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Schedule C - Special Deductions.  Only corporations are allowed to remove 
the so-called “special deductions” from revenue.  Special deductions are 
reported on Schedule C to the federal Form 1120: 

 

 

These are the federal “dividends received” deductions found in Internal 
Revenue Code sections 243-246. They were enacted to prevent triple 
taxation of corporate income. 
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Consistency Requirements 
The margin tax statute contains several provisions which require consistency 
in reporting in order to prevent double deductions or inconsistencies in the 
tax calculations. 

COGS & Compensation Consistency.  Any amount that the rules exclude 
from revenue may not be included in the calculation of cost of goods sold or 
compensation.125 

Apportionment Consistency.  An item excluded from revenue may not be 
treated as either a Texas receipt or a receipt from everywhere in the 
apportionment factor.126 

                                                       
125   Texas Tax Code §171.1011(j). 
126   Comptroller Rule §3.591(d)(5) & (7). 
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Notes
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Chapter IV. Cost of Goods Sold Deduction 
We traditionally think of a margin as a business’s sales less its cost of goods 
sold.  This deduction is loosely based upon this traditional notion.  The 
purpose of the cost of goods sold deduction is to match revenue with the 
direct and indirect costs associated with acquiring and producing goods.  In 
general, we’re trying to determine when are costs capitalized and when are 
they deducted as incurred?  The federal income tax rules require most 
businesses to capitalize these costs to inventory and deduct them when it sells 
the goods.   

Capitalization Election. 
If an entity capitalizes cost of goods sold for federal tax purposes, the entity 
has the choice of either expensing the allowable margin tax cost of goods 
sold as they are incurred, or may capitalize the costs and deduct them when 
the goods are sold. 127 If an entity chooses to capitalize, it may only capitalize 
costs allowed by the margin tax statute that it also capitalized on its federal 
income tax return. 

Beginning Inventory for 2008 Reports.  For an entity’s first report due on 
or after January 1, 2008, it may include beginning inventory in its COGS 
calculation.  While the Comptroller’s rule provides that such beginning 
inventory could not be considered in the COGS calculation,128 she 
subsequently reversed her position and issued a policy statement providing 
that taxpayers who elect to capitalize allowable expenses would be allowed to 
use a beginning inventory.129  She stated she would amend Rule §3.588 
accordingly.130 

Change in Method. The statute allows taxpayers to switch accounting 
methods for inventory from year-to-year. The provisions for changing 
methods are somewhat ambiguous and may lead to lost deductions. 

                                                       
127   Texas Tax Code §171.1012. 
128   See Comptroller Rule §3.588(c)(2)(A). 
129   See Tax Policy News (Jan. 2008). 
130  Tax Policy News (Jan. 2008). 
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From Capitalized to Deduct as Incurred. If a taxpayer switches from the    
Capitalized Method to the Deduct as Incurred Method, no costs may be 
deducted if they were reported as ending inventory on a previous report, or if 
they were incurred before the beginning date of the accounting period on 
which the report is based. 

From Deduct as Incurred to Capitalized. If a taxpayer switches from the 
Deduct as Incurred Method to the Capitalized Method, no cost may be 
capitalized if it was expensed on a previous report.  

Is the entity eligible to deduct cost of goods sold? 
Not all entities qualify for the cost of goods sold deduction.  To be eligible 
an entity must own the goods it sells. 

Is the Entity the Owner?  For most entities, we make this determination by 
considering the facts and circumstances surrounding the entities’ 
relationship with respect to the goods.  The statute directs us to weigh the 
benefits and burdens of ownership that vest with the entity.131  While the 
statute doesn’t list the relevant factors, the courts have established them over 
the course of time:132  

                                                       
131  Texas Tax Code §171.1012(i). 
132  See, e.g., Leeson v. Houston, 243 S.W. 485 (Tex. App. – Houston 1922), See also First Heights Bank, 

FSB v. Gutierrez, 852 S.W.2d 596 (Tex.App.-Corpus Christi,1993) (stating that “[i]ncidents of 
ownership include: legal title; possession; exercising control and dominion over property; 
enjoyment of rents and revenues from property; having the risk of loss or potential for gain 
with respect to property; and making payments for maintenance, property taxes and 
insurance.”). 
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Benefits 
 Physical possession133 

 Legal title134 

 Control and dominion135 

 Use and enjoyment136 

 Potential for gain137 

 Right to sell the property138  

 Right to assign the property139 

 Right to receive rents, interest and other revenues140 

                                                       
133  See id.  See also Eastex Aviation, Inc. v. Sperry and Huchinson Co., 522 F.2d 1299, 1305 (5th Cir. 

1975) (stating that “dominion”, which “implies both title and possession is “perfect control in 
the right of ownership.”). 

134  See id. 
135  See First Heights Bank, FSB v. Gutierrez, 852 S.W.2d 596 (Tex.App.-Corpus Christi,1993) (stating 

that “[i]ncidents of ownership include: legal title; possession; exercising control and dominion 
over property; enjoyment of rents and revenues from property; having the risk of loss or 
potential for gain with respect to property; and making payments for maintenance, property 
taxes and insurance.”). 

136  See, e.g., Rusk v. Rusk, 5 S.W.3d 299 (Tex.App.-Houston [14 Dist.],1999)(stating that  
“Ownership and possession of property also extends to the use and enjoyment of that 
property.”). 

137  See First Heights Bank, FSB v. Gutierrez, 852 S.W.2d 596 (Tex.App.-Corpus Christi,1993) (stating 
that “[i]ncidents of ownership include: legal title; possession; exercising control and dominion 
over property; enjoyment of rents and revenues from property; having the risk of loss or 
potential for gain with respect to property; and making payments for maintenance, property 
taxes and insurance.”). 

138  See id. 
139  See, e.g., Seymour v. American Engine & Grinding Co., Not Reported in S.W.2d, 1996 WL 428776 

(Tex.App.-Hous. (14 Dist.), 1996)(identifying the authority to assign the policy as one of the 
incidents of ownership of an insurance policy). 

140  See, e.g., Webb’s Fabulous Pharmacies, Inc. v. Beckwith, 449 U.S> 155 (1980) (stating that “the 
earnings of a fund are incidents of ownership of the fund itself and are property just as the fund 
itself is property.”).  See also First Heights Bank, FSB v. Gutierrez, 852 S.W.2d 596 (Tex.App.-
Corpus Christi,1993) (stating that “[i]ncidents of ownership include: legal title; possession; 
exercising control and dominion over property; enjoyment of rents and revenues from property; 
having the risk of loss or potential for gain with respect to property; and making payments for 
maintenance, property taxes and insurance.”).  
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Burdens 
 Depreciation, depletion, decline in value141 

 Who bears risk of obsolescence142  

 Who bears risk of loss143 

 Who pays for insurance144 

 Who pays the taxes145 

 Who pays for maintenance costs146 

 Who bears financial risk147  

General Contractors.  Many developers hire general contractors to erect 
buildings and improvements.  General contractors may treat their own 
material and labor purchases as cost of goods sold.148  A general contractor is 
the “owner” of the installation labor and materials even if the developer 
holds title to the real property. 

                                                       
141   See, e.g. A. Duda & Sons, Inc. v. U. S., 560 F.2d 669 (5th Cir.. 1977) (stating that “the owner of 

mineral deposits, whether freehold or leasehold, shall within the limitations prescribed, secure 
through an aggregate of annual depletion and depreciation deductions the return of either (a) 
his capital invested in the property, or (b) the value of his property on the basic date, plus 
subsequent allowable capital additions ... .”). 

142    cf. U.S. v. Cocke, 399 F.2d 433 (5th Cir. 1968) (discussing the various factors in whether a 
taxpayer is entitled to depreciate property, including ownership and economic interests). 

143   See, e.g., Eastex Aviation, Inc. v. Sperry and Huchinson Co., 522 F.2d 1299, 1305 (5th Cir. 1975) 
(considering “risk of loss” as another element of ownership.).   See also First Heights Bank, FSB 
v. Gutierrez, 852 S.W.2d 596 (Tex.App.-Corpus Christi,1993) (stating that “[i]ncidents of 
ownership include: legal title; possession; exercising control and dominion over property; 
enjoyment of rents and revenues from property; having the risk of loss or potential for gain 
with respect to property; and making payments for maintenance, property taxes and 
insurance.”). 

144   See First Heights Bank, FSB v. Gutierrez, 852 S.W.2d 596 (Tex.App.-Corpus Christi,1993) 
(stating that “[i]ncidents of ownership include: legal title; possession; exercising control and 
dominion over property; enjoyment of rents and revenues from property; having the risk of 
loss or potential for gain with respect to property; and making payments for maintenance, 
property taxes and insurance.”). 

145   See id. 
146   See id. 
147   See id. 
148    Texas Tax Code §171.1012(i). 
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Payments a general contractor makes to its subcontractors are excluded from 
both revenues and cost of goods sold.149   

Federal Government Contracts.  As a general rule, businesses retain title 
and risk of loss of goods in production until the project is complete and the 
customer receives the goods.  However, under most federal contracts, 
businesses furnishing goods to the federal government transfer ownership 
before they complete the work.  Under the general ownership rules, federal 
government contractors would not “own” the goods and would thus be 
ineligible to deduct the related costs. 

In order to remedy this disparity, the statute treats federal government 
contractors as owners of the goods manufactured or acquired.150  This 
treatment extends to subcontractors working on the project.151  The rule 
applies even if the applicable Federal Acquisition Regulation requires title or 
risk of loss to transfer to the federal government before manufacturing or 
production is complete.152   

Oil & Gas Drillers.  By policy, the Comptroller’s office treats oil & gas 
drilling companies as eligible for the COGS deduction.153 

Does the entity sell goods? 
Goods are “real or tangible personal property sold in the ordinary course of 
business of a taxable entity.”154  An entity must sell goods in order to deduct 
cost of goods sold. 

Tangible Personal Property.  Tangible personal property is “personal 
property that can be seen weighed, measured, felt, or touched or that is 
perceptible to the senses in any other manner.”   

                                                       
149  The margin tax provides that taxable entities may exclude certain flow-through funds from 

revenue.  Eligible flow-through funds include “subcontracting payments handled by the taxable 
entity to provide services, labor, or materials in connection with the actual or proposed design, 
construction, remodeling, or repair of improvements on real property or the location of the 
boundaries of real property.”  See Texas Tax Code §171.1011(g). 

150   Texas Tax Code §171.1012(i). 

151   Id. 
152   Texas Tax Code §171.1012(i). 

153   See Comptroller FAQs for COGS, Question and Answer No. 17 (April 16, 2008). 
154   Texas Tax Code §171.1012(a)(1). 
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Animals, Crops and Timber.  Animals, crops and timber are “goods” for 
purposes of excluding compensation paid to undocumented workers.155 

Media.  Tangible personal property includes films, sound recordings, 
videotapes, books and other media intended to be mass-distributed in a form 
that will not be substantially altered.  Live and prerecorded television and 
radio programs qualify as goods.156 

Computer Programs.  Tangible personal property also includes computer 
programs, as defined in the sales tax law.  A computer program is “a series of 
instructions that are coded for acceptance or use by a computer system and 
that are designed to permit the computer system to process data and provide 
results and information.  The series of instructions may be contained in or 
on magnetic tapes, punched cards, printed instructions, or other tangible or 
electronic media.”157 

Real Property.  The statute includes “real property” in the definition of 
“goods” but doesn’t define it.  Black’s Law Dictionary defines “real property” 
as “land and anything growing on, attached to, or erected on it, excluding 
anything that may be severed without injury to the land. …”158   

Not “Goods” 
Intangible Property.  Intangible items are not “goods.”159  Intangible 
property includes trademarks, patents, accounts receivable, contract rights, 
stocks & bonds, partnership interests, and so forth. 

Services.  Services are not “goods.”160  Therefore, service providers are 
ineligible to deduct the costs they incur in providing their services. 

                                                       
155   Texas Tax Code §171.1012(e)(14)(B). 
156   Texas Tax Code §171.1012. 
157   Texas Tax Code §151.0031. 
158   Black’s Law Dictionary, 8th Ed., West Group (2004), page 1254. 
159   Texas Tax Code §171.1012(a)(3)(B). 
160   Texas Tax Code §171.1012(a)(3)(B). 
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If the Entity is Eligible, What is the Amount? 
In general, the entity includes the following in cost of goods sold: 

— All direct costs of acquiring or producing the goods; 

— Indirect or administrative costs allocable to acquiring or 
producing the goods; and 

— Certain other indirect costs. 

Direct Costs.  Direct costs include the costs of acquiring, producing and 
processing goods.  They also include certain other costs that one wouldn’t 
usually consider direct acquisition and production costs, such as geological 
and geophysical costs, and research and development costs.161 

Acquisition Costs 

 Inbound Transportation Costs.  These are costs attributable to freight 
and other inbound delivery of items such as goods, component parts, and 
raw materials. 

 Electricity Acquisition.  This is the cost of acquiring electricity sold.   

 Component Materials.  These are costs for materials that are an integral 
part of the goods produced.   

