIT assets. I.R.C. § 856(c)(4).
19. Amy S. Elliott, The Expanding Universe of REITs, 137 TAX NOTES 707

(2012).
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have explored REIT conversions.20 In 2012, at least ten corpo-
rations took steps to explore REIT conversions, as compared
to four that made REIT elections in the prior nine years.21 The
National Association of Real Estate Investment Trusts
(NAREIT) reports that five publicly held corporations con-
verted to REITS over the past year.22 Some companies have
even changed the nature of their business to convert to
REITs.23

At the time lawmakers proposed the original REIT legisla-
tion, they believed that there was a shortage of private capital
for individual homes, apartment houses, office buildings, fac-
tories, and hotels.24 Since then, businesses such as private
prison facilities,25 billboards,26 timber companies,27 and casi-
nos28 have reduced their tax bills using REIT structures.29

These REIT conversions have attracted attention from the
mainstream media.30 Critics have suggested that the IRS had
stretched the REIT rules and eroded the corporate tax base by
allowing too many companies to make REIT elections,31 and

20. Id.
21. Id.
22. REITs and Conversions, REIT.COM, https://www.reit.com/investing/

reit-basics/reits-and-conversions (last visited Dec. 27, 2014).
23. For example, Gaylord Entertainment Co. sold the rights to manage

four properties to Marriott International Inc. so that it could operate as a
REIT. Elliott, supra note 19.

24. H.R. REP. NO. 86-2020, pt. 2, at 3 (1960).
25. Corrections Corporation of America (CCA) is a REIT.
26. I.R.S. Priv. Ltr. Rul. 201143011 (Oct. 28, 2011); I.R.S. Priv. Ltr. Rul.

201204006 (Jan. 27, 2012).
27. For example, CatchMark Timber Trust, Inc., Plum Creek Timber

Company, Inc., Potlatch Corporation, Rayonier Inc., and Weyerhaeuser are
timber REITs. Visit REIT.com for a directory of companies that are members
of NAREIT, the National Association of Real Estate Investment Trusts.

28. Penn National Gaming Corporation is a REIT.
29. Nathaniel Popper, Restyled as Real Estate Trusts, Varied Businesses Avoid

Taxes, N.Y. TIMES, Apr. 22, 2013, at A1.
30. Id.; Victor Fleischer, Defining Real Estate Broadly to Avoid Corporate

Taxes, N.Y. TIMES DEALBOOK (June 14, 2013, 3:40 PM), http://dealbook.ny
times.com/2013/06/14/defining-real-estate-broadly-to-avoid-corporate-tax
es/; Reuben Brewer, More REIT Conversions: Billboards, THE MOTLEY FOOL

(Feb. 1, 2013), http://beta.fool.com/reubengbrewer/2013/02/01/more-
reit-conversions-billboards/23264/.

31. Id.
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that REIT conversions have become another strategy that busi-
nesses can use to avoid paying corporate tax.32

In response to such criticism, in June 2013 the IRS put a
temporary hold on issuing letter rulings for REITs and initi-
ated a working group to examine prior published guidance.33

In large part, the IRS working group focused on what consti-
tutes real estate under the REIT definitions.34 Although the
Code provides that a “real estate asset” means real property,
the Code does not define real property itself.35 The REIT reg-
ulations provide some additional instruction stating, in part,
that real property is “land or improvements thereon, such as
buildings or other inherently permanent structures . . . includ-
ing items which are structural components of such buildings
or structures.”36 There is also a large body of IRS rulings ad-
dressing whether particular assets and income qualify under
the REIT income and asset tests.

Nearly one year after the initiation of the IRS working
group, the Treasury Department proposed regulations to fur-

32. Steven Rosenthal, a visiting fellow at the Tax Policy Center and for-
mer staff member at the Joint Committee on Taxation, questions the ratio-
nale behind not taxing businesses because they own real estate. Popper,
supra note 29; Thomas Gryta & Ryan Knutson, Windstream Cleared to Cut Taxes
by Forming a REIT, WALL ST. J. (July 30, 2014), http://online.wsj.com/arti
cles/windstream-to-spin-off-assets-into-reit-1406637025.

33. Amy S. Elliott, IRS May Have Suspended REIT Conversion Rulings, 139
TAX NOTES 1364, 1364 (2013).

34. Id.
35. I.R.C. § 856(c)(5)(B) (2012).
36. “Real property. The term ‘real property’ means land or improve-

ments thereon, such as buildings or other inherently permanent structures
thereon (including items which are structural components of such buildings or
structures). In addition, the term ‘real property’ includes interests in real
property. Local law definitions will not be controlling for purposes of deter-
mining the meaning of the term ‘real property’ as used in section 856 and
the regulations thereunder. The term includes, for example, the wiring in a
building, plumbing systems, central heating, or central air-conditioning ma-
chinery, pipes or ducts, elevators or escalators installed in the building, or
other items that are structural components of a building or other perma-
nent structure. The term does not include assets accessory to the operation of a
business, such as machinery, printing press, transportation equipment which
is not a structural component of the building, office equipment, refrigera-
tors, individual air-conditioning units, grocery counters, furnishings of a
motel, hotel, or office building, etc., even though such items may be termed
fixtures under local law.” Treas. Reg. § 1.856-3(d) (as amended in 1992)
(emphasis added).
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ther elaborate on the definition of real property.37 As this
Note will discuss below, the proposed regulations attempt to
synthesize the existing regulatory definitions of real property
with 25 years of prior private letter rulings to specific taxpay-
ers, while simultaneously providing all taxpayers a framework
for analysis in determining what constitutes real property.38

This Note will also suggest, however, that the IRS’s focus on
the definition of real property overlooked an important issue
that makes non-traditional REITs seem troubling—the use of
taxable REIT subsidiaries.

II.
TENANT SERVICES AND TAXABLE REIT SUBSIDIARIES

When Congress first created REITs in 1960, REITs could
not directly perform any services for their tenants because
lawmakers wanted to ensure that REIT rental income was truly
passive.39 Real estate, however, often requires tenant services.
Over time, the REIT industry objected to the requirement that
REITs use independent contractors, whom they could not op-
erate or control, to perform tenant services. In recognition of
this fact, Congress and the IRS amended the rules regarding
REITs and tenant services.40

In 1976, Congress allowed charges for services customarily
furnished in connection with the rental of real property,
whether or not separately stated, to be included in the statu-
tory definition of rents from real property.41 According to the
Joint Committee on Taxation, the goal of this change was to

37. Prop. Treas. Reg. § 1.856-10, 79 Fed. Reg. 27508 (May 9, 2014) (to be
codified at Treas. Reg. § pt. 1); Joseph DiSciullo, Proposed Regs Clarify Mean-
ing of Real Property for REIT Purposes, 143 TAX NOTES 801, 801 (2014).

38. Willard B. Taylor, Closing the Gap Between Private Letter Rulings and Reg-
ulations, 144 TAX NOTES 597, 597 (2014).

39. An independent contractor, however, could provide the services.
James B. Sowell, The Evolution of Tenant Services by REITs, TAX MGMT. MEMO-

RANDUM, Oct. 16, 2006, at 419.
40. For an overview, see id.
41. I.R.C. § 856(d)(1)(B) (2012). Note, however, that a REIT may not

directly provide customary services. A REIT may provide services directly to
its tenants only if amounts received would be excluded from unrelated busi-
ness taxable income under § 512(b)(3) if received by an organization de-
scribed in § 511(a)(2). I.R.C. § 856(d)(7)(C)(ii).
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make the REIT legislation reflect commercial realities.42 With
regard to what qualifies as services customarily furnished, the
relevant regulations provide that services furnished to tenants
of a particular building are customary if, in the geographic
market in which the building is located, tenants in buildings of
a similar class are customarily provided with the service.43 In
other words, the term “customary service” includes whatever is
industry practice.44 The service, if rendered to customers or
tenants, must not be rendered primarily for the convenience
or benefit of the tenant.45

Charges for noncustomary services remain excluded from
the definition of rents from real property.46 As a result, REITs
were often the last landlords to offer tenants new or innovative
services because only charges for customary services were in-
cluded in “rents from real property” for the purpose of the
income tests.47 Industry experts claimed that this prevented
REITs from competing effectively with full service taxable real
estate companies.48 In response, Congress created rules for
taxable REIT subsidiaries (TRSs) so that REITs could provide
services that might not be considered customary, but whose
cutting-edge qualities would help a REIT remain competitive

42. STAFF OF THE J. COMM. ON TAX’N, 94th CONG., GENERAL EXPLANATION

OF THE TAX REFORM ACT OF 1976, at 454 (1976).
43. Treas. Reg. § 1.856-4(b)(1) (as amended in 1981).
44. Lee Sheppard, Can Any Company Be a REIT?, 140 TAX NOTES 755, 759

(2013). The regulations further elaborate: “The furnishing of water, heat,
light, and air-conditioning, the cleaning of windows, public entrances, exits,
and lobbies, the performance of general maintenance and of janitorial and
cleaning services, the collection of trash, and the furnishing of elevator ser-
vices, telephone answering services, incidental storage space, laundry equip-
ment, watchman or guard services, parking facilities, and swimming pool fa-
cilities are examples of services which are customarily furnished to the te-
nants of a particular class of buildings in many geographic marketing areas.”
Treas. Reg. § 1.856-4(b)(1).

45. PETER M. FAAS, MICHAEL E. SHAFF, DONALD B. ZIEF, REAL ESTATE IN-

VESTMENT TRUSTS HANDBOOK § 5:26 (2013).
46. See I.R.C. § 856(d)(1)(B) (2012). Charges for noncustomary services

are deemed “impermissible tenant service income” and are excluded from
the definition of rents from real property. I.R.C. §§ 856(d)(2)(C), (d)(7)
(2012).

47. I.R.C. § 856(d)(1)(B).
48. David Einhorn, Unintended Advantage: Equity REITs vs. Taxable Real Es-

tate Companies, 51 TAX LAW. 203, 211 (1998).
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in attracting tenants.49 Congress’s view was that certain types
of activities related to a REIT’s real estate investments should
be permissibly performed under a REIT’s control, rather than
by an independent contractor.50

A taxable REIT subsidiary is a corporation in which a
REIT owns stock, and the REIT and such corporation both
elect to treat such corporation as a taxable REIT subsidiary.51

Taxable REIT subsidiaries are taxed as ordinary C corpora-
tions.52 Their primary benefit is that they may carry on activi-
ties and perform services that, if provided by a REIT, would
not qualify under the REIT income tests. They are subject to
some restrictions, the most important of which ones being: (1)
not more than 25 percent of a REIT’s assets may be securities
of taxable REIT subsidiaries;53 (2) dividend income from taxa-
ble REIT subsidiaries (combined with other non-real estate in-
come) cannot exceed 25 percent of a REIT’s gross income;54

and (3) there is a 100 percent punitive tax on income or ex-
penses misallocated between a TRS and a REIT.55 A REIT may
own any percentage of one or more taxable REIT subsidiaries
so long as the total value of all taxable subsidiary securities
does not exceed 25 percent of the total value of the REIT’s
assets.56

A TRS can provide noncustomary services to a REIT’s te-
nants without causing amounts received by the REIT for such
activities to fail to be treated as rents from real property, even

49. S. REP. NO. 106-120, at 144 (1999).
50. “The Committee believes, however, that certain types of activities that

are related to the REIT’s real estate investments should be permitted to be
performed under the control of the REIT, through the establishment of a
‘taxable REIT subsidiary.’ One such type of activity is the provision of certain
tenant services that might not be considered customary simply because they
are relatively new or ‘cutting-edge’ services that the REIT wishes to have pro-
vided in order to retain the competitive value of its properties. The Commit-
tee believes it will be simplifying for the REIT to be able to use the taxable
REIT subsidiary, so that any uncertainty whether a particular service will be
considered ‘customary’ would not affect the REIT’s qualification as a REIT.”
Id.

51. I.R.C. § 856(l)(1).
52. I.R.C. § 856(l).
53. I.R.C. § 856(c)(4)(B)(ii) (2012).
54. The 75 percent income test does not include “dividends.” I.R.C.

§ 856(c)(3).
55. I.R.C. §§ 857(b)(7)(A)–(B)(1), (C), (D) (2012).
56. I.R.C. § 856(c)(4)(B)(ii).
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if charges for such services are not separately stated.57 This
leads to the somewhat surprising outcome that amounts that
do not fall under the statutory description of rents from real
property because they are not for customary services are never-
theless treated as rents from real property when a TRS pro-
vides the noncustomary services.58 From a practical stand-
point, the revenues will be taxed eventually because the REIT
is obligated to compensate the TRS, and thus the amounts
should not remain sheltered by the REIT.59 Nevertheless, for
REIT qualification purposes, the amounts that a REIT receives
with respect to services performed by a TRS are included in
rents from real property, regardless of whether the services are
customary or not.

