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Overview 

On May 13, 2015, the Texas Comptroller (“Comptroller”) released a memorandum announcing a new policy 
related to the Franchise Tax cost of goods sold (“COGS”) deduction for taxpayers that do not produce the goods 
they sell (i.e., taxpayers that contract out the manufacturing of their product).1  In the policy memorandum, the 
Comptroller stated: “regardless of whether the taxable entity is the producer of the good or not, that taxable 
entity may include in its COGs deduction research, experimental, engineering, and design activity costs . . . .”2  
In this Tax Alert we summarize the new Comptroller policy.  

Comptroller Policy 

Under Texas Tax Code (“TTC”) § 171.1012(c)(9), COGS “includes all direct costs of acquiring or producing 
goods, including costs attributable to research, experimental, engineering, and design activities directly related 
to the production of goods, including all research or experimental expenditures described by [Internal Revenue 
Code] Section 174.”  The Comptroller’s prior policy limited the COGS deduction for taxpayers that were not the 
producer of goods to costs involving acquisition, storage, handling, and other costs identified under Texas law.  
Accordingly, costs directly related to the production of goods that were typically allowed to a producer (e.g., 
research, experimental, engineering, and design activity costs) were not permitted as a COGS deduction for 
taxpayers that did not produce the goods they sold.  

As discussed in the Comptroller’s memorandum, the Comptroller has now determined that a taxable entity 
eligible for COGS may claim as COGS those research and experimental costs described by Internal Revenue 
Code § 174, regardless of whether the taxable entity is considered the producer of the goods.  The related 
Treasury Regulations define research and experimental costs as “expenditures incurred in connection with the 
taxpayor’s trade or business which represent research and development costs in the experimental or laboratory 
sense”3 and state that the costs typically include “all such costs incident to the development or improvement of a 
product.”4  Consequently, as stated by the Comptroller, a taxpayer that is not a producer may include in its 
COGS deduction research, engineering, and design activity costs, including research and experimental 
expenditures, for goods that it sells.  The Comptroller also stated this new policy is effective for all open periods 
within the statute of limitations and future periods.  

Considerations 

Taxpayers that do not produce the goods they sell and that have incurred, but failed to include, research, 
experimental, engineering, and design activities in their COGS calculation may wish to consider whether a 
refund claim should be filed based upon the Comptroller’s new policy. 

Contacts 

If you have questions regarding the Comptroller’s memorandum or pertaining to other Texas tax matters, please 
contact any of the following Deloitte Tax LLP professionals.  

Russell Brown 
Partner 
Deloitte Tax LLP, Dallas 
rubrown@deloitte.com 
(214) 840-7533 

Pamela Downs 
Partner  
Deloitte Tax LLP, Dallas 
pdowns@deloitte.com 
(214) 840-7572 

Andrew Robinson 
Partner 
Deloitte Tax LLP, Houston 
arobinson@deloitte.com 
(713) 982-2960 
 

                                                           
1 The Comptroller’s memorandum is available here.  Note that although the memorandum is dated Apr. 23, 2015, it was released by the 
Comptroller on May 13, 2015. 
2 Id. 
3 Treas. Reg. § 1.174-2(a)(1). 
4 Id. at §§ 1.174-2(a)(1)-(2). 
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The authors of this alert would like to acknowledge the contributions of Grace Taylor to the drafting process.  Grace is a Tax 
Consultant working in the Houston Multistate Tax Practice of Deloitte Tax LLP. 

This alert contains general information only and Deloitte is not, by means of this alert, rendering accounting, 
business, financial, investment, legal, tax, or other professional advice or services. This alert is not a substitute for 
such professional advice or services, nor should it be used as a basis for any decision or action that may affect 
your business. Before making any decision or taking any action that may affect your business, you should consult 
a qualified professional advisor. Deloitte shall not be responsible for any loss sustained by any person who relies 
on this alert. 
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