 Consumed Materials. These are materials consumed in the ordinary 
course of performing production activities.  Production activities include 
construction, installation, manufacturing, development, mining, 
extraction, improvement, raising or growth.  Mining and extraction 
pertain to natural resources.  Raising and growth pertain to agricultural 
activities. 

Production Costs 

 Labor Costs.  The statute does not define direct labor costs.  However, we 
believe its reasonable to interpret this provision to include payments for 
wages, salaries and contract labor incurred in direct relation to producing 
goods (e.g. manufacturing workers) and even acquiring goods (e.g. 
purchasing staff).   

 Electricity Production.  This is the cost to produce electricity sold.   

                                                       
161   Texas Tax Code §171.1012(c). 
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Inventory Processing Costs 

 Storage Costs.  This includes costs of carrying, storing or warehousing 
property.  The Comptroller has issued a policy statement stating the cost 
of a store stocker’s salary is includible as a component of COGS.162 

 Handling Costs.  This includes costs attributable to processing, 
assembling and repackaging goods. 

Facilities and Equipment Costs 

 Depreciation, Depletion and Amortization.  Taxpayers may deduct 
these costs to the extent they’re associated with and necessary for 
producing goods.  This includes IRC § 197 recovery costs of goodwill and 
certain other intangibles.163  

 Rental Expenses.  This includes costs of renting or leasing equipment, 
facilities or real property directly used for the production of goods.   

 Repair and Maintenance.  This includes the costs of repairing and 
maintaining equipment, facilities or real property used directly for the 
production of the goods.   

Other Costs 

 Research & Development.  These are costs attributable to research, 
experimental, engineering and design activities directly related to the 
production of the goods.  This includes all research or experimental 
expenditures described by IRC § 174.164  IRC § 174 applies to research 
or experimental expenditures which are paid or incurred by a taxpayer 
during the taxable year in connection with a trade or business.   

 G&G Costs.  This includes geological and geophysical costs incurred to 
identify and locate property that has the potential to produce minerals.  
The margin tax likely allows G&G costs in cost of goods sold in order to 
promote the exploration of new energy sources. 

 Pollution Control, Intangible Drilling and Dry Holes.  The statute 
includes pollution control equipment and intangible drilling and 
equipment rental associated with dry hole costs in the “cost of renting or 

                                                       
162   See Comptroller FAQs for COGS, Question and Answer No. 9 (April 16, 2008). 
163   Texas Tax Code §171.1012(c)(6). 
164   Texas Tax Code §171.1012(c)(9). 
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leasing equipment, facilities, or real property directly used for the 
production of the goods.”165  It also includes repairs and maintenance 
of pollution control devices in cost of goods sold.166 

 Transaction Taxes.  These are taxes paid in relation to acquiring or 
producing any material, or taxes paid in relation to services that are a 
direct cost of production.  (e.g., sales and use tax, excise tax, or property 
tax on inventory)   

Indirect Costs.  Taxable entities may subtract indirect or administrative 
overhead costs as costs of goods sold. The indirect costs must be allocable to 
the acquisition or production of goods.  This includes all mixed service costs: 

 Security Services.  This may include fees paid for security services to 
guard a facility where goods are being produced or stored in inventory. 

 Legal Services.  This may include fees a manufacturing plant incurs for 
legal services in connection with environmental cleanup litigation.  

 Data Processing Services.  This may include fees incurred for data 
processing services for inventory maintenance and the allocable portion 
of accounts payable and payroll processing. 

 Accounting Services.  This may include the cost of accounting services 
related to manufacturing or inventory operations, such as cost 
accounting, accounts payable, disbursements and payroll. 

 Personnel Operations.  This may include the allocable costs of 
recruiting, hiring, relocating, assigning and maintaining employee 
personnel records for employees involved in manufacturing or inventory 
operations. 

 General Financial Planning Costs.  This may include financial planning 
costs incurred in connection with planning for manufacturing or 
inventory operations. 

 General Financial Management Costs.  This may include financial 
management costs incurred in connection with cost accounting for 
manufacturing or inventory operations. 

4% Limitation.    The indirect costs may not exceed four percent (4%) of the 
taxable entity’s total indirect or administrative overhead costs, including all 

                                                       
165   Texas Tax Code §171.1012(c)(7). 
166   Texas Tax Code §171.1012(c)(8). 
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mixed service costs.  The wording of the statute creates several issues, as the 
following example illustrates: 

Q.  Does the 4% limitation include the costs excluded under 
Texas Tax Code § 171.1012(e), such as interest, selling costs, 
advertising?  By Rule, the Comptroller says no:  if a cost is 
excluded from the COGS deduction it may not be included in 
the overhead base against which the 4% limit is applied.167 

Q.  Does a combined group calculate the 4% limitation on a 
separate company basis or on a combined basis? 

Other Costs.  The margin tax also allows entities to include other costs in 
cost of goods sold if they are incurred in relation to the taxable entity’s 
goods:168 

Production Costs 

 Utilities.  This likely includes electricity, gas, water and other utilities.  
The Tax Code doesn’t specify how to determine if utilities are “directly 
used in the production of goods.”  However, the sales tax rules for 
manufacturers purchasing tax-exempt electricity may provide guidance.   

 Quality Control.  This includes the costs of replacing defective 
components pursuant to standard warranty policies, costs of inspections 
directly allocable to the production of goods, and costs of repairing and 
maintaining goods held for sale.169  

Costs Incurred Outside Production 

 Pre-Production Direct Costs.  If property is held for future production, 
preproduction direct costs are includible in cost of goods sold to the 
extent they’re allocable to the property.  This includes the cost of 
purchasing the goods, storing the goods and handling the goods. 

 Post-Production Direct Costs.  This includes storage, handling and other 
direct post-production costs allocable to the property. 

                                                       
167  Comptroller Rule §3.588(f)(2). 
168 Texas Tax Code §171.1012(d). 
169   Texas Tax Code §171.1012(d)(9). 
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Cost of Waste 

 Spoilage and Abandonment.  This includes costs of rework labor, 
reclamation and scrap. 

 Deterioration.  This includes diminution of quality, character or value of 
the goods held in inventory. 

 Obsolescence.  This is the cost of declining usefulness of goods held in 
inventory because they have become outmoded or outdated. 

Administrative Costs 

 Facilities Insurance.  Cost of goods sold includes the cost of insurance 
on a plant or facility, machinery, equipment or materials used in the 
production of the goods. 

 Inventory Insurance.  We also include the cost of insurance on produced 
goods held in inventory.   

 Licensing and Franchise Costs.  These are costs and fees incurred in 
securing the contractual right to use a trademark, corporate plan, 
manufacturing procedure, special recipe or similar right directly 
associated with the goods produced.  (e.g., the license and secret recipe to 
produce Coca-Cola®) 

What Costs are Not Included? 
The margin tax appears to exclude most pre-production, post-production and 
non-production costs.  However, there are several inconsistencies in the 
statute.  The following items are specifically excluded from cost of goods sold 
for purposes of calculating the Texas margin tax: 

 Pre-Production Costs 

 Bidding Costs.  Costs incurred in the solicitation of contracts are not 
deductible.  This is true regardless of whether the contracts are ultimately 
awarded to the taxable entity. 

Post-Production Costs 

 Selling Costs.  Marketing, employee sales commissions, and other costs of 
selling goods (including employee expenses incurred in connection with 
sales of goods) are not deductible. 
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 Advertising Costs.  Costs incurred to attract public attention to a 
product or business are not deductible. 

 Distribution Costs.  Outbound transportation costs and other 
distribution costs are not deductible.  The labor of the wait staff of a 
restaurant is not a component of COGS.170 

 Rehandling Costs.  Costs associated with restocking returned items and 
preparing them for sale are not deductible.   

Non-Production Costs 

 Non-Production Rental Costs.  Costs of renting or leasing equipment, 
facilities or real property are not deductible if they are not used for the 
production of goods. 

 Idle Facility Expenses.  Expenses incurred due to maintenance 
shutdowns or other idle facility time are not includible in cost of goods 
sold. 

 Strike Expenses.  Costs associated with hiring employees to replace 
striking personnel are not includible in cost of goods sold.  However, the 
wages of replacement personnel, the costs of security and the legal fees 
associated with settling strikes are includible if they can be allocated to 
the goods being produced.   

Administrative Costs 

 Interest.  Interest on debt incurred or continued during the production 
period to finance the production of goods is not deductible.   

 Exception.  Lending institutions that offer loans to the public may                                                         
include interest expense in cost of goods sold. 

 Income Taxes.  Local, state, federal, and foreign income taxes are not 
includible in cost of goods sold.  This includes franchise taxes a taxable 
entity pays based on its income. 

Officers’ Compensation.  Payments to persons to manage or direct the daily 
operations of a business are not deductible as cost of goods sold. 

Government Facilities.  The costs of operating certain federal government 
facilities are not includible in cost of goods sold. 

                                                       
170   See Comptroller FAQs for COGS, Question and Answer No. 10 (April 16, 2008). 
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Undocumented Workers.  Compensation paid to undocumented workers 
to produce goods is not includible in cost of goods sold.  Undocumented 
workers are persons who are not lawfully entitled to be present and 
employed in the United States. 

Special Industry Provisions 
Lending Institutions.  A lending institution that elects to deduct cost of 
goods sold may include interest expense in its computation of cost of goods. 

Rental Companies.  In general, rental companies are unable to deduct cost 
of goods sold.  For sales tax purposes, a rental of tangible personal property is 
included in the definition of a taxable sale.  However, the margin tax treats 
rental companies as having no “inventory.”  This may be harsh because 
rental companies don’t incur significant compensation expense.  They spend 
most of their money buying the equipment they lease. 

There is a limited exception for taxable entities that rent or lease certain 
types of vehicles or equipment.  These entities may include in cost of goods 
sold the expenses incurred in connection with the vehicles or equipment.  
The following types of rental companies qualify for this exception: 

 Motor vehicle rental or leasing companies that remit motor vehicle gross 
rental receipts tax. 

 Heavy construction equipment rental or leasing companies. 

 Railcar rolling stock rental or leasing companies. 

For further discussion of the effects of the margin tax on various entities see 
Chapter VI – Industry Tax Preferences. 

Annual Election 
Businesses may choose to deduct either cost of goods sold, compensation or 
the alternate deduction (30% of revenue).  It’s a year by year choice.  A 
business is not bound in later years by earlier choices.  As a result, each year a 
taxable entity will calculate all three deductions and choose the largest. 

Due Date.  The franchise tax statute requires that taxable entities make the 
election of whether to deduct compensation or cost of goods sold by the due 
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date of the annual report and once made it cannot be changed.171  The 
Comptroller has issued a policy statement modifying this requirement to 
state that the election must be made by the due date, the extended due date 
or the date the report is filed, whichever is latest.172 

                                                       
171   Texas Tax Code §171.101. 
172   See Comptroller FAQs for COGS, Question and Answer No. 11 (April 16, 2008) 
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Chapter V. Determining Compensation 
The compensation deduction consists of two elements.173 They are: 

 The “wages and cash compensation” paid to certain individuals.174 This 
amount also includes net distributive income paid to partners or owners, 
and stock awards and stock options deducted for federal income tax 
purposes. This amount is capped to a maximum of $300,000 of wages 
and cash compensation per individual. 

 The cost of all “benefits” provided to certain individuals.175 This amount 
is uncapped.  

Compensated Individuals 
The statute allows deductions for the wages and cash compensation and 
benefits only when they are paid to certain classes of individuals:  

 Employees 

 Officers 

 Owners 

 Partners 

 Directors 

Temporary Workers and Leased Employees – Deductible. Oftentimes, 
companies choose to hire temporary workers or use a staff leasing company 
in order to reduce the administrative burden of keeping up with payroll and 
personnel administrative duties. Temporary workers are the employees of the 
temporary agency. Legally, a leased worker is the employee of the staff leasing 
company, not the client company. 

Normally, a company would not receive the compensation deduction for a 
temporary worker or a leased worker, because they are not the “employee” of 
the company computing the margin tax. However, in both cases, the statute 
takes the true relationship into consideration, and allows the client company 
to deduct payments made to the staff leasing company for wages and cash 
compensation and benefits as if the workers were actually employees of the 

                                                       
173   Comptroller Rule §3.589(c). 
174   Texas Tax Code §171.1013(b)(1). 
175   Texas Tax Code §171.1013(b)(2). 
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company.176 However, the client company may not deduct any other 
amounts paid to the temporary agency or the staff leasing company.177 A 
Comptroller Rule explicitly states that a client company cannot deduct any 
administrative fee or “other costs” that it was charged.178  

The Staff Leasing Services Company Report. The Staff Leasing Services 
Company Report (Form 05-176), available on the Comptroller’s website and 
is also reproduced below.  The staff leasing company or the temporary 
staffing agency completes the form, not the client-taxpayer. The taxpayer, 
however, must request the form from the staff leasing company, and also 
provide the beginning and ending dates of its accounting period. Once the 
staff leasing company receives the request, it should respond by February 28 
or the thirtieth day from the date of the request, whichever is later. However, 
there is currently no statutory or regulatory penalty for a staff leasing 
company that ignores these deadlines, or simply chooses not to issue the 
form at all. 