After Congress passed the TRS rules, REIT managers rec-
ognized their potential to increase customer loyalty and reve-
nues by providing noncustomary and cutting-edge tenant ser-
vices through taxable subsidiaries.60 In 2001, the year the rules
for taxable REIT subsidiaries took effect, TRSs paid a total of
$85.4 million in taxes, 60 percent of which came from the ten
percent of taxable subsidiaries with more than $100 million in
assets.61 Between 2001 and 2004, there was rapid growth in
TRS firms, assets, and incomes: the number of TRSs grew from
379 to 704; assets in the TRS sector grew from $16.8 billion to
$68.2 billion; and gross receipts grew from $9 billion to $17.8
billion.62 In 2004, their total tax payment increased to $388
million—a 51 percent annual growth rate since 2001.63 Alto-
gether, the TRS rules have allowed businesses in industries as
diverse as retailers, restaurants, and casinos to make REIT elec-

57. Rev. Rul. 2002-38, 2002-26 I.R.B. 4.
58. Id.; Sowell, supra note 39, at 430.
59. I.R.C. § 857(b)(7)(B)(i) (2012); Rev. Rul. 2002-38, 2002-26 I.R.B. 4.
60. See David L. Brandon, Opportunity Knocks for Taxable REIT Subsidiaries,

92 J. TAX’N 141, 150 (2000).
61. This was the finding of a study mandated by the REIT Modernization

Act to determine how many taxable REIT subsidiaries were in existence and
the aggregate amount of taxes paid by such subsidiaries. Thornton Mathe-
son, Taxable REIT Subsidiaries: Analysis of the First Year’s Returns, Tax Year 2001,
24 STATISTICS OF INCOME BULLETIN 114, 116 (2005), available at http://www.
irs.gov/pub/irs-soi/01reit.pdf.

62. Thornton Matheson, The Development of Taxable REIT Subsidiaries,
2001–2004, 27 STATISTICS OF INCOME BULLETIN 196, 198 (2008), available at
http://www.irs.gov/pub/irs-soi/01-04coreitbul.pdf.

63. Id. at 199.



204 NYU JOURNAL OF LAW & BUSINESS [Vol. 11:191

tions, so long as they separate their active business operations
into taxable entities.64

Taxable REIT subsidiaries are problematic for several rea-
sons. First, the prevalence of taxable subsidiaries performing
tenant services may indicate that REITs are no longer passive
investment vehicles similar to mutual funds, and that REITs
now resemble active businesses.65 That means that REITs are
active business entities that compete with taxable corporations,
contrary to the original purposes of the REIT legislation.66 Dif-
ferent tax treatment for similar or identical firms based solely
on their legal structure may be perceived as inequitable.67

Second, arrangements between parent REITs and their
taxable subsidiaries may create opportunities for tax avoid-
ance, despite statutory safeguards and rules requiring arm’s
length pricing.68 For example, REITs could lower their tax
bills by making sure that their taxable subsidiaries are highly
leveraged.69 Such leverage decreases the value of the TRS,
which allows a REIT to hold larger amounts of TRS assets
while still complying with the rules limiting the amount of a
REIT’s assets in securities of taxable subsidiaries to 25 percent.
By concentrating debt in taxable subsidiaries, a REIT can also

64. Skadden Arps, Slate, Meagher & Flom LLP, IRS Completes Review of
REIT Ruling Standards and Resumes Issuing Rulings, in SKADDEN INSIGHTS

(2013), available at http://www.skadden.com/insights/irs-completes-review-
reit-ruling-standards-and-resumes-issuing-rulings. REITs outside of the four
core groups of real estate (office, retail, residential, and industrial) often
have a greater operational component than traditional REITs. As a result,
the rules for TRSs are particularly important to them. See Alison Gregor,
Specialty REITs, Exploiting Niche Categories, Outperform the Mainstream Players,
N.Y. TIMES. Dec. 20, 2011, at B6.

65. John Patrick Dowdall, Defining Real Property and Its Consequences, 4
COLUM. J. TAX L. TAX MATTERS 5, 10 (2013).

66. Thomas A. Jesch, The Taxation of “Opportunistic” Real Estate Private Eq-
uity Funds and U.S. Real Estate Investment Trusts (REITs)—an Investor’s Compara-
tive Analysis, 34 REAL EST. L.J. 275, 277 (2005); Einhorn, supra note 48, at
203.

67. For further discussion, see infra Part VI.
68. Taylor, supra note 38, at 604; Fleischer, supra note 30; see also I.R.C.

§ 857(b)(7) (2012).
69. A study found that TRSs are highly leveraged, with about 30 percent

of firms showing negative equity, and that roughly 70 percent of TRSs that
have loans from stockholders would qualify for exemption from § 163(j) re-
strictions on related-party interest deductibility. Matheson, supra note 62, at
196.
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take advantage of interest deductions against income that the
subsidiary would otherwise pay tax on.70 Although the Code
restricts interest paid or accrued by a TRS to a REIT, those
rules do not reach interest paid on TRS debt that is guaran-
teed by the REIT.71

Third, the rule limiting the percentage of a REIT’s assets
that may be securities in taxable subsidiaries could be under-
mined by ensuring that a REIT holds sufficient good assets to
ensure that the value of the TRS securities does not exceed 25
percent of the REIT’s total assets. This can be done by includ-
ing intangible items such as goodwill as good REIT assets.72

The matter of REITs’ intangibles for the income and asset tests
is mysteriously an under-examined issue in the literature.73

III.
HOW DATA CENTERS SATISFY THE REIT REQUIREMENTS

The above discussion reviewed the REIT rules related to
real property and services. The following sections of this Note
will focus on these rules as they specifically apply to REITs in
the data storage industry.

70. Note, however, that § 163(j) imposes limitations on interest deduc-
tions for certain corporations if a corporation has greater net interest ex-
penses than the sum of 50 percent of the adjusted taxable income of the
corporation plus any excess limitation carryforwards, and the ratio of debt to
equity of such corporation exceeds 1.5 to 1. The limitation applies to
interest paid or accrued by a TRS of a REIT to the REIT. I.R.C.
§§ 163(j)(2)–(3)(C) (2012).

71. See Willard Taylor, More Comments on Camp’s REIT Proposals, 143 TAX

NOTES 243, 244 (2014), for an argument that interest deductions may be a
significant factor in why taxable REIT subsidiaries often have low taxable
incomes. Taylor also suggests that the law should not distinguish between
interest a TRS pays to a parent REIT and interest paid on a loan guaranteed
by a parent REIT.

72. See, e.g., I.R.S. Priv. Ltr. Rul. 201129007 (Jul. 22, 2011), in which the
taxpayer acquired certain real estate intangibles in a merger because Gener-
ally Accepted Accounting Principles (“GAAP”) required the taxpayer to allo-
cate the purchase price of acquired physical assets based on replacement
cost, with the excess treated as intangible assets or goodwill. The taxpayer
held only real property, so all of the intangibles derived from the GAAP rule
were treated as a function of that real estate and therefore qualified as real
estate assets for the purposes of § 856.

73. The May 2014 proposed regulations do address the classification of
intangible property, but most commentators have not focused on this issue.
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Data centers have been in NAREIT’s index since 2004.74

There are several data center REITs currently in existence,75

most of which were taxable C corporations before they con-
verted to REITs. Data center REITs can be likened to storage
facility companies that are specifically designed to house com-
puter systems and supporting infrastructure. In addition to
physical space, data centers provide security, redundant elec-
trical systems, and advanced humidity control systems. Tradi-
tionally, tenants bring their own servers to store in rented cabi-
nets at a data center.76 Beyond physical space, data centers
may also provide managed services for customers so that the
data center takes care of hardware fixes, network connectivity,
and other onsite issues.

Some question the legitimacy of data center REITs, argu-
ing that data centers more closely resemble power companies
than real estate investments.77 The reasoning is that although
data centers lease space to tenants, the space is different from
that available in ordinary buildings in terms of the magnitude
and quality of electrical power and air-conditioning that te-
nants receive. Electrical capacity is of primary importance to
data center tenants; physical space is secondary, and some cus-
tomers pay variable fees depending on how much intercon-
nectivity they want to other servers.78 Furthermore, the pay-
ments New Jersey data centers receive are more than four
times the rent for office space in certain upmarket Manhattan
high-rises, which lease for $150 per square foot.79

74. REIT.COM, supra note 22.
75. Examples include: CoreSite Realty, QTS Realty Trust, CyrusOne, and

Digital Realty. Paul Whitfield, Data Center REITs Offer Dividends in Tech Space,
INVESTOR’S BUS. DAILY (Oct. 15, 2013), http://news.investors.com/investing-
the-income-investor/101513-675180-data-center-reits-pay-dividends.htm.

76. For example, Digital Realty Trust (DRT) owns real estate that other
providers lease for use in their businesses. DRT then charges customers for
power usage plus a fee for space. Sheppard, supra note 44, at 757.

77. James Glanz, Landlords Double as Energy Brokers, N.Y. TIMES, May 14,
2013, at B1.

78. Sheppard, supra note 44, at 757. On the other hand, data transmitted
through fiber optic cables does not travel faster than about a foot every bil-
lionth of a second, and so proximity is a factor to consider for some data
center tenants. For example, data centers in northern New Jersey are partic-
ularly desirable for bankers and high-frequency traders who want to have
their servers as close as possible to servers belonging to the New York Stock
Exchange. Glanz, supra note 77.

79. Glanz, supra note 77.
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As a result, the fees data centers collect are different from
usual rents from real property. Real estate might be the least
important income-producing factor for a data center.80 For ex-
ample, Equinix, the world’s largest data center company that is
currently considering REIT conversion, receives most of its
revenue from fees for colocation81 and interconnection,82

which are services.83 Equinix bills cross-connections and power
separately, but analysts believe there is a massive profit margin
particularly on interconnection.84 Equinix’s own customer
contracts expressly state that they are service agreements, not
leases of real property, and that space is “licensed.”85

As this Note will discuss below, recently proposed regula-
tions describe data centers in an example demonstrating the
rules governing REITs.86 An examination of current REIT reg-
ulations and rulings shows how the IRS decided that data cen-
ters satisfy the REIT income and asset tests.

A. The Definition of Real Property: Final Regulations
and Revenue Rulings

The REIT regulations define “real property,” in part, as
“land or improvements thereon, such as buildings or other in-
herently permanent structures thereon (including items which
are structural components of such buildings or structures) . . .
[but] the term does not include assets accessory to the opera-
tion of a business . . . .”87 The Internal Revenue Service has

80. See Sheppard, supra note 44, at 758.
81. Colocation is connection of tenants’ data servers to telecommunica-

tions and network service providers. Colocation fees typically cover connec-
tion expenses, power, and cooling, among other items.

82. Interconnection is how data center tenants physically connect to one
another and exchange data. To interconnect, tenants request that their serv-
ers be connected to another tenant, network, or application.

83. Sheppard, supra note 44, at 757.
84. Id.
85. Id. (noting that Equinix’s master services agreement with LinkedIn

expressly states that it is not a lease of real property, and that LinkedIn has
not been granted an interest in real property and has no rights as a tenant
under local landlord/tenant laws).

86. Prop. Treas. Reg. § 1.856-10(g) Ex. 6, 79 Fed. Reg. 27508, 27513
(May 9, 2014) (to be codified at Treas. Reg. § pt. 1).

87. Treas. Reg. § 1.856-3(d) (as amended in 1992). This definition is
based on the definition of “tangible personal property” under § 179 con-
cerning an additional first year depreciation deduction. At the time the
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interpreted and applied these terms broadly.88 A 1968 General
Counsel Memorandum specifically states:

[W]e can find no indication that Congress intended
to preclude [different types of income receiving ‘pass
through’ benefits] and limit the REIT benefit only to
those real estate assets [such as homes, apartment
houses, office buildings, factories, and hotels] . . . .
We do not believe that the REIT provisions may be
read as so limited.89

Two matters deserve particular attention with respect to
the issue of why data centers have qualified as REITs: the inter-
pretation of the term “structural component” and the analysis
of “assets accessory to a business.” The following subsections of
this Note will review the Service’s treatment of this regulatory
language.