For each assigned employee, the Staff Leasing Company must report two 
amounts: 179 

1. The amount the staff leasing company paid the assigned employee in 
wages and cash compensation, as defined by the margin tax statute, 
without regard to the $300,000 cap. This amount will be used by the 
client company to compute the wages and cash compensation portion 
of the compensation deduction. 

2. The amount the client company paid the staff leasing company for 
the assigned employee. This amount will include wages, the 
employer’s share of employment taxes, benefits (whether or not 
deductible for federal income tax purposes), and the administrative 
fee. This amount will not be used by the client company to compute 
its compensation deduction. This amount might be used to calculate 
the cost of goods sold deduction, if the assigned employee is to be 
included as direct labor or in the indirect cost pool. 

                                                       
176  Texas Tax Code §171.1013(e). 
177  Texas Tax Code §171.1013(e)(2) & (3). 
178  Comptroller Rule §3.589(f)(3). 
179  Form 05-176 and Instructions (rev. January 2008). 
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Additionally, the staff leasing company should report a single amount equal 
to the total amount the client company paid for benefits that the staff leasing 
company paid to the assigned employees, as long as the benefits are 
deductible for federal income tax purposes. This amount will be used by the 
client company to compute the benefits portion of the compensation 
deduction.180 

                                                       
180 Id. 



Page 72 Texas Margin Tax 
 

 

 



Texas Margin Tax   Page 73 
 

 

Management Companies – Deductible. Some companies hire management 
companies to manage a portion of their trade or business. If the management 
company qualifies, then the managed company (client) is permitted to 
deduct the payments it makes to the management company for wages and 
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cash compensation paid to the management company’s employees as though 
the client had paid the amounts directly to the management company’s 
employees. This provision is based upon Texas’s law of principal / agent. 
The management company acts as the agent for its client, the principal.  

Qualifications as “Management Company.” To qualify as a management 
company, an entity must: 

1. Be organized as a state law corporation, limited liability company, or 
other limited liability entity, and; 

2. Conduct all or part of the active trade or business of a managed entity 
in exchange for: 

a. a management fee; and 

b. reimbursement of specified costs incurred in the conduct of 

the active trade or business of the managed entity.181 

In many cases, a management company will be affiliated with a managed 
company, and also be in the same unitary business. Therefore, you should 
anticipate that related management companies and managed companies may 
be required to report as a combined group. In this case, the payments 
between the entities will be eliminated. However, if the companies are 
unaffiliated or not in the same unitary business, this section of the statute 
may allow the managed company additional deductions.  

 Note:   Another issue regarding the definition of management company is 
whether the Comptroller will, in certain circumstances, prevent taxpayers 
from deducting reimbursed wages and compensation because the 
management company does not conduct “all or part of the active trade or 

business” of the managed company.182 The Comptroller’s Office was asked 
to clarify this portion of the definition of a management company, but it 
refused to do so, stating that what an “active trade or business” is must be 

determined on a case by case basis.183  

                                                       
181 Texas Tax Code §171.0001(11). 
182 Texas Tax Code §171.0001(11). 
183 32 TexReg 10038. 
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Wages and Cash Compensation 
The deduction for “wages and cash compensation” paid to a qualified 
individual is a sum of the individual’s Medicare wages and tips reported on 
the Form W-2, net distributive income, and the value of stock awards and 
stock options. This deduction is capped at $300,000 per individual. No 
deduction can be taken for wages and cash compensation paid to 
undocumented workers. 

Wages and Tips. The starting point to determine wages and cash 
compensation is the company’s Federal Forms W-2: 

 

The base amount of wages and cash compensation for each employee is 
Box 5, “Medicare Wages and Tips.”184 Generally, the types of compensation 
included will be the same as the amount of wages, tips, and other 
compensation reported in Box 1.185 

 Net Distributive Income. The margin tax has made allowances for service 
businesses such as law firms and accounting firms that compensate their 

                                                       
184   Texas Tax Code §171.1013(a). 
185   In a few unusual situations, the type of wages subject to Medicare tax can differ from the  

amount subject to income tax withholding. For a helpful chart of these differences, see Section 
15 of IRS Circular E, “Employer’s Tax Guide.” 
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partner-employees in whole or in part through partnership distributions. 
Therefore, “Wages and Cash Compensation” also includes net distributive 
income if the income meets two requirements: 

First, the direct recipient of the income must be a natural person, which is 
defined as a human being or the estate of a human being—not a purely legal 
entity, like a corporation, LLC, partnership or trust.186 

Second, net distributive income is only includable as wages and cash 
compensation for three types of entities, depending on their federal tax 
classification: 

1. Taxable entities treated as partnerships for federal income tax 
purposes;187  

2. LLCs and corporations treated as S corporations for federal income 
tax purposes, and188  

3. LLCs electing to be treated as sole proprietorships for federal income 
tax purposes.189 

Example 1 

A large limited partnership elects to sell its common units on a 
public exchange and therefore elects to be treated as a 
corporation for federal tax purposes. It will not be allowed to 
include any net distributive income in wages and cash 
compensation because it is not treated as a partnership, S 
corporation, or sole proprietorship for federal tax purposes. 

Example 2 

Four CPAs form a limited liability partnership that is treated 
as a partnership for federal tax purposes. Each CPA directly 
owns his or her LLP interest. Subject to the $300,000 per 
person cap, the LLP’s entire net distributive income is 
includable in wages and cash compensation. 

                                                       
186   Comptroller Rule §3.589(b)(4). 
187  Texas Tax Code §171.1013(a)(1). 
188  Texas Tax Code §171.1013(a)(2). 
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Definition.  The Comptroller’s Rule defines net distributive income as the 
“net amount of income, gain, deduction, or loss relating to a pass-through 
entity or disregarded entity reportable to the owners for the tax year of the 
entity.”190 The Comptroller has informally stated that net distributive income 
per individual arises from the following items on the K-1 for a partnership or 
an S corporation191: 

Add: 

 Ordinary business income (loss) 

 Net rental real estate income (loss) 

 Other net rental income (loss) 

 Guaranteed payments (partnerships only) 

 Interest income 

 Ordinary dividends 

 Royalties 

 Net short-term capital gain (loss) 

 Net long-term capital gain (loss) 

 Net section 1231 gain (loss) 

 Other income (loss) 

Subtract:  

 Section 179 deduction 

 Other deductions 

 Foreign transactions, Code L -total foreign taxes paid 

                                                                                                                                                    
189  Texas Tax Code §171.1013(a)(4). 
190   Comptroller Rule §3.589(b)(5). 
191    See Comptroller FAQs for Compensation, Question and Answer No. 10 ( April 23, 2008). 
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 Note. Since partners cannot be employees of their own partnership,192 a 
taxable entity should have no W-2 compensation paid to a partner included 
in the wages and cash compensation calculation. 

Stock Awards and Stock Options. Wages and cash compensation also 
includes stock awards and stock options given to employees, directors, or 
owners, but only if they were deducted for federal income tax purposes. This 
will generally include nonstatutory compensatory options. However, the 
compensation from employer-provided nonstatutory stock options has likely 
already been included in Box 5 of from W-2,193and cannot be included in 
wages and cash compensation twice.194  

The Compensation Cap. For margin tax due in 2008 and 2009, a taxable 
entity may not include more than $300,000 for any person for wages and 

                                                       
192   Rev. Rul. 69-184. 
193    IRS Publication 525, “Taxable and Nontaxable Income.” 
194   Comptroller Rule §3.589(b)(9)(C). 
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cash compensation.195 For reports due after January 1, 2010, and every even 
year after 2010, the cap amount will be adjusted by formula for inflation.196 

The Combined Group Cap.  The $300,000 per-person cap on wages and 
cash compensation applies to the combined group as a whole, and not 
individual taxable entities within the combined group.197 In other words, a 
combined group cannot avoid the $300,000 per person cap by paying an 
individual over $300,000 from multiple members of the combined group. 

Wages Paid to Undocumented Workers. A taxable entity may not include 
wages or cash compensation paid to an “undocumented worker.” An 
“undocumented worker” is defined by the statute as a person who is not 
lawfully entitled to be present and employed in the United States.198 

 However, benefits provided to undocumented workers appear to remain 
deductible. This may be an oversight which the Legislature will eventually fix, 
or it may have been intentional. 

Wages Paid for the Operation of Facility located on Federal Land. A 
taxable entity also cannot deduct wages or cash compensation paid to an 
employee whose primary employment is directly associated with the 
operation of a facility that is located on property owned or leased by the 
federal government and managed or operated primarily to house members of 
the armed forces of the United States.199 

Benefits 
In addition to wages and cash compensation, the statute also allows an entity 
to deduct “benefits” as compensation. Benefits are entirely separate from the 
wages and cash compensation calculation (and therefore do not fall under 
the $300,000 cap) but still must be provided to one of the eligible classes: 
officers, directors, owners, partners, or employees.200 

                                                       
195   Texas Tax Code §171.1013(c). 
196   Texas Tax Code §171.006(b). 
197   Texas Tax Code §171.1013(c). 
198   Texas Tax Code §171.1013(c-1); Comptroller Rule §3.589(b)(8). 
199  Texas Tax Code §171.1013(h). 
200   Texas Tax Code §171.1013(b)(2). 
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Benefits Undefined? Neither the statute nor the Comptroller’s Rules define 
“benefit.” The Comptroller has interpreted that the statute lists three 
requirements for a benefit to be deductible: 

1. The entity can only deduct benefits to the extent they are deductible    
for federal income tax purposes; 

2. The benefits must actually be provided by the taxable entity; and 

3. The amount deducted must actually “benefit” the recipient.201 

Although the statute doesn’t define benefits, it does list four items that 
should be considered as benefits, as long as they are deductible for federal 
income tax purposes:  

 Worker’s compensation benefits 

 Health care 

 Employer contributions made to employee’s health savings accounts 

 Retirement 

The statute does not appear to limit “benefits” to only these items. 

The Comptroller states that certain items are not benefits:202 

 Amounts included in the definition of wages and cash compensation. 

 Discounts offered to an eligible class, but not available to other customers 
(i.e., an employee discount). 

 Payroll taxes, including payments to state and federal unemployment 
compensation funds, and FICA payments. 

 Working condition amounts provided so employees can perform their 
jobs.  This category explicitly includes but is not limited to: 

— An employee’s use of a company car for business 

— Job-related education provided to an employee 

— Travel reimbursement 

                                                       
201   32 TexReg 10038; Comptroller Rule §3.589(e). 
202   Comptroller Rule §3.589(e)(2). 
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Health Care Benefits Bonus.   To encourage businesses to provide health 
benefits to their workers, the Legislature created a health care benefits bonus 
compensation deduction. Only certain qualifying small employers are 
permitted to take the bonus deduction. 

In the first twelve-month accounting period that the entity meets the 
following requirements, the entity can take the bonus deduction: 203 

 Small Employer. The entity must be a “small employer.”  The statute 
references the Insurance Code to define “small employer.” A small 
employer is an entity that employs an average of at least two but not more 
than 50 eligible employees on business days during the preceding 
calendar year. A partnership is considered the employer of a partner. 

 All Employees Covered. Health care benefits must be provided to all 
employees. No bonus deduction is available if only some employee classes 
get benefits.  

 No Previous Benefits. In the calendar year previous to the beginning 
date of the reporting period in which the deduction is taken, no health 
care benefits can be provided to any employees. 

 Subject to the Margin Tax. The entity must be subject to the margin tax. 

Amount of the Bonus. For the first twelve-month accounting period that the 
entity meets the four requirements, the entity can multiply the amount of 
health care benefits provided by 50%, and add this bonus amount to its 
compensation deduction.204 In the second twelve-month period, the entity 
receives an additional 25% deduction for health care costs.205 

Compensation Paid to Individuals Serving on Active Duty 
The statute provides a special deduction for entities that have paid 
compensation to individuals serving on active duty as members of the armed 
forces.206 An entity is allowed to deduct compensation paid to these 
individuals even if it elects to deduct cost of goods sold. 

                                                       
203 Texas Tax Code §171.1013(b-1). 
204 Texas Tax Code §171.1013(b-1)(1). 
205 Texas Tax Code §171.1013(b-1)(2). 
206   Texas Tax Code §171.101(a)(1)(B)(iii). 
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Certain Restrictions. There are two restrictions on this deduction: 

1. The compensation is limited to the amount paid to the individual 
during the period the individual is serving on active duty.  

2. The compensation can only be deducted if the individual is a resident 
of Texas at the time he or she is ordered to active duty. 

Cost of Training Replacement. The cost of training replacements for the 
individual on active duty is also deductible in addition to the compensation 
and cost of goods sold deductions. “Cost of training” is not defined by the 
statute. It is unclear if the deduction amount is limited to out-of-pocket 
training costs paid to third parties, or if it is sufficiently broad to include the 
compensation paid during the training period to the replacement individual, 
a portion of the compensation of the other employees responsible for 
training him or her, and an allocable share of overhead and other indirect 
costs of training.   



Texas Margin Tax   Page 83 
 

Chapter VI. Industry Tax Preferences 
The margin tax provides generous tax benefits to many industries … 
ironically, primarily to those that also stood to gain the most from the 
property tax reductions.  Moreover, even in the absence of special industry 
tax breaks, the margin tax affects different industries in vastly different ways.  
These industry preferences go far beyond the obvious rate differences 
between retailers and wholesalers and taxpayers in other industries.  This 
chapter discusses the favorable and unfavorable effects of the margin tax on 
various industries. 