1. The Meaning of “Structural Component”

Structural components of buildings and inherently per-
manent structures are included in the regulatory definition of
real property. The regulations provide examples of structural
components, and specify that real property includes, but is not
limited to, the wiring in a building, plumbing systems, central
heating or central air-conditioning machinery, pipes, ducts, el-
evators, and escalators.90 In published guidance apart from

REIT regulations were drafted, Treas. Reg. § 1.179-3(b) defined tangible
personal property as “any property except land, and improvements thereto,
such as buildings or other inherently permanent structures thereon (includ-
ing items which are structural components of such buildings or structures).
Assets accessory to the operation of a business . . . generally constitute tangi-
ble personal property for the purposes of Section 179 . . . .” Steven Mount,
New Wine in Old Bottles: Has the Definition of ‘Real Estate Assets’ Been Expanded for
Real Estate Investment Trusts?, DAILY TAX REP., Oct. 22, 2013.

88. For a more thorough examination of how the IRS has applied the
REIT rules beyond those interpretations important to data centers, see
Mount, supra note 87.

89. I.R.S. Gen. Couns. Mem. 33996 (Dec. 12, 1968) (responding to a tax-
payer requesting guidance on whether a domestic railroad’s properties qual-
ified as real estate assets under the REIT rules, the Office of Chief Counsel
found that its decision to qualify railroad assets as real estate was consistent
with Congressional intent).

90. Treas. Reg. § 1.856-3(d) (as amended in 1992).
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the regulations, the IRS has qualified assets that generate elec-
tricity as structural components.91

A 1973 Revenue Ruling concerned a total energy system
and the building it served. As described by the IRS, a total en-
ergy system is a self-contained facility that produces electricity,
steam, hot water, and refrigeration for an associated build-
ing.92 A system may be permanently installed within a build-
ing, attached to the building, or in a separate structure
nearby.93 The principal components of a system are electric
generators, boilers, and cooling units.94 The facilities also con-
tain fuel storage tanks, control and sensor equipment, electri-
cal substations, air handling equipment, ducts, piping, con-
duits, wiring, and other machinery and equipment.95

In the ruling’s first hypothetical arrangement, the total
energy system would be installed in the building it served, and
the REIT would have an obligation secured by a mortgage cov-
ering the total energy system.96 In this situation, the mortgage
would not qualify as a real estate asset because the mortgage
was secured only by the total energy system. The second situa-
tion was the same as the first, except that the mortgage would
cover both the total energy system and the building it served.
The third situation was the same as the second, except that the
total energy system would be in a separate structure apart from
the building it served.97 In both the second and third situa-
tions, the mortgages did qualify as real estate assets, regardless
of whether the systems were in the buildings they served or in
separate structures.98

In finding that the assets were structural components, the
IRS based its conclusions on the understanding that an inter-
est in electricity-generating assets was included with the inter-
est held in a building to which the assets were functionally re-
lated. The language of the ruling, however, does not say that a

91. See Rev. Rul. 73-425, 1973-2 C.B. 222.
92. Id.
93. Id.
94. Id.
95. Id.
96. Although not previously discussed in this Note, interests in mort-

gages on real property are included in the definition of real estate assets
under § 856(c)(5)(B).

97. Rev. Rul. 73-425, 1973-2 C.B. 222.
98. Id.
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structural component must be contained or attached to the
land, building, or inherently permanent structure. The ruling
only states that the interest in the structural component must
be included with an interest held in the building or inherently
permanent structure to which the structural component func-
tionally relates.99 Although a mortgage interest covering only
the total energy system would not qualify as a real estate asset,
in subsequent decisions this revenue ruling supported REITs
in holding as good REIT assets structural components that
were not located inside a building or inherently permanent
structure so long as they were integral to the operation of the
building or inherently permanent structure that they sup-
ported.100 This ruling broadens what may qualify as a struc-
tural component, and thus what qualifies as real property.

Another revenue ruling in 1975 applied the REIT rules
and regulations to microwave transmission systems.101 The
purpose of the microwave systems was to transmit and receive
audio, video, and other electrical signals. The systems con-
sisted of transmitting and receiving towers built on founda-
tions, antennae attached to the towers, a building, equipment
in the building, and transmission lines from the receivers or
transmitters to the antennae, known as waveguides, that were
metal pipes permanently bolted to the tower and never inten-
tionally detached or replaced. Inside the building there was
transmitting, receiving, and multiplex equipment, as well as in-
stalled prewired modular racks to support the equipment. The
purpose of the multiplex equipment was to provide channels
for the audio and visual signals to be transcribed for transmis-
sion through the waveguides to the antennae. The racks were
wired in the factory and then bolted into the floor and ceiling
without relying on the exterior walls for support. The IRS de-
termined that a REIT could include a building, its heating and
air-conditioning system, transmitting and receiving towers,
and chain link fencing surrounding the site as real estate as-

99. Thus, the revenue ruling explains that a structural component will
not be real property unless the interest in the component is included with
an interest held in the building or inherently permanent structure to which
the structural component functionally relates. Id.

100. Mount, supra note 87.
101. Rev. Rul. 75-424, 1975-2 C.B. 269.
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sets.102 The IRS has cited this proposition in later private letter
rulings for data centers.103

2. The Meaning of “Assets Accessory to a Business”

The regulatory definition of “real property” explicitly ex-
cludes assets accessory to the operation of a business. Per the
regulations, the term “assets accessory” includes, but is not lim-
ited to, machinery, printing presses, transportation equipment
that is not a structural component of a building, office equip-
ment, refrigerators, individual air-conditioning units, grocery
counters, and the furnishings of a motel, hotel, or office build-
ing.104 In deciding what constitutes an asset accessory to a busi-
ness, the IRS has examined whether an asset is a passive con-
duit versus machinery that creates product, holding that pas-
sive conduits tend towards being inherently permanent
structures and not assets accessory to the operation of a busi-
ness.105

The IRS implicitly narrowed the concept of assets acces-
sory to the operation of a business by deciding that assets gen-
erating electricity qualified as structural components of a
building.106 The IRS could have decided that electric genera-
tors and engines were in the nature of machinery, and thus
assets accessory to the operation of a business excluded from
the definition of real property.107 Instead, the IRS reasoned
that when electric generators were part of a system deemed to
be a structural component of a building, the assets “accessory
to the operation of a business” exclusion would not apply.108

Narrowing what classifies as an asset accessory to a business
broadens the potential of what may qualify as real property.

102. The Service determined that the antennae, waveguides, transmitting
equipment, and prewired modular racks were assets accessory to the opera-
tion of a business and thus not real estate assets under § 856(c)(6)(B). Rev.
Rul. 75-424, 1975-2 C.B. 270.

103. See infra Part III.C. for a discussion of data center letter rulings.
104. Treas. Reg. § 1.856-3(d) (as amended in 1992).
105. I.R.S. Priv. Ltr. Rul. 200725015 (Jun. 22, 2007); Kelly Kogan, Can

REITs Invest in Renewable Energy Projects?, DAILY TAX REP., Oct. 23, 2012, at 10.
106. See supra Part III.A.1.
107. Mount, supra note 87.
108. Rev. Rul. 73-425, 1973-2 C.B. 222.
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B. Customary Services and Good REIT Income

Rents from real property are a critical component of good
REIT income for the 75 and 95 percent income tests. The stat-
utory definition of rents from real property, however, includes
more than revenue derived from renting real property: it also
includes charges for services customarily furnished in connec-
tion with the rental of real property and rent attributable to
personal property leased with real property, under certain lim-
itations.109 Although the admission of rents attributable to per-
sonal property is restricted to cases in which the amount does
not exceed 15 percent of the total rent for the taxable year,
and services must be customary to be included in rents from
real property, these provisions are helpful to non-traditional
REITs that hold assets other than land and buildings.

As this Note previously mentioned, the regulatory gui-
dance provides that services will be considered customary if
tenants in buildings of a similar class in the same geographic
market are customarily provided with the service.110 The regu-
lations provide examples:

[t]he furnishing of water, heat, light, and air-condi-
tioning, the cleaning of windows, public entrances,
exits, and lobbies, the performance of general main-
tenance and of janitorial and cleaning services, the
collection of trash, and the furnishing of elevator ser-
vices, telephone answering services, incidental stor-
age space, laundry equipment, watchman or guard
services, parking facilities, and swimming pool facili-
ties.111

The provisions for  customary services, however, seem to
contradict the original legislative intent that REIT income be
passive. Although the regulations provide guidance on what
customarily furnished means, the IRS has been very taxpayer-
friendly in determining that REITs may perform services once
thought to be noncustomary, based on the taxpayers’ own rep-
resentations to the IRS that the services are customary for simi-
lar properties in the surrounding areas.112

109. I.R.C. § 856(d)(1) (2012).
110. Treas. Reg. § 1.856-4(b)(1) (as amended in 1981).
111. Treas. Reg. § 1.856-4(b).
112. FAAS, supra note 45.
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C. Application to Data Centers: Private Letter Rulings

In addition to the aforementioned authorities, there is a
large body of REIT-focused private letter rulings. Taxpayers
seek letter rulings from the IRS when they wish to confirm that
a prospective transaction will not lead to a violation of the tax
law. Private letter rulings, however, have no precedential effect
and other taxpayers cannot rely on them. Nevertheless, taxpay-
ers often unofficially rely on letter rulings when deciding
whether or not to make REIT elections because of the pre-
sumption that the IRS will rule consistently in cases with simi-
lar facts.

Several data center companies have requested private let-
ter rulings prior to their REIT conversions. The following dis-
cussion will review these rulings to show how data centers have
satisfied the income and asset tests using the definitions of real
property and customary services.

1. PLR 200752012

In 2007, a taxpayer considering a REIT conversion in-
quired whether a data center and its extensive systems to pro-
vide telecommunications, electricity, HVAC, fire protection,
and security were real property for the purposes of § 856(c).
The taxpayer also requested a ruling that the services it pro-
vided in connection with leases on the data center would not
cause any amounts received from tenants to be treated as
other than rents from real property under § 856(d).113

The taxpayer’s tenants leased space at the data center to
accommodate their computer servers. The data center was ob-
ligated to provide an uninterruptible source of power and spe-
cific humidity and temperature settings. If the data center did
not provide such power to the tenants’ space or did not main-
tain the environment as specified, tenants were entitled to re-
duce the amount they paid to the data center.114

a. Real Property Issue

The data centers themselves were typically one-story con-
crete buildings. The taxpayer represented to the IRS that the
buildings differed from other office buildings because of the

113. I.R.S. Priv. Ltr. Rul. 200752012 (Dec. 28, 2007).
114. Id.
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magnitude and quality of electric power and air-conditioning
furnished to tenants, and the redundancies built into those
systems. In describing the data center buildings, the IRS noted
that the major structural components were the electrical distri-
bution and redundancy system (the “electrical components”);
the heating ventilation and air-conditioning system (the
“HVAC components”); the security system; the fire protection
system; and the telecommunication infrastructure. The pur-
pose of all these components was to meet the computer serv-
ers’ specific requirements for temperature, humidity, connec-
tivity with third party telecommunications providers, fire pro-
tection, and security against unauthorized access. The IRS also
noted that the taxpayer constructed these components specifi-
cally for the particular data center of which they were a part,
and that the components were intended to be permanent.115

Relying in part on earlier guidance concerning energy sys-
tems, the IRS ruled that the assets in question qualified as real
property. The ruling conceded that the building and struc-
tures help facilitate the technology businesses of the data
center’s tenants, but the IRS nevertheless decided that the
building and structural components themselves were not assets
accessory to the operation of a business like the examples in
the regulations.116 If the IRS had determined that tenants’
payments for the use of these systems were rents from personal
property, the taxpayer would have likely failed the income test.

b. Tenant Services Issue

The data center represented to the IRS that it provided
services to its tenants that were ordinary, necessary, usual and
customary, and that the customary services related to the oper-
ation and maintenance of the data centers. These services
were utilities, controlled humidity, security, fire protection,
and common area maintenance such as cleaning, landscaping,
and pest control. The taxpayer represented that it had
researched services by similarly situated owners with similar
buildings in the same geographic market, and that the services
were customarily rendered in connection with the rental of
comparable buildings in that geographic market. The taxpayer
specifically noted that such services would not include per-

115. Id.
116. Id.; I.R.S. Priv. Ltr. Rul. 201314002 (Apr. 5, 2013).
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sonal services for particular tenants, and that any personal ser-
vices to particular tenants would be provided either through
an independent contractor from whom the taxpayer would
not receive income, or through a taxable REIT subsidiary.117

Accordingly, the IRS ruled that the services would not cause
any amounts received from the tenants of the data center to be
treated as other than rents from real property.

2. PLR 201034010 and PLR201334033

The data center in PLR 201034010 was similar to that in
the 2007 ruling: the structural components of the buildings
included extensive electrical systems, HVAC, security, fire pro-
tection, and telecommunication infrastructure. The data
center similarly provided services such as controlled humidity,
security, and common area maintenance. In addition to those
services, the data center also provided telecommunications in-
frastructure to allow tenants to connect to third-party telecom-
munication providers. A taxable REIT subsidiary provided con-
nectivity services, such as facilitating a tenant’s access to other
tenants’ equipment within a building or between buildings.

The data center in the 2010 ruling, however, specifically
offered two different kinds of space to tenants: wholesale
space, and retail colocation space. The wholesale space was for
tenants to rent specifically designated areas under leases rang-
ing from three to ten years. The retail colocation space was for
customers to use specifically identified colocation suites, cages,
or cabinets located in a common area pursuant to a license
and service agreement. The license and service agreements
generally had terms ranging from one to three years. All of the
space was rented to tenants to accommodate their telecommu-
nications, computing, and electronic data storage equipment.
Leases provided fixed base rent and in some instances, reim-
bursement for operating expenses or additional payments for
providing power. As in the 2007 ruling, tenants were entitled
to reduce the amount they paid to the data center under the
leases if the center did not adequately provide a stable source
of power or humidity and temperature controls.

In 2013, the same taxpayer requested a ruling concerning
a new service it provided: telecommunication cross-connectiv-

117. I.R.S. Priv. Ltr. Rul. 200752012 (Dec. 28, 2007).
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ity using wires, cables and other transmission equipment, in
order to provide tenants connectivity to carriers, their own
servers, and other tenant servers within the data center. Pro-
viding this service required providing space in the building for
the servers as well as installation, maintenance, and technical
support services. The taxpayer represented that all such ser-
vices were ordinary, necessary, usual, and customary services in
connection with the operation and maintenance of the data
centers. The taxpayer also specifically represented that it
would not repair or operate tenants’ equipment, and that a
TRS or independent contractor would furnish all noncusto-
mary services. The taxpayer expected to collect all, or nearly
all, of the amounts from tenants, with some TRS-provided ser-
vices, such as technical support, listed as separate line items on
invoices.

The IRS found that the cross-connectivity services were
usual or customary services rendered in connection with the
operation or maintenance of the data centers, and not prima-
rily for the convenience of the tenants. The ruling does say,
however, that if the services are rendered primarily for the
convenience of the tenants, they will be provided by an inde-
pendent contractor or through a TRS.118 The cross-connectiv-
ity services thus did not cause any amounts received by tenants
to be treated as other than rents from real property. The rul-
ing also states that amounts received by the TRS for TRS-pro-
vided services will not cause any portion of amounts received
by the taxpayer to fail to qualify as rents from real property.

3. PLR 201314002

a. Services

In this ruling, the data center was similar to those de-
scribed in prior private letter rulings, but the taxpayer repre-
sented that through an operating partnership, the data center
would provide “remote hands services” to perform basic server
services and to ensure that power was being delivered to te-
nants’ spaces and equipment. This was distinct from PLR

118. If a service is provided primarily for the tenant’s convenience, it is
considered rendered “to the occupant.” Thus amounts received are not
“rents” for the purposes of § 512(b)(3), and thus a REIT may not provide
the service directly to its tenant. See FAAS, supra note 45, for explanation.



2014] DATA CENTERS AND REITS 217

201334033, in which the taxpayer engaged a TRS or indepen-
dent contractor to furnish all remote hands services.

The taxpayer distinguished between remote hands ser-
vices that did not require access to the tenants’ equipment
(such as re-seating, relabeling, or replacing external cables)
and remote hands services that did require access, such as ten-
ant login access and information. A third party or TRS would
provide services requiring access to the tenants’ servers. The
taxpayer also stated that third party providers or a TRS would
provide services that involved repairing, replacing, or operat-
ing tenants’ equipment, or providing technical and content
support for tenants’ equipment located in the data center.
Nevertheless, the taxpayer and its TRS shared employees for
the purpose of providing such noncustomary services, and the
TRS reimbursed the taxpayer for the TRS’s allocable share of
employee costs.

The IRS said that the services furnished by the operating
partnership would not cause any amounts received from te-
nants to be treated as other than rents from real property
under § 856(d).

b. Intangible Assets

The taxpayer had certain identifiable intangible assets on
its books.119 In this case, the intangibles included tenant rela-
tionships, trademarks, favorable land leases, and goodwill. The
IRS found that the tenant relationships were assets arising out
of the expected future cash flows associated with the existing
tenant base, which was attributable to the high quality of the
data centers. With respect to trademarks, the IRS stated that
the taxpayer’s trademarks were directly associated with the
quality of the data centers and their location. Favorable land
leases related to the below market lease obligations that had
been developed on the land. Finally, the IRS stated that the
amount of goodwill was based on GAAP principles and that
the amount related solely to the real estate assets. Further, the

119. Generally, identifiable intangibles are recorded under the Generally
Accepted Accounting Principles (GAAP) if they arise from contractual or
legal rights, regardless of whether those rights are transferable or separable
from the underlying physical business assets. CODIFICATION OF ACCOUNTING

STANDARDS AND PROCEDURES, Statement on Auditing Standards No. 1, § 150
(Am. Inst. of Certified Pub. Accountants 1972).
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IRS said that goodwill is inseparable from the business from
which it arose.120 Because the real estate intangibles related
solely to the business of leasing and providing customary ser-
vices to tenants in their data centers, the IRS qualified them as
real estate assets and interests in real property under § 856.

4. PLR 201423011

The taxpayer in PLR 201423011 operated properties and
leased properties to unrelated tenants. The taxpayer relied on
its information technology (“IT”) systems, including telecom-
munications and data storage systems, to run its business. The
IT equipment was not functional unless it was connected to a
network outside of the property.

In addition to providing space for telecommunications in-
frastructure, the taxpayer’s employees provided related ser-
vices to tenants, including: Internet access bandwidth for te-
nants; interconnection using wires, cables and other transmis-
sion equipment to provide connectivity to Internet providers
and other tenants; interconnection to other properties; and
installation of cross-connection for all of the aforementioned.
The taxpayer also provided server services such as supervision
of tenants’ contractors while they worked on tenants’ equip-
ment, re-seating, relabeling, placing external cables, rebooting
servers, changing backup tapes, and other services that did not
require access to tenants’ equipment. Independent contrac-
tors and TRSs provided services that required access to te-
nants’ equipment. The taxpayer represented that the services
it provided were customary, and the IRS found that the fur-
nishing of such services would not cause any amounts received
from tenants to be treated as other than rents from real prop-
erty under § 856(d).

Tenant contracts were generally in the form of lease or
license agreements. Some contracts, however, were labeled
“master service agreements” or “service agreements.” In those
cases, tenants were referred to as “customers.” The master ser-
vice agreements granted tenants the right or license to use spe-
cific space to install and operate the tenants’ data storage
equipment. In most leases, the taxpayer was required to pro-
vide both space and certain related services within the space. A

120. See Hatch’s Estate v. Comm’r, 198 F.2d 26 (9th Cir. 1952); Pfleghar
Hardware Specialty Co. v. Blair, 30 F.2d 614 (2d Cir. 1929).
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TRS performed certain services from time to time, and the tax-
payer collected all amounts due from tenants as compensation
for both the use of space and the services. The TRS received
arm’s length fees and reimbursements of certain costs. The
taxpayer and the TRS also had an employee sharing agree-
ment. The IRS found that payments under the master service
agreements would not fail to qualify as rents from real prop-
erty solely as a result of the form of the agreement.

This ruling is significant because it is consistent with rul-
ings predating the IRS working group on REITs.121 Further, it
shows how the IRS will treat contracts as leases, even when they
are explicitly called service agreements.

D. Data Centers, Noncustomary Services,
and Taxable Subsidiaries

As the rulings show, once data centers have demonstrated
that they hold sufficient real estate assets to satisfy the asset
test, they are able to use taxable REIT subsidiaries for any ser-
vice or activity that they think would not satisfy the income
tests, within the statutory restrictions on taxable subsidiar-
ies.122 Such noncustomary services do not cause rents received
by a REIT to fail to qualify as rents from real property when a
REIT pays a TRS to provide such services, even when the REIT
does not separately state charges to tenants for the services.123

In existing guidance to data center REITs, taxpayers have
represented that certain services would be provided by a TRS,
presumably because they were noncustomary. Such services in-
cluded technological services and support services specific to
tenants’ information technology and telecommunications
equipment;124 remote hands services that require logical ac-
cess to tenants’ equipment, such as login access;125 repairs, re-
placement, or operation of tenants’ equipment;126 networking

121. Amy S. Elliott, IRS Data Center REIT Ruling Seen as ‘Very Positive’, 143
TAX NOTES 1238, 1238 (2014).

122. See, e.g., I.R.S. Priv. Ltr. Rul. 201334033 (Aug. 23, 2013) (taxpayer
represents that a TRS or independent contractor will furnish all non-custom-
ary services or services primarily for the convenience of tenants).

123. Rev. Rul. 2002-38, 2002-2 C.B. 4.
124. I.R.S. Priv. Ltr. Rul. 201037005 (June 14, 2010).
125. I.R.S. Priv. Ltr. Rul. 201314002 (Apr. 5, 2013).
126. I.R.S. Priv. Ltr. Rul. 201334033 (Aug. 23, 2013).
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or IT management services (“remote hands”);127 additional
equipment; tenant build-out services;128 or any service that
would constitute a personal service to a particular tenant.129

One data center REIT specifically represented that other cor-
porations, and not the REIT, would provide services directly to
tenants such as backup services, monitoring and management,
hardware sales, hosting services, staff augmentation, tele-
phone, Internet access, circuits, audio conferencing, alert ser-
vices, data center colocation, and third-party managed ser-
vices.130 Through the use of taxable subsidiaries or indepen-
dent contractors, data center REITs are able to ensure that
their tenants have access to such services while maintaining
their REIT status.

E. Proposed Regulation § 1.856-10

In May 2014, the Treasury released proposed regulations
to provide guidance on the definition of real property for
REIT purposes. The proposed regulations, like the current
regulations, define real property to include land, improve-
ments, and other inherently permanent structures and their
structural components.131 Adding on to the current regula-
tions, the proposed regulations repeat the findings of prior
revenue rulings and letter rulings.132 In addition to repeating
those findings, the proposed regulations also provide a new
framework for determining what constitutes real property.

Under the proposed regulations, the first test to deter-
mine whether an asset is real property is to evaluate whether
the item is a distinct asset—the unit of property to which the
proposed regulations apply.133 For items not listed as distinct
assets in the subsections governing inherently permanent
structures and structural components, the proposed regula-
tions provide four factors to consider, although the determina-

127. Id.
128. Id.
129. Id.
130. Id.
131. 79 Fed. Reg. 27508 (proposed May 9, 2014) (to be codified at Treas.

Reg. § 1.856-10).
132. Taylor, supra note 38, at 599.
133. 79 Fed. Reg. 27508 (proposed May 9, 2014) (to be codified at Treas.