Who Did the Margin Tax Hit Particularly Hard? 
The service industry bears the biggest burden of the change in tax, and 
particularly the professions that the former franchise tax did not reach 
because they were organized as partnerships. This group includes attorneys, 
architects, doctors, and CPAs, many of whom practice as LLPs. 

The medical profession has already been granted large exemptions.  
Notwithstanding, the former Comptroller has claimed that the Legislature 
didn’t do enough for the doctors who will likely pass on the costs of the new 
tax to their patients during a time when medical fees are already very high.207 

The tax will be particularly punishing to the transportation and rental 
industries.  These types of businesses have significant costs, such as interest 
and depreciation, that won’t be deductible either as compensation or cost of 
goods sold. Industries that rely heavily on independent contractors, like the 
trucking industry, will also suffer greatly unless the Legislature changes the 
law.  

Are Any Industries Better Off? 
Certain industries will likely receive a net decrease in total Texas tax when 
combined with the significant property tax decreases that the Legislature 
passed at the same time it passed the new business tax.  Oil and gas 
production companies will do particularly well.  They are capital-intensive 

                                                       
207  See, e.g., “Strayhorn Says Perry’s Income Tax Plan & Plan to Tax Health Care does not include 

Perry’s Broken Promises to Doctors,” available online at: 
http://www.carolestrayhorn.com/News/Read.aspx?ID=21. 
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businesses, so they will benefit significantly from the property tax reduction. 
The Legislature structured the passive entity definition in such a way that oil 
and gas businesses are more likely to qualify—for instance, royalty interests 
and nonoperating working interests in mineral rights are passive activities. 

Manufacturers will likely fare better than service companies because of the 
broad cost of goods sold deduction.  Moreover, the fifty percent (50%) cut in 
the tax rate for wholesalers and retailers is a very significant tax break, 
particularly since these companies will also likely choose the cost of goods 
sold deduction.  

The Legislature justified the lower rate because wholesalers and retailers tend 
to operate on very low margins. However, they’re also able to take more 
deductions than other companies.  Moreover, many other types of 
companies also operate on low margins, and are ineligible for both the rate 
break and the cost of goods sold deduction. It’s possible that eventually this 
disparate treatment may be determined to be unconstitutional as a violation 
of equal protection and due process.   

Retailers/Wholesalers 
Texas imposes margin tax on retailers and wholesalers at the rate of 0.5%.   
All other taxable entities pay the 1% rate. 

The half-percent rate applies if the entity is primarily engaged in retail or 
wholesale trade.  A business is primarily engaged in retail or wholesale trade 
if its total revenue from retail or wholesale trade is greater than its total 
revenue from other activities.  The statute defines retail and wholesale trade 
by referring to the federal Office of Management and Budget’s Standard 
Industrial Classification Manual.  If the business activity has an SIC code 
numbered in the 5000’s, it’s a wholesaling or retailing activity. 

Retailers.  Retailers typically sell merchandise for household or personal 
consumption and may render services incidental to the sale of goods.  
Retailers generally sell to the public.  They buy merchandise for sale, in 
contrast with manufacturers who create their own products.208   

                                                       
208  Office of Management and Budget’s Standard Industrial Classification Manual Division G: 

Retail Trade. 
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The Standard Industrial Classification Manual classifies retailers according to 
the commodities they sell (e.g., grocery stores, hardware stores, etc.) or 
according to their usual trade designations (e.g., drug stores, cigar stores, etc.  
Most retailers sell primarily to the general public, but stores that also sell to 
businesses (e.g., lumber yards; paint glass, and wallpaper stores; gasoline 
service stations; etc.) may also be retailers.209   

Wholesalers.  Wholesalers sell merchandise to retailers or other wholesalers.  
Wholesalers may sell to industrial, commercial, institutional, farm, 
construction contractors or professional business users.  They may also act as 
agents or brokers buying merchandise for or selling merchandise to 
wholesalers or retailers.210   

Examples include drop shippers, truck distributors, retailer cooperative 
warehouses, terminal elevators, sales branches and sales offices, merchandise 
or commodity brokers, and commission merchants.211  A commission 
merchant is a merchant that transacts business in its own name.  
Commission merchants physically control the goods consigned to them and 
negotiate their sale. 

 Comment:  Commission merchants and sellers of consigned goods are 
not permitted to take the cost of goods sold deduction, because they do not 
own the goods that they sell.212 Nevertheless, even though these entities 
cannot take the cost of goods sold deduction, these type of entities appear to 
qualify for the .5% rate. 

Primarily Retail or Wholesale. The total revenue from the taxable entity’s 
retail and wholesale activities must be greater than the total revenue from its 
activities other than retail and wholesale trade.213 As a result, a retailer or 
wholesaler may sell services or engage in other non-retail or wholesale 
businesses, so long as it does not generate more revenue than selling goods. 

                                                       
209  Office of Management and Budget’s Standard Industrial Classification Manual Division G: 

Retail Trade. 
210  Office of Management and Budget’s Standard Industrial Classification Manual Division F: 

WholesaleTrade. 
211   Id. 
212   Texas Tax Code §171.1012(i). 
213   Texas Tax Code §171.002(c)(1). 
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Manufacturer Exclusion. Less than half of the taxable entity’s revenue from 
activities in retail or wholesale trade must come from the sale of products 
either the taxable entity produces, or from products produced by an entity 
that is part of the same affiliated group.214 This means a retailer or wholesaler 
must sell more of someone else’s goods than it does of its own or of its 
affiliates. 

 Important Note.  The statute states that this requirement does not apply 
to restaurants and bars (specifically, activities described by Major Group 58 
of the SIC Manual).215  

Utility-Provider Exclusion. The taxable entity cannot sell retail or wholesale 
utilities and qualify for the half-percent rate. This includes 
telecommunications, electricity, and gas.216 

Manufacturers 
Manufacturers do not qualify as being primarily engaged in retail or 
wholesale trade if 50% or more of their total revenues come from the sale of 
products they produce or manufacture.  The 50% also includes total 
revenues from products produced by an entity that is part of a taxpayer’s 
affiliated group.  

Manufacturers in Affiliated Groups.  An “affiliated group” is a group of one 
or more entities in which a common owner or owners hold a controlling 
interest.217  Entities are not members of an affiliated group unless they 
commonly-owned.  The margin tax statute classifies entities as commonly-
owned if they share common ownership of more than 50%. 

                                                       
214  Texas Tax Code §171.002(c)(2). 
215 Texas Tax Code §171.002(c-1). 
216 Texas Tax Code §171.002(c)(3). 
217  See Texas Tax Code §171.0001 (1). 
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Real Estate Industry 
The margin tax contains multiple preferences, some intentional, others 
apparently unintentional, which benefit taxpayers in the real estate industry. 

Passive Entities.  A real estate investor organized as a general or limited 
partnership or a non-business trust may qualify as a passive entity exempt 
from margin tax if it generates “capital” gains from the sale of real 

property.218    

 Note: The 2007 Legislature modified the term “gains from the sale of real 
estate” by adding the word “capital.”  This modification affects the gains that 
are treated as passive for purposes of the 90% passive income test.  We 
believe the drafters added the word “capital” to limit the type of qualifying 
gains to non-inventory sales of real estate.  This rationale is consistent with 
the Internal Revenue Code’s definition of a capital asset. 

By rule, the Comptroller defines “net capital gains” and “net gains” 

according the Internal Revenue Code’s definition of these terms.219  Internal 
Revenue Code §1211(11) defines a “net capital gain” to mean “the excess of 
the net long-term capital gain for the taxable year over the net short-term 
capital loss for such year.”  We searched the Internal Revenue Code and 
couldn’t find a definition of “net gains.”  

Commissions.  The margin tax excludes from total revenue certain flow- 
through funds mandated by contract to be distributed to other entities.220  
This includes sales commissions paid to licensed real estate brokers, licensed 
real estate sales agents, including split-fee real estate commissions.221  A split- 
fee real estate commission is an earned commission that a real estate broker 
shares with another licensed broker with whom the broker has cooperated in 
a real estate transaction. 

                                                       
218 Texas Tax Code §171.0003. 
219 Comptroller Rule §3.582(b)(7) & (8). 
220  Texas Tax Code §171.1011(g). 
221   Texas Tax Code §171.1011(g)(1). 



Page 88 Texas Margin Tax 
 

Construction Industry 
The margin tax treats general contractors that build, maintain or repair real 
estate as producers of goods.  The general contractors hire subcontractors to 
perform various parts of the work, such as cabinet construction, electrical 
wiring, plumbing, low-voltage wiring, floor installation, fixture installation, 
painting, and other tasks.   

Excluded Revenue.  Contractors may exclude the funds they pay to 
subcontractors.  This includes flow-through funds for “subcontracting 
payments handled by the taxable entity to provide services, labor, or 
materials in connection with the actual or proposed design, construction, 
remodeling, or repair of improvements on real property or the location of 
the boundaries of real property.”222  

Cost of Goods Sold.  Payments made by general contractors to 
subcontractors are excluded from revenues and are not a component of 
COGS.  However, general contractors treat their own material and labor 
purchases as cost of goods sold.223 

Compensation.  General contractors deduct compensation only for their 
own employees and not the subcontractors’ employees.  The subcontractors 
deduct the compensation expense for their own employees.  The general 
contractors exclude their payments to subcontractors from their revenue.   

Oil & Gas Industry 
The statute provided generous benefits to the oil and gas industry.  The oil 
and gas industry has special provisions for qualifying under the passive entity 
exception.  Oil and gas entities electing to deduct cost of goods sold may also 
benefit from special treatment for geological and geophysical costs, intangible 
drilling costs and others.  And oil and gas entities will have benefited from 
the reduction in property taxes. 

Passive Entity Treatment.  Passive entities are exempt from margin tax.  An 
entity may qualify as passive if at least 90% of its income comes from passive 
sources.  The passive sources include royalties, bonuses or delay rental 

                                                       
222   Texas Tax Code §171.1011(g) and Comptroller Rule §3.587(e)(2)(C). 
223  Texas Tax Code §171.1011(g)(3). 
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income from mineral properties and income from other non-operating 
mineral interests.   

Geological and Geophysical Costs.  Cost of goods sold includes geological 
and geophysical costs (G&G) incurred to identify and locate property with 
the potential to produce minerals.  Taxpayers exploring for minerals incur 
G&G costs in obtaining and accumulating data that will serve as the basis 
for acquiring and retaining mineral properties. Generally, the federal income 
tax laws require taxpayers to capitalize geological and geophysical costs and 
cost deplete them. Recent federal tax changes may affect this deduction for 
taxpayers in the oil and gas industry. 

Intangible Drilling Costs.  Cost of goods sold includes payments for 
intangible drilling costs or dry holes.  For federal tax purposes, intangible 
drilling costs are generally not included in inventory and deducted through 
costs of goods sold.  Federal income tax law allows taxpayers to choose 
whether to capitalize intangible drilling costs or deduct them.  The same 
election applies to dry hole costs.   

Oil & Gas Drillers.  By policy, the Comptroller’s office treats oil & gas 
drilling companies as eligible for the COGS deduction.224 

Excluded Income from Low-Producing Wells.  Taxpayers may exclude 
certain oil and gas well income from total revenues during dates that the 
price of oil or gas sinks below certain specified levels. 

Health Care Industry 
Health Care Providers.  Health care providers organized as taxable entities 
may exclude certain revenues in computing their taxable margin.  The 
margin tax defines “health care providers” as taxable entities that provide 
health care services and participate in the Medicaid program, Medicare 
program, Children’s Health Insurance Program, state workers’ compensation 
program, or TRICARE military health system.   

                                                       
224  See Comptroller FAQs for COGS, Question and Answer No. 17 (April 16, 2008). 
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Health care providers eligible for the 100% exclusion include: 

 Physicians 

 Physicians’ assistants 

 Nurse practitioners 

 Clinics 

Combined Groups.  The determination of whether an entity qualifies as a 
health care provider is made at the individual member level; it isn’t made at 
the combined group level.225 

100% Exclusion.  Health care providers may exclude from total revenue any 
funds received under the following government programs: 

 Medicaid 

 Medicare 

 Indigent Health Care and Treatment Act 

 Children’s Health Insurance Program 

 Workers’ compensation – fees for services provided under a workers’ 
compensation claim. 

 TRICARE military health system – fees for services provided to 
beneficiaries 

No Reduction in Deductions.   When excluding revenue from Medicare, 
Medicaid and the other programs listed above, no corresponding adjustment 
needs to be made to the deductions for COGS or Compensation for costs 
attributable to the excluded revenue.226   

Co-payments & Deductibles.  The amounts received from patients for co-
payments and deductibles under these government programs are excluded 
from revenue as well.227 

Actual Cost of Uncompensated Care.  Health care providers may also 
exclude from revenue the actual cost incurred for uncompensated care.  The 
health care provider must maintain records of the uncompensated care.  If 
the provider later receives payment for all or part of the care, the provider 

                                                       
225  See Preamble to Comptroller Rule §3.587.  
226  Tax Policy News (Feb. 2008). 
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must adjust the amount excluded for the tax year in which the payment is 
received. 

Health care providers determine the amount of the actual costs of 
uncompensated care by using one of two formulas: 

1. Multiply operating costs by the ratio of the standard charges for 
uncompensated care to total charges for all health care services.  A 
corresponding adjustment must be made to compensation using the same 
ratio; 

2. Subtract compensation from operating costs.  Multiply the difference by 
the ratio of the standard charges for uncompensated care to total charges 
for all health care services.228 

Required Reduction in Compensation Deduction.  To the extent the 
excluded cost of uncompensated care is made of compensation, the related 
component of the compensation deduction must be reduced accordingly. 

Limitation for Health Care Institutions.  Health care institutions may 
exclude from 50% of the revenues from each type of government program 
listed above and may deduct 50% of the cost of pro-bono services.229   

 Health care institutions include:230 

 Ambulatory (day surgery) surgical centers 

 Licensed assisted living facilities 

 Emergency medical service providers 

 Home and community support services agencies 

 Hospices (end-of-life care) 

 Hospitals 

 Hospital systems 

 Intermediate care facilities for the mentally retarded 

                                                                                                                                                    
227  Tax Policy News (Feb. 2008). 
228  Comptroller Rule §3.587(b)(1)(A) & (B). 
229   Texas Tax Code §171.1011(o). 
230   Texas Tax Code §171.1011(p)(2). 
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 Home and community-based services waiver programs for the mentally 
retarded 

 Birthing centers  

 Nursing homes 

 Licensed end-stage renal disease facilities 

 Pharmacies 

Revenue Consistency Requirement.  A health care provider may exclude 
payments (Medicare, Medicaid, CHIP, workers comp, etc.) only if the 

payments are otherwise included in revenue.231   

Uncompensated Care Exclusion.  A health care provider may deduct from 
revenue the actual cost of uncompensated care provided even if no revenue 
has been recognized for that care. 

Pharmacy Coops.  Pharmacy Coops are entitled to a revenue exclusion for 
flow-through funds from rebates from pharmacy wholesalers that are 

distributed to shareholders.232   

Attorneys 
Attorneys providing legal services through taxable entities may exclude 
certain revenue from their total revenue in calculating taxable margin.   

Flow-Through Funds.  Taxable entities, such as LLPs, may exclude from 
total revenue the following flow-through funds that a claimant’s attorney is 
mandated by law or by contract to distribute to the claimant or to other 
entities on the claimant’s behalf: 

Damages due to the claimant233 

Funds subject to a lien or other contractual obligation arising out of the 
representation (this does not include fees owed to the attorney)234 

Funds subject to a subrogation interest or other third-party contractual 
claim235 

                                                       
231   Texas Tax Code §171.1011. 
232   Texas Tax Code §171.1011. 
233   Texas Tax Code §171.101(g-3)(1)(A) 
234   Texas Tax Code §171.1011(g-3)(1)(B) 
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Payments to contractors236 

Reimbursed Expenses.  To the extent otherwise included in revenue, 
reimbursements of expenses the attorneys incur in prosecuting a client’s 
matter are excluded from total revenue as long as they are specific to the 
client’s matter and are not general operating expenses. 

 Important Note.  The statute and the applicable rule appear to limit the 
benefit of this exclusion to the claimant’s attorney and not to defendants’ 
attorneys.237  

Revenue Consistency Requirement.  Attorneys may exclude from revenue 
certain flow-through funds or reimbursement of expenses only if otherwise 

included in revenue.238  

Flat Deduction for Pro-Bono Cases.  Attorneys may deduct from revenue a 
flat $500 per pro-bono services case instead of $500 of out-of-pocket 
expenses.  This is really a statutory exemption – not exclusion – since the 
$500 was not included in revenue to begin with.  Moreover, attorneys don’t 

have to actually pay this amount to get the exemption. 239   

Lending Institutions 
The margin tax defines “lending institutions” as entities that make loans and 
are regulated by certain governmental bodies.240  

Brokers & Dealers.  Brokers and dealers now qualify for the lending 

institution preferences.241 

Agricultural Lenders.  Entities that make loans to unrelated parties solely for 

agricultural production to deduct interest expense as cost of goods sold.242  

                                                                                                                                                    
235   Texas Tax Code §171.1011(g-3)(1)(C). 
236  These are fees paid to an attorney in the matter who is not a member, partner, shareholder or 

employee of the taxable entity. See Texas Tax Code §171.1011(g-3)(1)(D). 
237  Texas Tax Code §171.1011(g-3)(1) and Comptroller Rule §3.587(e)(5). 
238   Texas Tax Code §171.1011. 
239   Texas Tax Code §171.1011. 
240   Texas Tax Code §171.0001(10). 
241   Texas Tax Code §171.1001(10) as amended by H.B. 3928, 80th Cong., Reg Sess §1 (Tx. 2007) 

(enacted) as effective January 1, 2008. 
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Since these types of lenders do not make loans to the “general public,” but 
only a small niche, they wouldn’t ordinarily qualify to take interest expense 
as a cost of goods sold deduction. 

Excluded Lenders.  Certain businesses, primarily pawn shops, are excluded 
from the lending institution preferences, including taking the interest 

expense deduction for lending institutions.243 

Interest. Lending institutions that offer loans to the public and elect to 
deduct cost of goods sold may include interest expense in cost of goods 
sold.244   

Principal. Lending institutions may also exclude from total revenue the 
proceeds they receive from the principal repayment of loans.245 

Apportionment For Loans & Securities Treated As Inventory.  If a loan or 
security is treated as inventory of the seller for federal income tax purposes, 
the gross proceeds of the sale of that loan or security are considered gross 

receipts.246 

Marked-to-Market Gains.  Internal Revenue Code § 475 requires dealers in 
securities to elect the “mark to market” accounting method for securities 
held at year end.  Mortgage companies, savings and loan institutions, and 
banks with large mortgage operations often are considered dealers in 
securities for their mortgages.  The mortgages or mortgage pools could be 
considered securities and marked to market at year end, depending upon 
elections made by eligible taxpayers. 

Under the “mark-to-market” accounting method, the securities are valued at 
their fair market value as determined on the last business day of the year, 
regardless of whether the security is actually sold.  Gain or loss is recognized 
for reporting purposes and basis in the securities is adjusted.  The effects of 
the mark-to-market accounting method are purely timing.  Gains recognized 

                                                                                                                                                    
242   Comptroller Rule §§ 171.0001. 
243   Texas Tax Code §171.1012. 
244   Texas Tax Code §171.1012(k). 
245    Texas Tax Code §171.1011(g-1). 
246    Texas Tax Code §171.106. 



Texas Margin Tax   Page 95 
 
will accelerate the reporting of margin and losses recognized will defer the 
reporting of margin. 

Exclusion of Certain Interest from Apportionment Factor.  The Texas Tax 
Code apportions margin based upon the ratio of Texas gross receipts to gross 
receipts from everywhere.  In general, the Texas Tax Code apportions bank 
dividends and interest according to the location of payor rule.  

The law provides exclusions for federal interest and for certain interest 
received from a correspondent bank located in Texas.  A correspondent bank 
relationship exists where a bank has exposure to another insured depository 
institution but the two entities are not commonly-controlled.247 

Banking corporations exclude from the numerator of the bank’s 
apportionment factor any interest earned on federal funds and securities sold 
under certain repurchase agreements with correspondent banks.  The 
repurchase agreement must be for funds held in Texas in a correspondent 
bank that is domiciled in this state.248   

                                                       
247   See 12 C.F.R. §206.2. 
248   Texas Tax Code §171.106(d).  “Correspondent” has the meaning assigned by 12 C.F.R.        

Section 206.2(c). 
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Chapter VII. Apportionment 

Allocation and Apportionment 
These are terms of art in state taxation. “Allocation” means to determine the 
tax base by separately accounting for the income and expenses of an activity 
within a particular state. “Apportionment” means to divide and share the tax 
base by multiplying the entity’s total taxable income by its relative percentage 
of business done in the state. A taxable entity’s (just “entity” hereafter) 
relative percentage of business may be measured by the relative amount of 
sales, payroll and/or property within the state to those amounts everywhere. 
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Texas’s Single Factor Formula 
An entity apportions its taxable margin to Texas by multiplying it by an 
apportionment fraction. The apportionment fraction is determined using 
only gross receipts. The numerator (top number) is the entity’s gross receipts 
from business done in Texas and the denominator (bottom number) is the 
entity’s entire gross receipts. 

 
Constitutionally Permissible. The U.S. Supreme Court and Texas courts 
have upheld the single factor formula despite numerous taxpayer 
challenges.249 

Gross Receipts 
The statutory definition of gross receipts means all revenues reportable by 
the entity on its federal tax return without deduction for the cost of the 
property sold, materials used, labor performed, or other costs incurred, 
unless otherwise provided.250 

The Comptroller’s Rule clarifies that in most cases, total gross receipts will 
equal total revenue as calculated under the margin tax, except for three 
specific circumstances:251 

                                                       
249  See Moorman Manufacturing Co. v. Bair, 437 U.S. 267, 98 S. Ct. 2340 (1978). In Texas, the 

formula withstood challenge in General Dynamics v. Sharp, 919 S.W.2d 861 (Tex. App. C Austin 
1996, n.w.h.). 

250  Texas Tax Code §171.1121(a). 
251   Comptroller Rule §3.591(b)(4) 



Texas Margin Tax   Page 99 
 
The entity is a health care provider or institution that takes the revenue 
exclusion for uncompensated care; 

The entity is a law firm that takes the revenue exclusion for pro bono 
services; or 

The entity is a broker or dealer that accounts for loans and securities as 
inventory for federal income tax purposes.  

Combined Apportionment 
Combined groups create a single apportionment factor by adding the Texas 
receipts of each member of the combined group and dividing that sum by 
the receipts from everywhere from each member of the combined group.252 

Example    

P Corp owns 100% of S Corp.  P and S are both taxable 
entities with operations in Texas.  P generates gross receipts of 
$5,000 of which $4,000 arises from sales to customers located 
in Texas.  S generates gross receipts of $5,000 of which $500 
arises from sales to customers located in Texas.   

                                                       
252   Texas Tax Code §171.103(b) and §171.1055(c). 

Corp.  Texas  Everywhere  Margin 
Name  Receipts  Receipts    

       
P  4,000 5,000 1,000 
S  500 5,000 3,000 

     Total  4,500 10,000 4,000 
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If P & S are required to file a combined return, the combined 
entity would owe Margin tax of $18: 

 P/S: 4,500/10,000 times 4,000 times 1% equals $18. 
 
If P & S are able to file separate returns, the two entities would 
owe Margin tax totaling $11: 
 
 P:      4,000/5,000 times 1,000 times 1% equals $8. 
 S:      500/5,000 times 3,000 times 1% equals $3. 
 

No Nexus – No Texas.  If a member of a combined group has no nexus with 
Texas, then the member does not include any of its Texas receipts in the 
numerator of the apportionment fraction.253   This rule is called the Joyce 
method of apportionment.254 This method can be contrasted with the 
Finnigan method, which would include Texas revenues from no-nexus 
entities in both the numerator and denominator of the apportionment 
factor.255  We previously discussed how to determine whether an entity has 
nexus in Chapter I – Basic Concepts. 

No Nexus – Yes Everywhere.  Regardless of whether a member of a 
combined group has nexus with Texas, the member includes all of its 
receipts (from Texas and everywhere else), in the denominator of the 
apportionment fraction.256   

Example   

P Corp owns 100% of S Corp.  P and S are both taxable 
entities.  Only S has nexus in Texas.  P generates gross receipts 
of $5,000 of which $4,000 arises from sales to customers 
located in Texas.  S generates gross receipts of $5,000 of which 
$500 arises from sales to customers located in Texas.   

 

                                                       
253   Texas Tax Code §171.103(b). 
254   See Appeal of Joyce, Inc., Cal. State. Board of Equal., November 23 1966. 
255   See Appeal of Finnigan Corp, Opn. on Pet. for Rehearing, 88-SBE-022A, Jan. 24, 1990. 
256  Texas Tax Code §171.105(c). 
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P/S owe Margin tax of $2: 

500/10,000 times $4,000 times 1% equals $2.  

No-Nexus Member Reports.   Even though Texas gross receipts for no-nexus 
entities will not be used in the combined group’s apportionment calculation, 
the Legislature still requires each member entity to report Texas gross 
receipts.257 The report also requires the taxpayer to reveal what portion of the 
Texas gross receipts are subject to taxation in another state under a 
throwback law. This data is for informational purposes only; revenues from 
entities without Texas nexus are still excluded from the Texas gross receipts 
calculation. The Comptroller obtains this information on Lines 8 and 10 of 
Form no. 05-166, the Affiliate Schedule, which all combined groups must 
complete: 

 

Purpose. The Comptroller and the Legislature will use the information 
provided in the report to measure the amount of tax revenue lost by the state 
by using the Joyce method. The information can also be used to calculate 
whether a switch to Finnigan would significantly increase the tax burden on 

taxpayers, since if the state switches to Finnigan other states will no longer be 

                                                       
257  Texas Tax Code §171.103 (c) and (d). 

Corp.  Texas  Everywhere  Margin 
Name  Receipts  Receipts    

       
P  4,000 5,000 1,000 
S  500 5,000 3,000 

     Total  4,500 10,000 4,000 
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able to tax the receipts under a throwback rule. Although the Legislature has 
directed the Comptroller to provide rules to enforce proper reporting,258 the 
Comptroller has not yet done so. Since these numbers are for informational 
purposes only and do not affect the amount of tax due, underreporting these 
amounts will not cause a deficiency. And since all penalties and interest 
under the margin tax are based on the amount of a deficiency, there 
currently appears to be no penalty for underreporting these amounts. We 
expect that the Comptroller will impose one in the future.   