Reg. § 1.856-10).
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tion will be made based on all facts and circumstances.134 The
factors include: (1) whether the item is customarily sold as a
single unit; (2) whether the item can be separated from a
larger asset; (3) whether the item is commonly viewed as hav-
ing a useful function apart from the asset of which it is a part;
and (4) whether separating the item affects the functionality
of the larger asset.135 Each enumerated factor must be consid-
ered and no one factor is determinative.136

The proposed regulations specify that inherently perma-
nent structures must have a passive function, and that if a dis-
tinct asset has an active function, such as producing goods, the
distinct asset is not an inherently permanent structure.137 The
proposed regulations also provide guidance on what consti-
tutes permanence.138 There is a safe harbor list for distinct as-
sets that are permanent structures, including electrical trans-
mission towers, transmission lines, and storage structures.139 If
a distinct asset is not listed, the proposed regulations provide a
five-factor test: (1) the manner of affixation to real property;
(2) whether the asset is designed to remain in place indefi-
nitely; (3) the damage that removal would cause; (4) any cir-
cumstances that would suggest the period of affixation is not
indefinite, such as a lease that requires the asset’s removal
when the lease expires; and (5) the time and expense involved
in moving the asset.140 The final determination will be made
based on all facts and circumstances, but all listed factors must
be considered and no one factor is determinative.141

The proposed regulations define structural component
as:

[A]ny distinct asset . . . that is a constituent part of
and integrated into an inherently permanent struc-
ture, serves the inherently permanent structure in its
passive function, and, even if capable of producing
income other than consideration for the use or occu-

134. Id.
135. 79 Fed. Reg. 27508 (proposed May 9, 2014) (to be codified at Treas.

Reg. § 1.856-10(e)(2)).
136. Id.
137. Id. (to be codified at Treas. Reg. § 1.856-10(d)(2)).
138. Id.
139. Id. (to be codified at Treas. Reg. § 1.856-10(d)(2)(iii)(B)).
140. Id. (to be codified at Treas. Reg. § 1.856-10(d)(2)(iv)).
141. Id.
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pancy of space, does not produce or contribute to
the production of such income.142

A REIT’s interest in a structural component must be held to-
gether with an interest in the inherently permanent structure
to which the structural component is functionally related.143

Customization of a distinct asset does not cause it to fall short
of being a structural component.144 There is also a safe harbor
list, including wiring, central heating and air-conditioning sys-
tems, and humidity control systems.145 For items not on the
list, there are nine factors to consider: (1) the manner, time,
and expense of installing and removing the asset; (2) whether
the asset is designed to be moved; (3) the damage removal
would cause; (4) whether the asset serves a utility-like function
with respect to the inherently permanent structure; (5)
whether the asset serves the inherently permanent structure in
its passive function; (6) whether the asset produces income
from consideration for use or occupancy of space in the inher-
ently permanent structure; (7) whether the asset is installed
during construction of the structure; (8) whether the asset will
remain if a tenant vacates; and (9) whether the owner of real
property is also the legal owner of the asset.146

The proposed regulations notably do not include the
phrase “assets accessory to the operation of a business,” which
the current regulations employ.147 Instead, the approach in
the proposed regulations examines whether a distinct asset
serves a passive function common to real property, or serves
the inherently permanent structure in that structure’s passive
function.148 If the asset has an active function, the asset is not
real property unless it is a structural component that serves a
“utility-like” function with respect to the inherently permanent
structure of which it is a part.149 If an asset produces or con-
tributes to the production of income other than consideration

142. Id. (to be codified at Treas. Reg. § 1.856-10(d)(3)(1)).
143. Id.
144. Id.
145. Prop. Treas. Reg. § 1.856-10(d)(3)(ii), 79 Fed. Reg. 27508 (May 9,

2014).
146. Id. § 1.856-10(d)(3)(iii).
147. Id. § 1.856-10.
148. Id.
149. Id.
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for the use or occupancy of space, the asset is also not real
property.150

Finally, the proposed regulations provide that certain
types of intangible assets are real property if an intangible as-
set derives its value from tangible real property to which it is
inseparable.151 If an asset produces or contributes to the pro-
duction of income other than consideration for the use or oc-
cupancy of space, however, then the asset is not real property
or an interest in real property.152

The proposed regulations specifically apply this new
framework to a data center REIT.153 In the example, a data
center’s central heating and air-conditioning system, wiring,
and humidity control system are listed as structural compo-
nents.154 Applying a multifactor test to a data center’s electri-
cal and telecommunication infrastructure systems, the pro-
posed regulation concludes that they are structural compo-
nents because they serve a utility-like function; serve the
building in its passive function of containing computer servers;
produce income as consideration for use of space in the data
center; were installed during construction; will remain in place
when the tenant vacates; and are owned by the data center
REIT, which also owns the building.155 The example notes that
the fact that removal of the systems would damage the walls
and floors does not outweigh the other factors.156 Overall, the
example is consistent with prior guidance for data centers.

IV.
THE GROWING DEMAND FOR DATA CENTERS

AND CLOUD STORAGE

Outside of the REIT industry, data storage is a growing
industry. Online video, social networking, and mobile data
traffic drive staggering demand for data centers. For example,
as of 2011 there were 500 million Facebook users world-

150. Id.
151. Id. § 1.856-10(f).
152. Id.
153. Id. § 1.856-10(g) Ex. 6.
154. Id.
155. Id.
156. Id.
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wide.157 By the first weekend of 2011, they had uploaded 750
million photos, which required about 4,500 servers to store.158

Some see great potential for data center REITs in the future,
given the large data storage needs of companies such as Apple
and Facebook.159 As demand grows, data center environments
are becoming more complex, requiring higher levels of ser-
vices.160

One such service is cloud computing and storage. Cloud
computing describes any subscription-based or pay-per-use ser-
vice that extends a user’s existing IT capabilities with a connec-
tion to an offsite server via the Internet.161 According to the
National Institute of Standards and Technology:

[Cloud computing is] a model for enabling ubiqui-
tous, convenient, on-demand network access to a
shared pool of configurable computing resources
(e.g., networks, servers, storage, applications, and ser-
vices) that can be rapidly provisioned and released
with minimal management effort or service provider
interaction.162

Thus, cloud computing is essentially the use of offsite serv-
ers available over the Internet.163 The cloud can also be con-
ceptualized as “a set of technologies that facilitate remote ac-
cess to hardware, software, and other computing resources

157. Allen Kenney, Word on the Beach: Data Center Real Estate Demand Stag-
gering, REIT.COM (Jan. 27, 2011), http://www.reit.com/Videos/Word-on-
the-Beach-Data-Center-Real-Estate-Demand-Staggering.aspx.

158. Id.
159. Matthew Bechard, Valuations Expected to Climb in Second Half,

REIT.COM (Aug. 9, 2012), http://www.reit.com/Videos/Valuations-Expec
ted-to-Climb-in-Second-Half.aspx.

160. Data Center Support Services, TECH. BLOG (Oct. 15, 2013), http://www.
databank.com/company/rss/techblog/data_center_support_services.html
(citing Rob Brothers, SUPPORTING THE COMPLEX DATA CENTER 7 (2013),
http://www.dell.com/learn/us/en/g_5/business~solutions~whitepapers~
en/documents~supporting-the-complex-data-center-idc-whitepaper.pdf; see
Company Interview: CoreSite Realty Corporation 23, WALL ST. TRANSCRIPT (2013).

161. See Eric Knorr, What Cloud Computing Really Means, INFOWORLD.COM

(Apr. 7, 2008, 3:00 AM), http://www.infoworld.com/d/cloud-computing/
what-cloud-computing-really-means-031 (last visited Aug. 4, 2014).

162. PETER MELL & TIMOTHY GRANCE, NATIONAL INSTITUTE OF STANDARDS

AND TECHNOLOGY, U.S. DEPT. OF COMMERCE, THE NIST DEFINITION OF CLOUD

COMPUTING 6 (2011).
163. Knorr, supra note 161.
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over a network.”164 The cloud has both physical components
such as servers and hardware for storage and network compo-
nents, and abstract components such as the software that runs
on the servers and makes the networks usable.

Generally, the principal characteristics of cloud comput-
ing are: (1) on-demand self service, in that the consumer can
unilaterally access computing capabilities without interacting
with a service provider; (2) broad network access in which a
variety of client devices may access the computing capabilities;
(3) pooled computing resources to serve multiple consumers,
and customers generally have no control or knowledge over
the exact location of the computing infrastructure; (4) com-
puting resources can be assigned, released, and reassigned in
response to consumer demand; and (5) providers meter re-
source use and consumers pay on an as-used basis for storage,
processing, or bandwidth.165

For many data center tenants or customers, a “cloud ar-
rangement” that provides space on the data center’s own serv-
ers is appealing because the customer does not have to buy a
server—it merely rents digital space on servers located offsite,
at the data center. Industry analysts forecast that by 2016, 60
percent of data center workloads will be in the cloud.166 Data
center REITs have responded to demand and have begun of-
fering their own cloud services.167 With their existing facilities
specially designed to house servers and provide power backup,
data centers REITs are ideal candidates to provide cloud stor-
age services.

Data center REITs typically provide cloud services
through their wholly owned taxable subsidiaries.168 Given the
restrictions on TRSs, this arrangement probably depends on a

164. Letter from Gary D. Sprague & Taylor S. Reid, Partners, Baker & Mc-
Kenzie LLP, to Danielle Rolfes, International Tax Counsel & Anne Shel-
burne, Internal Revenue Service 2 (Jan. 29, 2014) (on file with Tax Ana-
lysts).

165. Id. at 2–3.
166. Company Interview: CoreSite Realty Corporation, supra note 160, at 22.
167. See QTS Realty Trust, Inc., Quarterly Report (Form 10-Q) (Nov. 20,

2013), at 7 (Cloud and managed services contributed to approximately 10
percent of revenues); Company Interview: CoreSite Realty Corporation, supra note
160, at 23.

168. See, e.g., QTS Realty Trust, Inc., Prospectus (Form 424B4), at 9 (Oct.
10, 2013).
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limited number of tenants using cloud services. What if the
majority of a data center’s business came from providing cloud
storage to tenants?

V.
APPLYING THE LAW TO A HYPOTHETICAL DATA CENTER

PROVIDING CLOUD STORAGE

As this Note’s previous discussion shows, the rules for tax-
able REIT subsidiaries and the definitions of real property
have supported the development of data center REITs. Fur-
ther, if current trends relating to cloud storage are indicative
of the future for data centers, many data centers will begin
offering more cloud services. The next part of this Note will
examine data center REITs that want to offer significant
amounts of cloud storage space, using a hypothetical data
center REIT as a case study.

Cloud Acre,169 a hypothetical data center REIT, operates
data centers in various locations throughout the United States.
When Cloud Acre first began offering data center space, its
primary business was leasing space to tenants to accommodate
tenants’ computer servers. In addition to space and security,
Cloud Acre is obligated to provide an uninterruptible power
source as well as specific humidity and temperature settings.
Cloud Acre also provides connectivity to Internet carriers and
other servers within and outside of the data center.

In addition to physical space and storage for tenants’
computer servers, Cloud Acre offers customers the option to
use Cloud Acre servers for digital storage and computing
needs. In these arrangements, Cloud Acre provides off-site
servers, storage, and networking hardware that its customers
rent and access over the Internet. In return, Cloud Acre’s cus-
tomers pay a fee based on the amount of storage they use. For
some customers, Cloud Acre sources the required storage and
computing power from a variety of servers in one or more of
its data centers. Some customers, however, require networking
and proximity to other Cloud Acre customers so that commu-
nications between them can be as fast as possible. Cloud Acre
calls both arrangements “cloud services” or “cloud storage.”

169. Cloud Acre is a fictional entity that this Note will use to explore the
impact of the TRS rules on REITs and data center REITs in particular.
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The cloud is a metaphor for using the Internet to access appli-
cations, data, or services that are running or stored on Cloud
Acre’s servers.170

Cloud Acre has been offering cloud storage through a tax-
able REIT subsidiary. Consistent with the rules governing
TRSs, not more than 25 percent of Cloud Acre’s assets are se-
curities of TRSs, and Cloud Acre receives less than 25 percent
of its gross income from TRS dividends and other non-real es-
tate income.

When Cloud Acre first offered its tenants the option to
store their data on Cloud Acre’s own servers, only a few took
advantage of this service. As businesses across various indus-
tries became more comfortable with the idea of cloud comput-
ing, more tenants switched over, and now the majority of
Cloud Acre’s tenants are exclusively cloud customers. If Cloud
Acre were no longer able to comply with the rules controlling
the use of taxable REIT subsidiaries, or if the rules no longer
existed, would Cloud Acre be able to continue offering cloud
services to its tenants while maintaining its REIT eligibility?
The next section of this Note will discuss how Cloud Acre
might carry on its business while satisfying the REIT income
and asset tests.

A. Is Cloud Storage Akin to a Lease of Personal Property
or Customary Service?

It is clear that Cloud Acre’s cloud customers are not rent-
ing real, physical space because the Internet is not a place.171

The customers are paying for the ability to use Cloud Acre’s
servers. Severs, in their own right, are machines. They are not
inherently permanent structures or structural components of a
data center. It is possible they are assets accessory to the opera-
tion of a business. Therefore, they do not qualify as real estate
assets, and Cloud Acre must satisfy the asset test without them.

If Cloud Acre could not use a TRS to provide cloud stor-
age, payments from Cloud Acre’s cloud services could only be

170. Sean Ludwig, Cloud 101: What the Heck do IaaS, PaaS and SaaS Compa-
nies Do? VENTURE BEAT (Nov. 14, 2011, 8:01 AM), http://venturebeat.com/
2011/11/14/cloud-iaas-paas-saas/.

171. Dan Hunter, Cyberspace as Place and the Tragedy of the Digital Anticom-
mons, 91 CALIF. L. REV. 439, 443 (2003); Mark A. Lemley, Place and Cyberspace,
91 CALIF. L. REV. 521, 523 (2003).



228 NYU JOURNAL OF LAW & BUSINESS [Vol. 11:191

good REIT income if the cloud arrangements were (a) services
customarily furnished in connection with the rental of real
property, or (b) personal property leased in connection with a
lease of real property.172 It is not obvious, however, into which
basket cloud computing would fall: cloud space sold to a cus-
tomer could be conceptualized as a service because Cloud
Acre is performing the work of storing data; cloud agreements
could also be leases of tangible personal property because a
customer is paying to use a physical server in a data center.
The Treasury Department has not provided guidance to ad-
dress whether cloud computing is a lease or a service transac-
tion, although taxpayers have requested guidance on this spe-
cific question.173

Section 7701(e) provides factors to distinguish leases
from services generally. Although its original purpose was to
provide guidance on the availability of investment credits
when property is provided to a tax-exempt entity,174 it never-
theless can “apply for all Federal income tax purposes, even if
no tax exempt entity is involved.”175 Indeed the Treasury De-
partment has recognized that it could issue guidance under
§ 7701(e) to clarify the treatment of cloud transactions.176

172. I.R.C. § 856(d)(1) (2012). This Note presumes that Cloud Acre
wishes to control the provision of cloud services, i.e. it does not want to use
an independent contractor or another separate business entity to provide
them.

173. See Letter from Gary D. Sprague, supra note 164, at 2.
174. FREDERICK WOOLDRIDGE & SHAFAGH GHIASSI, PROPOSED FRAMEWORK

FOR THE U.S. FEDERAL INCOME TAXATION OF CLOUD COMPUTING TRANSAC-

TIONS 11 (2013).
175. STAFF OF THE J. COMM. ON TAX’N, 98TH CONG., GENERAL EXPLANATION

OF THE REVENUE PROVISIONS OF THE DEFICIT REDUCTION ACT OF 1984, at 60
(1984). The Fifth Circuit applied § 7701(e) outside the context of invest-
ment tax credits in Tidewater v. United States, 565 F.3d 299 (5th Cir. 2009)
and concluded that a charter for a vessel was a lease, not a service contract,
even though the vessel was provided with crew. In Rev. Rul. 2011-24, 2011-41
I.R.B. 485 the IRS applied § 7701(e) and case law to determine whether vari-
ous types of telecommunication services yielded receipts from services or
leases. As such, it can be applied to cloud storage. WOOLDRIDGE ET AL., supra
note 174; Gary D. Sprague, Characterizing Cloud Transactions—Applying
§7701(e) to Remote Access Transactions: Part I, 42.9 TAX MGMT. INT’L J. 559
(2013).

176. In the context of determining sourcing for cloud transactions, Doug-
las Poms, senior counsel at the Treasury Office of International Tax Coun-
sel, recognized that § 7701(e) could provide a source of guidance. David



2014] DATA CENTERS AND REITS 229

Section 7701(e) provides that a contract purporting to be
a service contract will be treated as a lease of property accord-
ing to relevant factors, including whether:

(1) the service recipient is in physical possession of the
property;

(2) the service recipient controls the property;
(3) the service recipient has a significant economic or

possessory interest in the property;
(4) the service provider does not bear any risk of substan-

tially diminished receipts or increased expenditures if
there is nonperformance under the contract;

(5) the service provider does not use the property con-
currently to provide significant services to entities un-
related to the service recipient; and

(6) the total contract price does not substantially exceed
the rental value of the property for the contract pe-
riod.

In addition to § 7701(e), there are cases and rulings dat-
ing from prior to the enactment of that section that also distin-
guish service contracts from leases. Such factors include:

(1) the service provider has the right to remove property
from service and replace it with comparable prop-
erty;177

(2) the service provider operates the equipment;178 and
(3) the fee earned by the service provider is based on the

number of procedures performed, rather than the
mere passage of time.179

An application of these factors shows that cloud storage is
more akin to a service than a lease of personal property.180

Sawyer, Cloud Computing Guidance a Priority at Treasury, 142 TAX NOTES 1411,
1411 (2014).

177. Xerox Corp. v. United States, 656 F.2d 659, 674 (Ct. Cl. 1981); Rev.
Rul. 70-313, 1970-1 C.B. 9; I.R.S. Priv. Ltr. Rul. 7829066 (Apr. 21, 1978); see
also Letter from Gary D. Sprague, supra note 164, at 10.

178. Smith v. Comm’r., 57 T.C.M. (CCH) 826 (1989); Rev. Rul. 71-397,
1971-2 C.B. 63; I.R.S. Tech. Adv. Mem. 7913003 (Nov. 28, 1978); see also Let-
ter from Gary D. Sprague, supra note 164, at 10.

179. Smith, 57 T.C.M. 826; I.R.S. Priv. Ltr. Rul. 7829066 (Apr. 21, 1978);
see also Letter from Gary D. Sprague, supra note 164, at 10.

180. See also Letter from Gary D. Sprague, supra note 164, at 11.
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Physical Possession of the Property. Physical possession of
property by the tenant is indicative of a lease.181 In the case of
Cloud Acre, it is clear that cloud customers do not have physi-
cal possession of the servers on which they store their data.182

Furthermore, the computing resources that most customers
use do not correspond to any particular server at a specific
physical location. Therefore, under this factor, cloud storage is
a service.

Control of the Property. Control over property entails con-
tractual rights to dictate the manner in which the property is
operated, maintained, and improved.183 A service recipient in
control of the property indicates a lease.184 Although the serv-
ers are in Cloud Acre’s physical possession, customers have the
ability to manipulate the data on the servers remotely. There-
fore, the question is whether cloud customers’ access rights
warrant treating the transaction as a lease despite Cloud Acre’s
physical possession of the property.

Cloud customers can neither make physical changes to
the computer servers they use, nor can they dictate how Cloud
Acre will operate the servers, when the servers will be updated,
or what changes Cloud Acre will make to its data center facili-
ties overall. Cloud customers typically do not know which
server hosts their data, and they do not always know the loca-
tion of the data center that houses the servers. Cloud Acre is
free to swap out its servers and other hardware at its own dis-
cretion. Customers’ ability to control servers’ output is not
equivalent to control over the hardware that creates the out-
put. Therefore, under the control factor, cloud storage is a ser-
vice.

Economic or Possessory Interests. A contract conveying a sig-
nificant possessory or economic interest to a service recipient
is indicative of a lease.185 There are economic or possessory
interests where a property’s use is dedicated to the service re-
cipient for a substantial portion of the property’s useful life;
the service recipient shares the risk that the value of the prop-

181. STAFF OF THE J. COMM. ON TAX’N, supra note 175, at 59.
182. Property located offsite, but operated by employees of the customer

could be considered in the physical possession of the customers, but Cloud
Acre’s customers do not operate the servers offsite. See id.

183. Id.
184. Id.
185. Id. at 60.
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erty will decline, or shares in any appreciation in the prop-
erty’s value; the service recipient shares in savings in the prop-
erty’s operating costs; or the service recipient bears the risk of
damage or loss to the property.186

Customers may use Cloud Acre’s servers for a substantial
portion of the servers’ useful lives, but the servers themselves
are not dedicated to such use. Although customers may have
contracts with Cloud Acre that exceed the useful life of a
server, that is not always the case because Cloud Acre’s cus-
tomer contracts vary in duration by contract. Cloud customers
do not share in the risk that servers will decline in value, nor
do they benefit from any appreciation in value of the servers,
unless Cloud Acre decides to pass some of that benefit to its
customers by way of reduced prices. If Cloud Acre figures out
how to save money in operating its cloud systems, its customers
will not automatically feel that benefit. If there is any damage
to the servers, customers may be harmed in that their data
could be at risk of loss, but they will also be entitled to contrac-
tual remedies if the damage is due to failure in electrical or
HVAC systems. Based on these facts, cloud storage is a service.

Risk of Diminished Receipts or Increased Expenditures. In a ser-
vice contract, the service provider bears the risk of diminished
receipts or increased expenditures if there is nonperformance
on the contract.187 A service provider’s lack of significant risk
of nonperformance indicates a lease.188 Cloud Acre does not
bear the risk of increased expenditures if its customers do not
perform: it will continue operating its data centers as normal.
If a customer does not perform on a contract, some of Cloud
Acre’s receipts will diminish, but not substantially. This tends
to show that cloud storage could be a lease of a server.

Concurrent Use of the Property. Each cloud customer does
not typically have his own dedicated server, and data storage
takes place across the entire network. This indicates that cloud
storage is a service.

Total Contract Price Relative to Rental Value and Fees. Total
contract price substantially exceeding rental value of the prop-
erty for the contract period is indicative of a service con-

186. Id.
187. Id.
188. Id.
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tract.189 The reflection of costs attributable to items other than
the use of property in the total contract price is also indicative
of a services contract.190 On the other hand, a contract price
that largely reflects recovery of a property’s cost is indicative of
a lease.191 A contract that separately states charges for services
and use of property is also indicative of a lease.192

The price of a cloud customer’s contract reflects many
costs attributable to items other than the use of the server,
such as electricity costs, which can be quite high. The contract
price is also not based on recovery of the servers’ cost or the
passage of time—it is more closely related to a customer’s data
and energy requirements. These facts tend to show that cloud
storage is a service.

Result: Cloud Storage Is Likely a Service. To conclude, it is
more likely that Cloud Acre’s cloud arrangements are services
rather than leases of personal property.193 This finding, how-
ever, is not beyond question. As such, the next subsection of
this Note will address the REIT provisions for both services
and leases of personal property.

B. Personal Property

Rents from real property include rent attributable to per-
sonal property leased under, or in connection with, a lease of real
property.194 If servers are personal property, and Cloud Acre’s
tenants are effectively leasing them, are their leases in connec-
tion with a lease of real property?

1. The Requirement of “in Connection with Real Property”: Is
There a Lease of Real Property?

Arguably, some of Cloud Acre’s customers have no inten-
tion to lease real property at all. Their relationship with Cloud
Acre focuses on the availability of server space, which is not

189. Id.
190. Id.
191. Id.
192. Id.
193. See Letter from Gary D. Sprague, supra note 164; see also OECD TECH-

NICAL ADVISORY GROUP ON TREATY CHARACTERIZATION OF ELECTRONIC COM-

MERCE PAYMENTS, TAX TREATY CHARACTERIZATION ISSUES ARISING FROM E-
COMMERCE (2001).

194. I.R.C. § 856(d)(1)(B) (2012) (emphasis added).
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real property, and the reliability of the data center’s electrical
and HVAC systems. The location of a data center’s underlying
real property is a factor for customers only in that it affects the
prices that the data center charges.195 Further, customers do
not have any control or access to the servers’ underlying real
property by way of their cloud agreements. Cloud Acre main-
tains complete physical control over its buildings and servers,
and cloud customers do not ordinarily have access to the
premises.

On the other hand, some customers do have geographic
preferences for the underlying real property when it comes to
choosing their data center providers. Data transmitted
through fiber optic cables can travel no faster than about a
foot every billionth of a second, so proximity to other servers is
a consideration for some tenants.196 Location is particularly
important to customers who are relying on the data center’s
fast connection to other servers, such as those of the New York
Stock Exchange, in order to profit from high-frequency trad-
ing—where every nanosecond counts.197 Other companies
may choose to use several data centers throughout the United
States because they want to be closer to the customers or busi-
nesses with whom they transact.198 Location, however, is re-
lated to connection services, not cloud services. As such, it may
be that some of Cloud Acre’s customers choose Cloud Acre for
geographical or proximity reasons, but cloud-only customers
may not have geographic preferences, and thus it may be diffi-
cult to conclude there is a lease of real property.

2. Is There a “Connection”?

As previously discussed, a data center’s wires, cables, and
HVAC are structural components of a building, or inherently
permanent structures, and are thus real property. If cloud cus-
tomers are paying for the use of these systems, which are real
property, and servers are leased in connection with such sys-
tems, then the cloud servers may be leased in connection with

195. Dave Rodgers, Data Center REITs Shift Focus to Retail Colocation & Net-
work Sensitivity, WALL ST. TRANSCRIPT, Feb. 20, 2012.