History. There was a significant battle in the Texas Senate over whether the 
margin tax should switch from the Joyce method of apportionment to the 

Finnigan method. Expect the Finnigan method to resurface in future 
legislative sessions, particularly if the no-nexus reports reflect a significant 
loss of tax revenue to the state. 

Eliminated Revenues.  If a combined group eliminates revenues under the 
intercompany revenue elimination rule of Section 171.1014(c), then the 
combined group does not include the eliminated revenues in either the 
numerator (Texas receipts) or denominator (Everywhere receipts) for 
apportionment.259 

Exception.  Intercompany receipts are not eliminated from the numerator 
(Texas receipts) if they arise from the sale of tangible personal property 
between members of the combined group where the buying member does 
not have nexus with Texas but resells the item, without substantial 
modification, to a third-party located in Texas.260 

Example 

P Corp owns S Corp.  S manufactures machines in Texas.  P is 
located outside Texas and has no nexus with Texas.  ABC, a 
customer located in Texas, orders a machine from S.  If S 
makes the sale, it’s a Texas receipt. 

                                                                                                                                                    
 
258   Texas Tax Code §171.103(d). 
259   Texas Tax Code §171.1055(b) & (c). 
260   Texas Tax Code §171.1005. 
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Instead, S directs ABC to place the order through P, which 
ABC does.  P purchases the machine from S and directs S to 
drop ship the machine to ABC.  In the absence of an anti-
abuse rule, S would have successfully removed the Texas 
receipt from the numerator of the apportionment formula. 

The anti-abuse rule applies, however, and the sale from S to 
ABC is treated as a Texas receipt, and the amount is included 
in Texas gross receipts, is the amount billed to the third-party 
purchaser. 

Texas Gross Receipts 
Once “gross receipts from everywhere” is established, taxpayers must 
determine the gross receipts apportioned to Texas. Taxpayers determine 
Texas gross receipts by applying the general and specific rules that the 
Legislature, the courts and the Comptroller have fashioned over time. The 
following discussion provides the Texas sourcing rules for most common 
transactions: 

Sales of Property. This includes gross receipts from selling tangible personal 
property and real property. 

Real Property. We apportion real property based upon its physical location. 
Thus, the gain from selling real property located in Texas is a Texas gross 
receipt. 

Inventory. We apportion receipts from selling inventory based on the 
location at which the buyer takes delivery of the item. Thus, the sale of an 
item delivered in Texas is a Texas gross receipt.261 

 Delivered in Texas. Delivery is complete when the seller transfers 
possession and control of the product to the buyer, his employee, his 
agent, his transportation vehicle or to transportation vehicles controlled 
or supervised by the buyer.262 

 Common Carrier Shipments. Delivery to a common carrier for 
shipment outside Texas is not a Texas receipt. 

                                                       
261   Texas Tax Code §171.103(a)(1). 
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 Buyer’s Warehouse in Texas. Receipts from the sale of products 
delivered to a buyer’s warehouse in Texas are Texas receipts, even if the 
buyer later ships them out-of-state. 

Equipment and Fixed Asset Sales. Receipts are apportioned the same as 
inventory receipts, except we only treat the net gain as a gross receipt and 
subject it to the gain/loss netting rule discussed under “Capital Assets and 
Investments.” 

Services. Services are apportioned based on the location where the service is 
performed. If the services are performed inside and outside of Texas, the 
receipts are apportioned based on the fair value of services rendered in 
Texas.263 

Rental & Lease Income. Texas receipts include receipts generated from the 
rental of property located in Texas. 

Dividends & Interest. Taxpayers apportion dividend and interest income 
based on the location of payor rule. 

Location of Payor Rule. This rule apportions receipts based upon the place 
from which the paying entity is legally located.264 

— Corporations. The Rule sources dividend and interest receipts to the 
state of incorporation of the business paying the dividends or interest 
income. Thus dividends and interest paid by a Texas corporation are 
includable in the gross receipts from business done in Texas. Dividends 
and interest paid by a Non-Texas corporation are not Texas gross 
receipts.265 A corporation is from the state in which it is incorporated.266 

— National Banks. Dividends and interest from a National Bank are 
apportioned using the location of payor rule.267 

                                                                                                                                                    
262   Comptroller Rule §3.591(e)(29). 
263   Texas Tax Code §171.103(a)(2). 
264    See Comptroller Rule §3.591. Comptroller Rule §3.591(b)(8) defines the location of payor to 

be its legal domicile.  
265    See Bullock v. National Bancshares, 584 S.W.2d 268 (Tex. 1979). 
266   Comptroller Rule §3.591(b)(7). 
267   Comptroller Rule §3.591(e)(8)(D). 
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Investments & Capital Assets. Sourcing receipts from the sale of 
investments and capital assets is a two step process. First, the receipts are 
sourced based on the applicable rules for the underlying asset. The amount 
of the receipts is limited to the gain arising from the sale. Second, the 
cumulative gains & losses are netted under the rule’s formula. 

Step One: Individual Transactions. We first determine whether the asset is 
an investment or capital asset. An investment is any non-cash asset that is not 
inventory, trade receivables or a capital asset. A capital asset is one held for 
use in producing income and is depreciable, depletable or amortizable. 

— Investments. Receipts from the sale of securities are apportioned based 
on the location of the payor. 

— Intangible. These may be held as either capital assets or investments. We 
apportion the receipts arising from their sale based on the location of 
payor rule.268 Under the location of payor rule, we look at the legal 
domicile of the entity that is buying the intangible. Legal domicile 
depends on the type of purchasing entity. 

— Corporations. A corporation is legally domiciled in the state where it is 
incorporated. 

— Partnerships & Trusts. A partnership or trust is legally domiciled at its 
principal place of business269, which is the location of its day-today 
activities. If the day-to-day activities are spread evenly in more than one 
state, the principal place of business is its commercial domicile.270 

— Capital Assets. These are depreciable, depletable or amortizable assets 
used in the business. We source the receipts from their sales based on the 
nature of the underlying asset. 

                                                       
268  Comptroller Rule §3.591(e)(21)(B). 
269   Comptroller Rule §3.591(b)(7). 
270  Id. 
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Step Two: Netting Gains & Losses. Next, the individual gains and losses are 
netted. 

— Net Gain. If there is a net gain, the taxpayer must make separate 
calculations of Texas net gains and net gains from everywhere.271 The 
Texas net gain is limited to the total net gain. 

— Net Loss. If there is an overall net loss, there are no gross receipts to 
apportion. 

Exception For Loans & Securities Treated As Inventory.  If a loan or 
security is treated as inventory of the seller for federal income tax purposes, 
the gross proceeds of the sale of that loan or security are considered gross 
receipts.272 

Trademarks, Franchise & Licenses. Taxpayers must apportion the revenues 
they receive from the trademarks, franchises and licenses to Texas to the 
extent the asset is used in Texas.273 

Patents & Copyrights. Taxpayers must apportion to Texas revenues from 
patents to the extent the patent is used in producing, manufacturing, 
fabricating or some other process in Texas.274 Copyright revenues are Texas 
receipts to the extent the copyright is used in printing or other publication in 
Texas.275 

Litigation Awards. Generally, litigation awards are apportioned based on the 
location of payor.276 Certain exceptions exist for special kinds of recovery. 

Flow-Through Income.  The old partnership sourcing rules still apply to 
source the flow-through net income from passive entities. 

Taxable Partnerships.  For the margin tax, we exclude our share of 
partnership income from revenue.277  As a result, we have no receipts to 

                                                       
271   Comptroller Rule §3.591(e)(2). 
272    Texas Tax Code §171.106. 
273   Comptroller Rule §3.591(e)(21)(A)(iii). 
274   Comptroller Rule §3.591(e)(21)(A)(i). 
275    Comptroller Rule §3.591(e)(21)(A)(ii). 
276    Comptroller Rule §3.591(e)(14). 
277   Texas Tax Code §§171.1011(c)(1)(B)(iii); (c)(2)(B)(iii) and (c)(3). 
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apportion from the flow-through income associated with the partnership 
investment. 

Tax-Exempt Partnerships.  For the margin tax, we include our share of 
partnership net income in revenue, so long as the tax-exempt entity is not 
included in a group that files a combined report.278  As a result, we must 
source our share of the tax-exempt entity’s income.  The partner should 
source the net income based on the partnership’s principal place of 
business.279 

Taxable Trusts.  For the margin tax, we exclude our share of trust income 
from revenue.280  As a result, we have no receipts to apportion from the flow-
through income associated with the beneficial interest in the trust. 

Tax-Exempt Trusts.  For the margin tax, we include our share of trust 
income in revenue, so long as the tax-exempt trust is not included in a group 
that files a combined report.281  As a result, we must source our share of the 
tax-exempt trust’s income.  The recipient should source the net income based 
on the trust’s principal place of business.282  

Advertising Revenues.  Entities should apportion advertising revenue based 
upon the circulation of the magazines or newspapers.  Advertising revenue 
earned from media distributed in Texas is a Texas gross reciept.  

 

                                                       
278   Texas Tax Code §171.1011(e). 
279   Comptroller Rule §3.591(e)(19). 
280   Texas Tax Code §§171.1011(c)(1)(B)(iii); (c)(2)(B)(iii) and (c)(3). 
281   Texas Tax Code §171.1011(e). 
282   Comptroller Rule §3.591(e)(19). 
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Chapter VIII. Combined Reporting 
With the enactment of the new margin tax, Texas joins several other states in 
adopting the “unitary business” concept. The law requires that taxable 
entities that are part of an “affiliated group” engaged in a “unitary business” 
report as a “combined group” instead of reporting as separate taxable 
entities.283 This is a significant departure from the historical tax treatment of 
entities and their related-party transactions. Texas has always taxed entities 
on a separate or standalone basis. 

The steps to compute margin tax for a combined group are relatively simple. 
Although we will explore the steps in greater detail later in this chapter, in 
summary, these are the steps: First, if the affiliated companies report together 
on a federal consolidated return, the entities must de-consolidate. Then they 
individually compute revenues, cost of goods sold, and compensation. Next, 
intercompany transactions are eliminated. Then, the entities’ revenues and 
cost of goods sold or compensation deductions are combined. The combined 
entity chooses whether to deduct cost of goods sold, compensation, or 30% 
of total revenues. Next, the combined group apportions its margin to Texas. 
Finally, the group computes and pays the margin tax as a single entity.  The 
combined group itself is now the “taxable entity.”284 

Requirements for Combination 
Perhaps the most confusing aspect regarding the margin tax is whether a 
group of entities is required to report together as a combined group. The 
general rules are deceptively simple. Two or more entities are required to 
report as a combined group when they meet the following four rules: 

1.  All entities in the combined group must be taxable entities.285  

2.  The taxable entities must be part of an “affiliated group.”286  The affiliated 
group definition is the linchpin of the combined group test. 

3. The taxable entities must be engaged together in a “unitary business.”287 

                                                       
283   Texas Tax Code §171.1014(a). 
284   Texas Tax Code §171.0002(a). 
285   Texas Tax Code §171.0001(7). 
286     Id. 
287     Id. 
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4. No taxable entity in the group may be “beyond the water’s edge” of the 

United States or its territories.288 

If two or more entities together meet this test, they must report together on 
the same combined report for the accounting period that the test is met. 

Taxable Entity Requirement 
Entities that are not “Taxable Entities.” In Chapter 1, we’ve already 
discussed which entities are taxable. If an entity is not taxable due to its type 
it should not be part of the combined group. The Comptroller’s rule on 
combined reporting makes further clarification of entity types that are not 
included in a combined group: 

Exempt Entities. A combined group may not include an exempt entity.289 
This appears to include entities that would otherwise qualify as taxable 
entities, but have obtained an exemption from the franchise tax under 
Subchapter B of Section 171 of the Texas Tax Code. (Primarily, this includes 
not-for-profit entities, etc.) 

 Insurance Companies. Insurance companies that pay gross premiums tax 

are also not included in a combined group.290 Since these insurance 

companies are listed in Subchapter B,291 which defines entities exempt from 
the margin tax, this subsection of the rule appears redundant. 