196. Glanz, supra note 77.
197. Id.; see also Sheppard, supra note 44, at 756.
198. Barry McCarver, Enterprise Begins to Shift to Hybrid Cloud Data Storage,

WALL ST. TRANSCRIPT, Sept. 16, 2013, at 16.
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a lease of real property. Apart from those structural compo-
nents or inherently permanent structures, however, servers are
not leased in connection with the underlying land or building
thereon, because without the advanced electrical systems, the
servers would be worthless to customers. Customers are relying
more on the structural components of the building than the
building itself, and it is not apparent that the structural com-
ponents alone would be considered real property. Therefore,
it is questionable that a lease of a server is necessarily con-
nected to the lease of real property.

If reputational assets qualify as real property, however,
there is an argument that server leases are connected to the
lease of real property. The IRS has indeed ruled that a data
center REIT can acquire identifiable intangibles including
trademarks and goodwill, and that these intangible assets qual-
ify as real estate assets and interests in real property because
the intangibles related solely to the REIT’s business of leasing
and providing customary services to data center tenants.199 As
applied to the given hypothetical, customers might choose to
use Cloud Acre for its reputation for reliability. Therefore, be-
cause customers lease cloud space in connection with Cloud
Acre’s reputation, and Cloud Acre’s reputation qualifies as a
real estate asset, customers’ arrangements with Cloud Acre
may be connected with the rental of real property.

C. Customary Service

Rents from real property include charges for services cus-
tomarily furnished in connection with the rental of real prop-
erty.200 Cloud storage furnished to tenants would be consid-
ered as customary if, in the geographic market in which Cloud
Acre’s facility is located, similar customers of other data cen-
ters are customarily provided cloud storage arrangements.201

The regulations provide some examples of services customarily
furnished, such as the performance of general maintenance,

199. I.R.S. Priv. Ltr. Rul. 201314002 (Apr. 5, 2013); see also I.R.S. Priv. Ltr.
Rul. 200813009 (Mar. 28, 2008) (holding that to the extent the value of the
real estate intangibles is inextricably linked to the underlying real estate, the
real estate intangibles will be treated as real estate assets, and that any rent
payments attributable to such real estate intangibles will be treated as rents
from real property).

200. I.R.C. § 856(d)(1)(B) (2012).
201. Treas. Reg. § 1.856-4(b)(1) (as amended in 1981).
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telephone answering services, incidental storage space, and
electricity or other utilities.

The primary issue is whether the data centers in a given
market are already providing cloud services. Cloud Acre would
argue that they are, and IRS guidance has largely focused on
taxpayers’ own representations to determine whether or not a
service is customarily provided.202 As a result, Cloud Acre
could probably successfully argue that the amounts it receives
from providing cloud storage are charges for services customa-
rily furnished in connection with the rental of real property,
and thus qualify as rents from real property.

There are also potential concerns similar to those that ap-
ply if the cloud storage arrangements were leases of personal
property: the cloud services must be furnished in connection
with the rental of real property, and it is not clear that Cloud
Acre’s customers are truly renting real property.203

D. Preliminary Conclusion

Without the possibility of having a taxable REIT subsidiary
to provide cloud storage, Cloud Acre could try to maintain its
REIT election while having cloud storage as its primary line of
business by arguing that cloud storage is a customary service
rendered in connection with the rental of real property, and
thus charges for cloud storage qualify as good REIT income. It
is unclear, however, that there is any rental of real property
involved in the transactions between Cloud Acre and its cus-
tomers. Should the IRS reject Cloud Acre’s position, Cloud
Acre could not provide its tenants cloud storage as its primary
line of business and classify amounts received as good REIT
income.

VI.
EVALUATING THE REIT RULES FOR DATA CENTERS AND BEYOND

The above discussion of Cloud Acre’s attempt to provide
cloud storage services without a TRS should demonstrate the
significance of taxable REIT subsidiaries. Without a taxable
subsidiary, it is unclear that a data center like Cloud Acre
could provide cloud storage, even as demand for cloud ser-

202. FAAS, supra note 45.
203. See supra Part V.B.2.
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vices grows. With TRSs, however, a data center may provide
such cloud services.

This hypothetical suggests that taxable subsidiaries acting
as active businesses are very important to some REITs, despite
the other requirements designed to ensure that REITs are pas-
sive investment vehicles. In light of this tension between active
and passive activities surrounding REITs, this Note identifies
three criteria to consider while evaluating the REIT rules—
inequity, complexity, and congressional intent—as they apply
to both cloud storage specifically and REITs more generally.

A. Inequity

1. Concern: REITs Promote Inequitable Application of the
Corporate Tax

In deciding whether a particular tax is good or bad, com-
mentators commonly use the criterion of equity.204 Tax equity
requires that taxpayers with equal ability to pay taxes should
pay equal amounts of tax. In other words, a fair tax should not
impose different burdens on taxpayers in similar economic cir-
cumstances.205 Thus, under the principle of equity, data
center REITs should receive the same tax treatment as data
centers organized as other types of business entities.

There are two primary sets of rules for taxing business
profits under an income tax. Under the first set of rules, the
firm itself does not pay taxes on its profits. Instead, the owners
of the firm pay tax on their respective shares. Such “pass-
through” rules treat a firm as an extension of its owners, not as
a separate taxpayer.206 Under the second set of rules, a busi-
ness and its owners are treated as separate taxpaying units. As
a result, the firm pays tax on its profits, and if the firm pays
after-tax profits to its owners, the owners will also pay tax on
the amounts they receive.

REITs receive treatment equivalent to the first set of rules
because REITs deduct from their taxable income dividends

204. There are three primary criteria used in evaluating taxes: equity, effi-
ciency, and simplicity. MICHAEL J. GRAETZ & DEBORAH H. SCHENK, FEDERAL

INCOME TAXATION: PRINCIPLES AND POLICIES 27 (7th ed. 2013).
205. Tax equity also requires that those with greater ability to pay taxes

should pay more tax. Id.
206. See Richard Winchester, Corporations That Weren’t: The Taxation of Firm

Profits in Historical Perspective, 19 S. CAL. INTERDISC. L.J. 501 (2009–2010).
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paid to shareholders. Furthermore, the Code requires REITs
to annually distribute at least 90 percent of taxable income to
shareholders. As a result of these two rules, REITs often dis-
tribute 100 percent of their taxable income to their sharehold-
ers, thereby relieving themselves of any tax liability at the en-
tity level.207 Data centers that operate under the REIT rules
can thus receive considerably better tax treatment than data
centers that do not.

Not all REIT-eligible data centers will elect to receive this
favorable tax treatment, however. The obligation to satisfy the
REIT requirements year after year may be onerous and busi-
ness owners may decide they want greater flexibility in the tim-
ing and amount of their distributions to shareholders. Further-
more, data centers that choose to make REIT elections may be
limited in pursuing business opportunities if it would affect
their REIT eligibility under the income and asset tests.208 That
does not mean, however, that REIT-eligible data centers and
data center REITs are different in terms of their business qual-
ities or characteristics. The decision to convert merely reflects
the individual decisions of a firm’s management.

When taxpayers have the ability to control their tax out-
comes, the results may be more random than principled, de-
pending on the specific calculations of each business.209 This
system in which similarly situated taxpayers receive different
tax treatment does not reflect the principle of equity.

2. Discussion: The Challenge of Assessing Equity for REITs

Given that equity dictates that a fair tax should not im-
pose different burdens on taxpayers in similar economic cir-
cumstances, in assessing a tax for equity it is necessary to deter-
mine what constitutes similar economic circumstances. For
REITs generally, the primary equity concerns relate to com-
parisons between (1) investors in REITs and wealthy individu-
als who independently invest in real estate, (2) REITs and

207. The Basics of REITs, REIT.COM, http://www.reit.com/investing/reit-
basics/reit-faqs/basics-reits (last visited Aug. 4, 2014).

208. As Martin Sullivan writes: “When businesses choose to convert to a
real estate investment trust, they put themselves in a real estate straitjacket.”
Martin A. Sullivan, The Economic Inefficiency of REIT Conversions, 144 TAX

NOTES 1229, 1229 (2014).
209. Winchester, supra note 206, at 530.
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other investment vehicles, and (3) REITs and other real estate
companies.

Lawmakers intended the REITs’ one-tier taxation at the
investor level to promote horizontal equity with wealthy inves-
tors, who can independently build diversified portfolios and
pay tax once on interest and dividends. Modestly-situated in-
vestors, however, must pool their capital and therefore would
incur a two-tier tax were it not for special pass-through provi-
sions.210 REITs, therefore, allow less wealthy individuals to in-
vest in real estate portfolios and receive the same tax treat-
ment that wealthier individuals receive on large real estate in-
vestments they can assemble singlehandedly. Lawmakers also
intended that REITs would promote equity between real estate
investments held by REITs and investments in stock and secur-
ities through regulated investment companies.211

There is a problem, however, with the equity-promotion
explanation for REITs: if REITs are supposed to promote eq-
uity between wealthy and modest investors, why limit the REIT
rules to passive investment activities?212 If wealthy investors can
use returns from factories and other active businesses in their
portfolios, the principle of equity suggests that investors in
REITs be permitted to do the same through the REIT entity.

There is also the argument that REITs promote inequity
with real estate companies that are fully taxable. In many re-
spects, REITs are now active business entities competing with
taxable corporations, contrary to the purposes of the original
REIT tax legislation from 1960.213 Perhaps it is inequitable
that REITs’ real estate income is not subject to corporate tax,
but other firms that collect real estate income will pay corpo-
rate tax on that income. This argument is particularly salient
to data center REIT elections. An equitable corporate tax
would apply uniformly to all similarly situated data centers, ir-
respective of whether a company makes an explicit election.

Whether REITs promote or detract from the principle of
tax equity depends on which actors one chooses to analyze—
modestly wealthy investors; REITs and other investment vehi-

210. Saul Levmore & Hideki Kanda, Taxes, Agency Costs, and the Price of
Incorporation, 77 VA. L. REV. 211, 245 (1991).

211. H.R. REP. NO. 86-2020, pt. 2, at 3 (1960).
212. Levmore et al., supra note 210, at 246.
213. Jesch, supra note 66; Einhorn, supra note 48.
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cles; or REITs and other real estate companies. In the case of
data center REITs and cloud storage, it is clear that data
center REITs receive different tax treatment from non-REIT
data centers. Therefore, REITs may indeed be inconsistent
with the principle of equity.

3. Response: Counterbalancing Inequity
Despite inconsistency with equity, the REIT rules contain

provisions that counterbalance their allowance for different
tax treatment of similar firms: the income earned at the entity
level must be distributed to investors in the year it is earned.
This requirement of immediate distribution prevents REITs
from controlling the timing of taxes. By contrast, ordinary C
corporations and their shareholders have more control over
the timing of their taxes because those firms can decide when
to make distributions to their owners. Thus, the imposition of
an additional entity level tax on C corporations is the price
they pay for autonomy over the decision of when to make dis-
tributions and thus the ability to decide when shareholders
will pay tax on corporate earnings.214 The inability to make
such decisions, coupled with the explicit asset and income re-
quirements, is a tradeoff for REITs’ preferential tax treat-
ment.215

In addition to the lack of control over timing of taxes,
data center REITs encounter challenges that non-REIT data
centers do not face, such as maintaining compliance with the
REIT income and asset tests. The process of making a REIT
conversion has also been very expensive for some data cen-
ters.216 Furthermore, as the above discussion demonstrates, it
is more challenging for data center REITs to offer significant
amounts of cloud storage or other innovative services. There-
fore, despite the favorable tax treatment they enjoy, data
center REITs experience offsetting drawbacks that non-REIT
data centers do not experience.

214. Levmore et al., supra note 210, at 245–47.
215. See Jesch, supra note 66, at 286.
216. Equinix Inc., a data center, spent $59 million for operating costs re-

lated to its REIT conversion from 2012 to 2014; see also Sullivan, supra note
208.
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B. Complexity and Inconsistency in the Internal Revenue Code

1. Concern: Complexity
Tax elections, including those for REITs, create complex-

ity in several ways. A tax system with multiple sets of rules re-
quires the government to fund and staff a large agency to in-
terpret rules and ensure taxpayers correctly apply them. From
the taxpayers’ perspective, complex tax rules lead individuals
and firms to divert time, resources, and efforts away from
other productive activities.217 Taxpayers must determine
whether they are eligible to make particular elections, which
likely entails time and money for research and professional ad-
vice from accountants and tax advisors. Taxpayers must also
calculate the benefits and burdens of making such elections.
This decision becomes especially complicated if an election
binds a taxpayer going forward and certain factors or condi-
tions are unknown for future years.218

Complexity distorts economic and business decision-mak-
ing, leading taxpayers to prefer certain activities to others due
to the tax attributes of those activities. Inefficiency and dead-
weight loss result when taxpayers reallocate resources to less-
productive activities that they would not otherwise prefer ab-
sent tax reasons.219 Efficient tax policy should alter taxpayers’
behavior as little as possible from what it would be absent a
particular tax provision.220 A high degree of complexity also

217. Complexity may also contribute to inequity because similarly situated
taxpayers may have different tax burdens only because they have unequal
resources and abilities to understand and manipulate the tax rules to de-
crease the amount of tax they owe.

218. For additional discussion, see Heather M. Field, Choosing Tax: Explicit
Elections as an Element of Design in the Federal Income Tax System, 47 HARV. J. ON

LEGIS. 21, 27 (2010).
219. For additional discussion, see Alan J. Auerbach & James R. Hines,

Taxation and Economic Efficiency (Nat’l Bureau of Econ. Research, Working
Paper No. 8181, 2001); see also Joel Slemrod & Shlomo Yitzhaki, The Costs of
Taxation and the Marginal Efficiency Cost of Funds, 43 IMF STAFF PAPERS 172,
178 (1996). A tax system is “efficient” if it does not distort the economic
decisions that taxpayers make; a tax system would be perfectly efficient if
taxpayers made the same decisions in the presence of a tax as they would in
its absence. STAFF OF THE J. COMM. ON TAX’N, A RECONSIDERATION OF TAX

EXPENDITURE ANALYSIS, at 53 (2008).
220. J. Clifton Fleming, Jr. & Robert J. Peroni, Can Tax Expenditure Analysis

be Divorced from a Normative Tax Base? A Critique of the “New Paradigm” and Its
Denouement, 30 VA. TAX REV. 135, 163 (2010–2011).
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affects the government’s ability to effectively oversee taxpay-
ers’ voluntary compliance.221 In sum, complexity is an impor-
tant consideration in evaluating the rules for REIT elections,
not only for data centers but also for all REITs.

2. Discussion: REITs and Measuring Complexity
The Joint Committee on Taxation’s Tax Expenditure

Analysis (TEA) provides a mechanism to identify features of
the tax system that cause taxpayers to engage in certain activi-
ties more than they would absent tax law.222 Generally, the
Committee identifies tax expenditures as reductions in in-
come tax liabilities resulting from special tax provisions that
provide tax benefits to particular taxpayers.223 TEA, however,
is unhelpful in evaluating entity-level taxation. The Committee
assumes that the current system in which some firms pay tax at
the entity level and others do not is “normal” without further
inquiry.224 Although in 2008 the Committee acknowledged
the rules for entity classification as an example of a Tax-
Induced Structural Distortion,225 it has not classified REITs as
tax expenditures because the tax benefits of REIT elections
are available to any entity that chooses to organize itself and
operate in the required manner.226 Furthermore, the Commit-

221. Id. at 176.
222. Id. at 164. Lawmakers generally use tax expenditure analysis to un-

derstand the budgetary effects of tax legislation, the actual size of govern-
ment, and the uses to which government resources are allocated.

223. THE JOINT COMMITTEE ON TAXATION, PUBLICATIONS ON TAX EXPENDI-

TURES, https://www.jct.gov/publications.html?func=select&id=5 (last visited
Aug. 4, 2014).

224. TEA treats “double corporate taxation as the norm, on the ground
that it was a merely structural feature of the U.S. system, when this was not
even consistent with neutral income taxation.” Daniel N. Shaviro, Rethinking
Tax Expenditures and Fiscal Language, 57 TAX L. REV. 187, 217 (2004).

225. In 2008, the Joint Committee on Taxation identified “Tax-Induced
Structural Distortions” as a new classification of tax expenditures within
TEA. The Committee defined Tax-Induced Structural Distortions as “insepa-
rable structural elements of the Code that materially affect economic deci-
sions in a manner that imposes substantial economic efficiency costs.” STAFF

OF THE J. COMM. ON TAX’N, ESTIMATES OF FEDERAL TAX EXPENDITURES FOR

FISCAL YEARS 2008–2012, at 8 (2008).
226. STAFF OF THE J. COMM. ON TAX’N, ESTIMATES OF FEDERAL TAX EXPENDI-

TURES FOR FISCAL YEARS 2012–2017, at 8 (2013); STAFF OF THE J. COMM. ON

TAX’N, ESTIMATES OF FEDERAL TAX EXPENDITURES FOR FISCAL YEARS

2008–2012, at 26–27, 42 (2008).
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tee abandoned analysis of Tax-Induced Structural Distortions
in subsequent reports.

Beyond TEA, there have been some efforts to measure the
cost of complexity from REITs in terms of revenue costs to the
U.S. Treasury and operating costs of REIT conversions.227

While the costs to companies can be quite high,228 some esti-
mate that expanding REIT conversions cause only $1 or $2 bil-
lion of corporate revenue losses.229 This is a blip in the overall
budget, and an even smaller blip for data center REITs.

3. Response: The Pervasiveness of Complexity Beyond REITs
REIT-eligible corporations are not the only firms that can

choose their tax treatment and thereby contribute to the tax
system’s complexity. Large companies are increasingly avoid-
ing corporate tax liability by organizing themselves as pass-
through entities.230 The use of REITs and their taxable subsidi-
aries is merely one type of “blocker” tax lawyers use to procure
a desired tax result that they could not otherwise get.231

Tax elections appear throughout the Code, most signifi-
cantly in the “check-the-box” regulations under § 7701, which
allow certain business entities to choose their classification,
and thus which set of rules apply to them for federal tax pur-
poses.232 This framework allows for very different treatment of
firms at the firms’ own election, affecting both the amount of
tax owed on a firm’s profits and the timing of when firms must
pay tax.233 Therefore, any criticism of the REIT rules on the
basis of complexity could be levied at the current corporate
tax rules more broadly.

REITs are merely one symptom of the United States’ com-
plicated business tax rules. Given the insignificance of REIT
conversions to the overall budget, Congress is unlikely to inter-

227. See, e.g., Sullivan, supra note 208; see also Martin A. Sullivan, The Reve-
nue Costs of Nontraditional REITs, 144 TAX NOTES 1103 (2014).

228. See, e.g., Sullivan, supra note 208.
229. See id.
230. THE WHITE HOUSE & DEP’T OF THE TREASURY, supra note 1, at 7.
231. Willard Taylor, “Blockers,” “Stoppers,” and the Entity Classification Rules,

64 TAX LAW. 1, 1 (2010).
232. “Per se” corporations, as defined in Treas. Reg. § 301.7701-2(b) (as

amended in 2012), are statutory corporations and are not allowed to choose
their classification.

233. Winchester, supra note 206, at 502.
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vene.234 As a result, REIT activity for fast-growing businesses
such as data centers will continue to expand.235 Until Congress
decides to reform the complexity that exists across the Code,
changing the rules for nontraditional REITs, such as data
center REITs, should not be paramount among other tax pol-
icy concerns.

C. Congressional Intent
1. Concern: The REIT Rules Contradict Original Congressional

Intent
Congress established REITs to make it easier for people to

invest in office buildings and shopping malls;236 lawmakers did
not envision nontraditional REITs such as data centers, pris-
ons, and casinos. Today’s REIT landscape does not reflect
what legislators originally intended when they passed the REIT
act. Indeed, it might confirm President Eisenhower’s pro-
phetic apprehension that active businesses (such as today’s
data centers offering cloud storage) would make REIT elec-
tions, despite the intention that REITs would be passive.237

2. Discussion: Understanding Congressional Intent
When lawmakers designed the original REIT legislation,

Congress wanted to facilitate capital for urban renewal and
provide a way for small investors to invest in real estate without
incurring double taxation.238 Therefore, if analyzed expan-

234. Sullivan, supra note 227, at 1107.
235. Id.
236. H.R. REP. NO. 86-2020 (1960); Gryta, supra note 32.
237. When President Eisenhower vetoed the original legislation that

would have created REITs in 1956, he recognized that REITs would allow
real estate companies, which were otherwise carrying on their activities as
fully taxable corporations, to avoid paying corporate tax. President Eisen-
hower also pointed out that the bill assumed a similarity between real estate
trusts and regulated investment companies despite important differences be-
tween the two, such as the fact that RICs generally derive income from secur-
ities of corporations which are fully subject to the corporate tax, whereas
conduit treatment for real estate trusts entirely removed corporate tax from
their operations. Einhorn, supra note 48, at 206.

238. The original lawmakers behind REITs expected a potential revenue
loss in return for the promotion of broader social and economic policy.
Evan Hudson, C-Corp to REIT: What’s Behind Today’s Conversion Trend?, CCIM
INSTITUTE (Nov.–Dec. 2013), http://www.ccim.com/cire-magazine/articles/
323316/2013/11/c-corp-reit.
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sively, REITs are another example of how the U.S. federal gov-
ernment has used tax incentives, rather than directly funded
public programs, to encourage the private sector to accom-
plish policy goals.

When Congress created the provisions for REITs,
lawmakers were aware of the potential revenue loss in return
for the promotion of broader social and economic policy.239

Therefore, it is possible to say that Congress intended REITs to
be an indirect subsidy for anything considered to be a critical
fixed asset.240 At the time of the original legislation, the criti-
cal assets were traditional real estate properties. Today, how-
ever, such critical fixed assets could include data centers, cell
phone towers, and renewable energy infrastructure.241 There-
fore, the IRS’s application of the definition of real property
and the subsequent growth of REITs to industries such as data
centers is a reflection of the legislative intent that REITs invest
in critical infrastructure.242

3. Response: REITs as Public Policy Tools
Perhaps Congress’s goals were not limited to raising capi-

tal for apartment buildings and other traditional real estate,
and the growth of REITs to other industries reflects the impact
of technological innovation and purposefully flexible stan-
dards of what qualifies as real property.243 Nevertheless, this
social policy explanation is weak for data centers and most
other private sector companies that do not offer public goods.
It is more plausible, however, for renewable energy companies
that want to take advantage of the REIT structure.244 Overall,
an evaluation of REITs based on consistency with congres-
sional intent depends not only on an interpretation of what

239. Id.
240. Id.
241. Id.
242. See id.
243. See id.
244. Renewable energy REITs have received considerable attention. See,

e.g., Felix Mormann & Dan Reicher, How to Make Renewable Energy Competitive,
N.Y. TIMES (June 1, 2012), http://www.nytimes.com/2012/06/02/opinion/
how-to-make-renewable-energy-competitive.html?pagewanted=all&_r=0; Fe-
lix Mormann & Dan Reicher, Invest but Reform: Smarter Finance for Cleaner En-
ergy, BROOKINGS (Nov. 13, 2012), http://www.brookings.edu/research/pa
pers/2012/11/13-clean-energy-investment.
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Congress intended, but also on a judgment of what constitutes
a critical asset warranting tax incentives for the private sector.
Data centers may not be such a critical asset.

CONCLUSION

As suggested by the discussion of proposed evaluative cri-
teria and the case study of a data center providing cloud stor-
age, the REIT rules may contribute to tax inequity, complexity,
and inconsistency with congressional intent. There are valid
responses to those policy concerns. Nevertheless, should
lawmakers seek to confront the policy issues surrounding
REITs for data centers and other industries, they will have to
go beyond addressing the definition of real property, as the
IRS did in recent proposed regulations.245 The discussion of
Cloud Acre’s cloud services and REIT compliance absent taxa-
ble REIT subsidiaries shows the importance of taxable REIT
subsidiaries and noncustomary services for data center REITs
and other REITs outside of traditional real estate industries.
An examination of the definition of real property is a start, but
it is insufficient alone. Lawmakers should reexamine taxable
REIT subsidiaries and the ways in which REITs provide tenants
services.246

245. Prop. Treas. Reg. § 1.856-10, 79 Fed. Reg. 27508 (May 9, 2014).
246. The 2014–2015 IRS Priority Guidance Plan identifies a need for addi-

tional guidance clarifying the definition of income in § 856(c)(3) for the
purposes of REIT qualification tests. DEP’T OF THE TREASURY, OFFICE OF TAX

POLICY & INTERNAL REVENUE SERVICE, 2014–2015 PRIORITY GUIDANCE PLAN

(Aug. 26, 2014), available at http://www.irs.gov/uac/Priority-Guidance-Plan.
Its authors have not, however, identified taxable REIT subsidiaries as a po-
tential focus.