Passive Entities. Passive entities are not included in a combined group.292 If 
an entity has a mix of active and passive income, it may be passive in one 
year and active in the next. Therefore, an entity may drop in and out of a 
combined group depending on whether it met the passive test. Also, since 
passive entities are not required to report as a combined group, planning 
opportunities arise.  If an active entity has some sources of income that are 
passive, the owner should consider forming a new entity and transferring to 
it the assets generating the passive income. Although the same owner may 
have a controlling interest in both the active and the passive entities, they 

                                                       
288   Texas Tax Code §171.1014(a). 
289   Comptroller Rule §3.590(b)(2)(B). 
290   Comptroller Rule §3.590(b)(2)(E). 
291    Texas Tax Code §171.052(a). 
292   Comptroller Rule §3.590(b)(2)(F). 
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will not have to form a combined group because of this rule. In this way, the 
passive income will escape taxation.  

Entities that are eligible for combination. The Comptroller’s Rule lists a few 
other types of entities that should be included in a combined group, if the 
entity meets the other parts of the test: 

 No nexus entities. A combined group must include all entities that meet the 
combined reporting rules, even if that entity has no physical presence in 

Texas.293 

Eligible pass-through entities. A combined group should also include 
“eligible pass-through entities,” a category that includes partnerships, limited 
liability companies taxed as partnerships, limited liability companies 

disregarded under federal law, and S corporations.294 

Affiliated Group Requirement 
According to the Comptroller’s Rules, an “affiliated group” is made up of 
“entities in which a controlling interest is owned by a common owner, either 
corporate or noncorporate, or by one or more of the member entities.”295 

The “common owner.”  The Comptroller’s definition of an affiliated group 
differs in a small but very important way from the statutory definition. It 
omits two words, but those two words are crucial. The statutory definition of 
an “affiliated group” is a group of “entities in which a controlling interest is 
owned by a common owner or owners, either corporate or noncorporate, or 
by one or more of the member entities.”296 

By eliminating two words, “or owners,” the Comptroller’s rule no longer 
appears to comply with the statute. However, the Comptroller may have 
done this because the statute, as written, is unworkable. There is no 
indication in the statute of how broadly the Legislature intended the phrase 
“or owners” to be. 

                                                       
293   Comptroller Rule §3.590(b)(2)(C). 
294   Comptroller Rule §3.590(b)(2)(D). 
295   Comptroller Rule §3.590(b)(1) (emphasis added). 
296    Texas Tax Code §171.0001(1) (emphasis added). 
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Controlling Interest. Whether an owner has a “controlling interest” in an 
entity is precisely defined by the statute. The controlling interest test depends 
on what type of entity is owned: 

 Corporations. An owner has a controlling interest in a corporation either 
when it holds, directly or indirectly, more than 50 percent of the total 
combined voting power of all classes of stock of the corporation, or it 
holds, directly or indirectly, more than 50 percent of the beneficial 

interest in the voting stock of the corporation.297 

 Limited Liability Companies. An owner has a controlling interest in a 
limited liability company either when it holds, directly or indirectly, more 
than 50 percent of the total membership interest of the limited liability 
company, or it holds, directly or indirectly, more than 50 percent of the 
beneficial ownership interest in the membership interest of the limited 

liability company.298 

 All other entities. For all other entities, including partnerships, 
associations, and trusts, an owner has a controlling interest when it 
holds, directly or indirectly, more than 50 percent of the capital, profits, 

or beneficial interest in the entity.299 

Multiple Affiliated Groups? Because of the way the controlling interest test 
is phrased, it’s possible that more than one owner could have a controlling 
interest in an entity. 

The Comptroller has issued a rule, however, that limits an entity to be 
included in only one affiliated group. If an entity is a member of two 
affiliated groups, but only has a unitary relationship with one, the entity is a 
member of the affiliated group with which it has a unitary relationship. If the 
entity has a unitary relationship with both groups, it must elect to be treated 
as a member of only one group. Once the election is made, it must remain in 
effect until the unitary relationship ceases, or unless the election is revoked, 
after it receives permission from the Comptroller.300 

                                                       
297    Texas Tax Code §171.0001(8)(A). 
298 Texas Tax Code §171.0001(8)(C). 
299 Texas Tax Code §171.0001(8)(B). 
300 Comptroller Rule §3.590(b)(4)(E). 
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Comptroller Leeway. The Comptroller’s rules give the Comptroller a great 
deal of leeway when determining whether there is an affiliated group. For 
instance, generally membership in an affiliated group is terminated in any 
year that the controlling interest test is not met.301 However, the 
Comptroller’s rule also permits the Comptroller to treat the affiliated group 
as remaining in place if the same controlling interest is reestablished within a 
period of two years or less.302 Another rule allows the Comptroller to 
“consider any other circumstances” other than the bright-line controlling 
interest test, if those circumstances tend to demonstrate that the controlling 
interest test was met or not met.303 

Unitary Requirement 
Unitary Business.  The law addressing the circumstances constituting a 
unitary business has been developed through legislation, regulation, and case 
law in the several states that have adopted the unitary business concept. 
California is the largest of these states, and it is to California that many of 
the other unitary concept states look to develop their own law. 

Basically, the unitary business concept recognizes that a group of closely-
integrated companies owned by a single owner or group of owners may work 
more efficiently together than apart. At the same time, the concept attempts 
to avoid accounting tricks and gimmicks to reduce tax through the use of 
separate legal entities. Federal tax law attempts to resolve these accounting 
tricks by imposing the requirement that related parties conduct their 
transactions at arm’s length. 

 The unitary business concept takes a different approach. This approach 
avoids the difficulties of proving or disproving that the parties are 
conducting transactions at arm’s length. When a business is unitary, the fact 
that the group consists of separate legal entities is generally ignored. The 
problem is determining whether a business is unitary. 

                                                       
301 Comptroller Rule §3.590(b)(4)(D). 
302 Comptroller Rule §3.590(b)(4)(D)(ii). 
303 Comptroller Rule §3.590(b)(4)(C). 
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The specific Texas definition is unique among the unitary business concept 
states,304 and is based on the most recent unitary definition set forth by the 
Multistate Tax Commission (MTC). In Texas, a business is unitary when it 
is: 

— A single economic enterprise; 

— Made up of separate parts of a single entity or of a commonly 
controlled group of entities; 

— Significantly interdependent, integrated, and interrelated 
through their activities to provide; 

— A synergy and mutual benefit that produces a; 

— Sharing or exchange of value among them and; 

— A significant flow of value to the separate parts305 

The Legislature has directed the Comptroller to consider “any relevant 
factor” when determining if an affiliated group is unitary.306 The Legislature 
provided three specific areas for the Comptroller to consider: 

Same General Line. Whether the activities of the group members are in the 
same general line of business. The statute lists examples of “lines of 
business.” They include manufacturing, wholesaling, retailing of tangible 
personal property, insurance, transportation, or finance.307  

It is unclear how broad the definition of “line of business” should be. For 
example, what if a conglomerate both sold boots and operated an Italian 
restaurant? Both are “retail” businesses, but are the in the same line of 
business? 

Vertically Integrated. Whether activities of the group members are steps in a 
vertically-structured enterprise or business.  The statute lists examples of 

                                                       
304   As of October 2007, Pennsylvania’s legislature was considering adopting a similar definition. 

The bill remained was still in committee as of May 2008.  See H.B. 1186, 2007-2008 Reg. Sess. 
(Penn. 2007). 

 

305   Texas Tax Code §171.0001(17). 
306    Id.  
307    Texas Tax Code §171.0001(17)(A)(i). 
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these steps, such as the steps involved in the production of natural 
resources—exploration, mining, refining, and marketing.308 

Functionally Integrated. Whether the members are functionally integrated 
through the exercise of strong centralized management. The statute lists 
examples of “strong centralized management,” including authority over 
purchasing, financing, product line, personnel, and marketing.309 

Other Unitary Factors. In the rules, the Comptroller lists additional unitary 
factors it plans to consider when making unitary determinations: 

 Supreme Court Guidance. The Comptroller explicitly states that it will 
follow Supreme Court decisions that provide guidelines that presume 
activities are unitary.310 

 Non-arm’s Length Prices. Entities in an affiliated group that charge each 
other non-arm’s length prices suggest a unitary relationship. The rule also 
states that the opposite is not true—in the Comptroller’s eyes, arm’s 
length prices between affiliates does not suggest a lack of unity.311  

 Benefits from Common Activity. If affiliated entities enjoy a discount, 
cost saving, or other benefit from joint purchasing, shared leaseholds, or 
other shared activity, this suggests a unitary relationship.312 If a shared 
activity exists, the rule states that the Comptroller will further consider 
the nature and character of the operations of each entity to determine if 
the shared activity is directly beneficial to, related to, or reasonably 
necessary to the income-producing activities of the unitary business.313  

Burden of Proof. The rules state that the Comptroller will presume that all 
affiliated entities are engaged in a unitary business.314 Therefore, it appears 
that the burden lies on the party claiming there is not a unitary relationship. 
Because the statute is silent about burden of proof, and the constitutionality 
of the Comptroller’s presumption is questionable, this rule will likely be 
litigated. States with a similar unitary definition follow the rule that a 

                                                       
308   Texas Tax Code §171.0001(17)(A)(ii). 
309   Texas Tax Code §171.0001(17)(B). 
310  Comptroller Rule §3.590(b)(6)(B). 
311 Comptroller Rule §3.590(b)(6)(D). 
312 Comptroller Rule §3.590(b)(6)(E). 
313 Comptroller Rule §3.590(b)(6)(F). 
314 Comptroller Rule §3.590(b)(6)(B). 
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business is presumed unitary if a general line of business, vertical steps in an 
enterprise, or strong centralized management exists. It is then up to the party 
that denies that the business is unitary to prove otherwise. 

“Instant Unity.”  If an entity acquires or forms another taxable entity, the 
Comptroller will presume that a unitary relationship exists during the first 
reporting period. This presumption may be rebutted.315 

Handling a Unitary Audit. As you may imagine, an audit to determine 
whether an affiliated group is unitary may be a long, subjective, and fact-
intensive process. This section explains what to expect, and provides some 
suggestions on how to handle the audit. 

Questionnaire. Anticipate that the Comptroller may develop a questionnaire 
meant to determine whether a group of businesses are unitary. The 
Comptroller would likely send the questionnaire as an information-gathering 
tool at the beginning of an audit. The questionnaire will likely include 
questions like: 

Common Accounting 

 Does the parent perform the accounting function for the subsidiaries? 

 Do the parent and subsidiary use the same chart of accounts? 

 Do the parent and subsidiary use the same C.P.A. firm? 

 Do the parent and subsidiary use the same law firm? 

 Does the parent approve or sign contracts for the subsidiary? 

 Do the internal auditors for the parent perform the same function for the 
subsidiary? 

Common Suppliers & Customers 

 Do the parent and subsidiary use common suppliers? 

 Does the parent purchase raw materials or inventory for the subsidiary? 

 Does the parent obtain discounts or other benefits from volume 
purchases? 

 Do the parent and subsidiary service common customers? 

 Is there a subsidiary which is considered a “selling arm” of the enterprise? 

                                                       
315 Comptroller’s Rule §3.590(b)(6)(C). 
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 Do the parent and subsidiary sell common or similar products? 

 Are there common terms of sales contracts? 

Common Research 

 Do the parent and subsidiaries use the same research and development 
facilities? 

 Are the common designs, parents, or patterns used by both the parent 
and the subsidiary? 

Common Advertising 

 Do the parent and subsidiary advertise under a common brand name? 

 Does the parent handle advertising for the subsidiary? 

Employment Practices 

 Are there common hiring policies and procedures for the parent and 
subsidiary? 

 Are there common policy and procedure manuals between parent and 
subsidiary? 

 Is there a common or similar pension plan for employees of both the 
parent and the subsidiary? 

 Are employees transferred from the parent to the subsidiary or from the 
subsidiary to the parent? 

Other Circumstances 

 Do the parent and subsidiary have the same or similar insurance policy? 

 Do the parent and subsidiary have any common computer systems, 
storage facilities, office facilities, or any other common facilities? 

 Do the parent and subsidiary loan or advance money to each other, 
either through loans or intercompany receivable accounts? 

 Are there capital contributions between parent and subsidiary? 

 Does the parent pledge assets or guarantee loans for the subsidiary? 

 Does the parent charge the subsidiary a management fee? 

 Does the subsidiary prepare any operations report for use by the parent? 

 Do the parent and subsidiary have any common officers or directors? 

 Does the Board of Directors of the subsidiary report to the parent? 
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 Does the Board of Directors of the parent control the amount or 
distribution of dividends of the subsidiary? 

An answer of “yes” to any of the questions above may suggest a unitary 
business, an answer of “no” provides no evidence of a unitary relationship. It 
is unlikely that every answer to the questionnaire can be honestly answered 
in your company’s favor. Therefore, we recommend responding to the 
questionnaire in a separate letter, and explain why responses contrary to your 
position do or do not indicate a unitary business, in light of the facts as a 
whole. By responding in a separate letter, the preparer will not be limited to 
only “yes or no” responses. 

Unitary Evidence. Once audit fieldwork begins, the auditor will likely ask to 
review many of the business’s documents, including: 

— Business Plans. Such plans may express goals that indicate a unitary 
business, perhaps by achieving economies of scale through acquisition. 
Or it may discuss core competencies already achieved through synergy. It 
will also likely indicate the degree of centralized management. 

— Organizational Charts.  Show ownership percentages. The auditor will 
use these to determine which entities are members of the affiliated group. 

— Annual Reports and Public (SEC) Filings. These documents frequently 
describe the lines of business of a company, and may also attempt to 
encourage investors with examples of synergy created by efficiencies of 
scale, strong centralized management, and functional integration. 

— Minutes of Meetings of the Board. These minutes can show if there is an 
overlapping of the boards of directors of affiliated companies, suggesting 
strong centralized management. The minutes also show how involved the 
board is in actually managing the company. Finally, the minutes might 
show intercompany financing arrangements, which also suggests a unitary 
business. 

— Capital Expenditure Budgets. The capital expenditure process may 
reveal to the auditor that a centralized management team is planning and 
approving capital expenditures for all members of the group. The budgets 
may also reveal members of the group providing financial support to 
other members of the group, which suggests a unitary business. 



Texas Margin Tax   Page 119 
 
— Management Fee Allocation Workpapers.  Management fees between 

companies can be evidence of centralized management. Auditors will 
want to know how the management fee is calculated, and why it is being 
charged. 

— Licensing Agreements and Patents. If the organization develops ideas or 
technology centrally, and then shares it with affiliates through the use of 
exclusive licensing agreements, the company may be unitary. 

— Court Pleadings and Depositions. Because pleadings and depositions 
often reveal an uncensored view of a company, they can be quite valuable 
to an auditor. Because they are public documents, they are also 
unprotected by attorney-client privilege. 

— Company Manuals. If one employee manual exists for several affiliated 
businesses, that suggests functional integration and strong centralized 
management. It may also provide examples of centralized services the 
company provides to all of its affiliates. This may include manuals for: 

– Training 

– Human Resource Guides 

– Operations 

– Safety 

– And others… 

— Company Website. The website may boast of synergy developed between 
and among the various parts of the company. The website will also be a 
good source of information for the auditor regarding lines of business 
and vertical steps of an integrated process. 

— Company Newsletters. The authors of employee newsletters often seek to 
depict a group of affiliates as “one big happy family,” which also suggests 
a unitary business. The newsletters may also discuss managers transferring 
from one affiliate to another, which may suggest centralized management. 

— Executive Speeches and Press Releases. For public relations purposes, 
executives will often speak about the benefits the group achieves through 
economies of scale and synergy.  



Page 120 Texas Margin Tax 
 

— Executives’ Diaries and Calendars. Among other things, if executives’ 
travel calendars often show them traveling between the headquarters of 
various group members, this would suggest strong centralized 
management and a unitary business.  

Water’s Edge Requirement 
Texas now follows the “water’s edge” method of combined reporting, 
originally developed in California. This generally means that an entity that 
primarily conducts business outside of the United States must be excluded 
from the combined group. This rule applies even if the foreign company is 
an affiliate and is part of a unitary business. The rule applies when 80% or 
more of the legal entity’s property and payroll are located outside of the 
United States. In that case, the state considers the entity past the “water’s 
edge,” and excludes it from the combined group. 316 

Definition of “United States.” The statute does not define what makes up 
the “United States.” The Comptroller’s Rules state that the term means: 

– The fifty states and the District of Columbia; 

– The possessions and territories of the United States; 

– The Commonwealth of Puerto Rico; and, 

– The territorial waters and the seabed and subsoil of submarine areas 
adjacent to the territorial waters of the United States over which the 
United States has exclusive rights, in accordance with international 
law, with respect for the exploration and exploitation of natural 
resources.317 

80% Threshold. The margin tax refers to the multistate tax compact318 to 
determine whether a legal entity has 80% or more of its property and payroll 
outside of the United States. To make this determination, the entity first 
computes both a “property factor” and a “payroll factor.”  

“Property Factor” Calculation.  The property factor is a fraction, the 
numerator of which is the average value of the entity’s real and tangible 

                                                       
316   Texas Tax Code §171.1014(a). 
317  Comptroller Rule §3.590(b)(7). 
318   Texas Tax Code §141.001. 
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personal property owned or rented and used outside of the United States 
during the tax period, and the denominator of which is the average value of 
the entity’s real and tangible personal property owned or rented and used 
everywhere during the tax period.319 

 Property owned by the entity is valued at original cost.320 

 Property rented by the entity is valued at eight times the net annual rental 
rate, which is the annual rental rate paid by the entity less any amount 
the entity received from subrentals.321 

 The average value of the property is usually determined by averaging the 
values at the beginning and end of the tax period. However, if it is 
reasonably required to obtain an accurate value, the comptroller may 
require the averaging of monthly values.322  

“Payroll Factor” Calculation. The payroll factor is a fraction, the numerator 
of which is the total amount paid outside of the United States during the tax 
year for compensation and the denominator of which is the total amount 
paid for compensation everywhere.323  

Water’s Edge Calculation. The property factor and the payroll factor are 
then averaged together.  If the combined factor is equal to or greater than 
80%, then the entity is beyond the water’s edge and outside of the 
consolidated group. If either the property factor or the payroll factor is zero, 
then only the non-zero factor is used. If the entity has no property or payroll, 
then the entity is beyond the water’s edge if 80% or more of the entity’s gross 
receipts (as calculated by the margin tax’s apportionment rules) are assigned 
to locations outside of the United States.324 

Effect of being Beyond the Water’s Edge. It’s important to remember that 
an entity that is beyond the water’s edge does not necessarily escape taxation. 
If the entity individually has no nexus with Texas, then it will escape 
taxation. But if an entity is not included in a combined report because of the 

                                                       
319    Texas Tax Code §141.001, Art. IV(10). 
320    Texas Tax Code §141.001, Art. IV(11). 
321    Id. 
322    Texas Tax Code §141.001, Art. IV(12). 
323   Texas Tax Code §141.001, Art. IV(13). 
324   Texas Tax Code §171.1014(a). 
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water’s edge requirement, and the entity has nexus with Texas then it still 
must file a separate report.325  

Sale, Acquisition, and Combined Reporting 
The Comptroller has developed several rules about the reporting 
requirements of entities and combined groups that sell or acquire member 
entities: 

If a new entity is formed that is a member of a combined group, the new 
entity does not have to file a separate initial report.326 

A pre-existing combined group is not otherwise required to file an initial 
report is not required to file an initial report solely because a newly-created 
entity has become a member.327 

An entity that dissolves while it is a member of a combined group must file a 
final report, but the report will only state the name of the reporting entity, 
and it will not include financial data.328 

The Reporting Entity 
Remember that it is the combined group that is the taxable entity, once the 
combination has been prepared. For franchise tax purposes, in the eyes of 
the State, it is the combined group, as a whole that owes the tax. It is the 
combined group that makes the various elections, files the annual report, 
and submits a single payment. 

Which of the entities in the combined group are responsible for these 
actions and decisions? According the Comptroller’s rules, it is the “reporting 
entity.” 

                                                       
325  Comptroller Rule §3.590(c). 
326  Comptroller Rule §3.584(c)(1)(H). 
327 Id.  
328 Comptroller Rule §3.592(e). 
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The Rules grant the combined group a limited choice of entities that will 
serve as the reporting entity. The reporting entity can be one of two types: 

1. The parent entity, if it is part of the unitary business, or; 

2. The entity in the combined group with the greatest amount of Texas 
gross receipts (after eliminations) during the first period on which the 
report is based, and that has nexus with Texas.329 

Changing the Reporting Entity. Choosing the reporting entity is an 
important decision, because the position holds a great deal of power. The 
Comptroller also makes it quite difficult to switch the reporting entity. In 
fact, the reporting entity of a combined group will only change if the 
reporting entity (other than the parent) ceases to have nexus with Texas, or 
leaves the combined group. If this occurs, the combined group must 
immediately designate another entity that qualifies as the reporting entity, 
and notify the Comptroller.330 

Powers and Responsibilities of the Reporting Entity.  The reporting entity 
is in a powerful position. The entity has powers that could affect the tax 
burden of all of the members of the group. The Comptroller’s rule lists these 
powers and responsibilities: 

 Accounting Period. In certain cases, the combined group’s accounting 
year must match the reporting entity’s.331 

  Filing and Elections. The reporting entity is entitled to file the group 
report, and all other forms and schedules required by the Comptroller. 
Any elections made on these forms, including the election between cost 
of goods sold and compensation, is binding on all the members of the 
group.332 

 Payment. The Comptroller expects only one tax payment to come from 
the combined group. The reporting entity is the entity expected to make 
the payment.333  

                                                       
329 Comptroller Rule §3.590(b)(5). 
330   Comptroller Rule §3.590(e)(3). 
331  Comptroller Rule §3.590(f)(1)(B). 
332 Comptroller Rule §3.590(e)(1)(B). 
333 Comptroller Rule §3.590(e)(1)(C). 
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 Notices. If the Comptroller mails a notice to the reporting entity, the 
notice is also deemed to have been mailed to each member of the 
group.334 

 Authority. The reporting entity has the power to file refund claims, waive 
the statute of limitations, and execute agreements with the Comptroller 
on behalf of the combined group. If the reporting entity makes any of 
these actions, each member of the group is deemed to have made the 
same action.335 

 Access to records. The Comptroller expects the reporting entity to be 
able to provide auditors with access to the tax, financial, and 
nonfinancial records of all members, whether or not the member has 
nexus with Texas.336 

Accounting Period Consistency 
The statute requires each member of a combined group to use the same 
accounting period to compute its margin.337 However, the statute does not 
state which accounting period should be used. The Comptroller has 
provided a basic rule to determine the accounting period of the combined 
group: 

If two or more members of the group file on a federal consolidated return, 
then the group’s accounting period is equal to the accounting period of the 
federal consolidated group;338 

Otherwise the accounting period is the federal tax period of the reporting 
entity.339   

Accounting. If some of the members of the combined group have a different 
accounting period, how are they supposed to compute their revenue, cost of 
goods sold, and compensation amounts? The Comptroller’s answer is to 
require the reporting entity to determine the entities calculations by 

                                                       
334 Comptroller Rule §3.590(e)(2). 
335 Comptroller Rule §3.590(e)(1)(D). 
336 Comptroller Rule §3.590(e)(1)(A). 
337  Texas Tax Code §171.1014(h). 
338 Comptroller Rule §3.590(f)(1)(A). 
339 Comptroller Rule §3.590(f)(1)(B). 
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preparing a separate income statement prepared from the books and records 
for the months included in the combined group’s accounting period.340 

Combined Report Calculation 
The combined report is generally calculated in a manner similar to other 
consolidations. Each entity computes revenue, cost of goods sold, 
compensation, and gross receipts on its own and then intercompany 
amounts are eliminated. The amounts are totaled, and from that point 
forward, it’s generally as if the member entities no longer exist and the 
combined group as a whole is the taxable entity. 

The Comptroller’s Rules offer step-by-step instructions on how to prepare a 
combined group report: 

Revenue 

1. Each member entity calculates its revenue as if it were filing as a separate 
entity.341 

2. The combined group adds the revenue calculations together.342 

3. The combined group subtracts items of revenue that were received from 
another member of the group, if such amount was included on one of 
the line items on the federal tax return used to calculate revenue.343 

Cost of Goods Sold 

4. Each member entity calculates its cost of goods sold as if it were a 
standalone entity,344 except that unlike a standalone entity, a member can 
take a cost of goods sold deduction for goods it does not own if the goods 
for which the costs are incurred are owned by another member of the 
group.345 

                                                       
340    Comptroller Rule §3.590(f)(2). 
341    Comptroller Rule §3.590(d)(1)(A). 
342    Comptroller Rule §3.590(d)(1)(B). 
343    Comptroller Rule §3.590(d)(1)(C). 
344   Comptroller Rule §3.590(d)(2)(A)(i). 
345    Texas Tax Code §171.1014(d-1). 
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5. The combined group adds the cost of goods sold calculations together.346 

6. The combined group then must subtract cost of goods sold included in 
the total that were paid from one member of the group to the other, but 
only to the extent the corresponding item of total revenue was subtracted 
in step 3, above.347 

Compensation 

7. Each member entity calculates its compensation as if it were a standalone 
entity.348 

8. The combined group adds the compensation calculations together.349 

9. Because the wages and cash compensation cap applies to the combined 
group as a whole,350 the combined group must adjust the compensation 
total so that the total calculation for the group does not include wages 
and cash compensation paid to an individual that exceeds the cap.351 

10. The combined group then must subtract compensation included in the 
total that was paid from one member of the group to the other, but only 
to the extent the corresponding item of total revenue was subtracted in 
step 3, above. 

11. From this point forward, the combined group, for all intents and 
purposes, is a treated as if it were a standalone entity. For instance, the 
combined group, as a whole, will determine whether to deduct cost of 
goods sold, compensation, or 30% of revenue, depending on the 
amounts calculated in the steps above. 

                                                       
346    Comptroller Rule §3.590(d)(2)(A)(ii). 
347    Comptroller Rule §3.590(d)(2)(A)(iii). 
348    Comptroller Rule §3.590(d)(3)(A). 
349    Comptroller Rule §3.590(d)(3)(B). 
350     Texas Tax Code §171.1013(c). 
351    Comptroller Rule §3.590(d)(3). 




