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Texas Comptroller adopts 
new regulations concerning 
research and development 
activities 
Tax Alert 

Overview 
On July 29, 2022, the Texas Register was published adopting certain proposed 
regulations which implement several important updates to the Texas Research 
and Development (“R&D”) activities credit and sales/use tax R&D exemption.  

This Tax Alert summarizes the newly adopted amendments and their effective 
dates, as well as offers some observations. 

Adopted changes to the Texas franchise tax R&D credit and 
exemption 

The Texas Comptroller of Public Accounts (“Comptroller”) adopted previously 
proposed amendments to title 34 of the Texas Administrative Code (“TAC”) §§ 
3.599 and 3.340 to provide guidance regarding the franchise tax R&D credit 
and sales/use tax R&D exemption that modify the state’s definition of the 
Internal Revenue Code (“IRC”), expand the definition of Internally Used 
Software, and remove limitations on the credit after a change in the makeup of 
a combined group. 

In 2016, the U.S Department of the Treasury issued final regulations addressing 
software developed primarily for a taxpayer’s internal use pursuant to IRC § 41, 
which addresses the federal research credit. Under the previous version of the 
Texas regulations, a federal regulation adopted after December 31, 2011, 
would only apply for Texas purposes if the federal regulation required a 
taxpayer to apply the rule to the 2011 federal income tax year. The 
Comptroller also noted the current version of Treasury Regulation § 1.41-4 
(“Qualified research for expenditures paid or incurred in taxable years ending 
on or after Dec. 31, 2003”) (as adopted on during 2016) would be an example 
of a regulation that does not fully apply to the 2011 federal income tax year, 
and therefore, does not apply for Texas tax purposes. 

The adopted regulations amend the definition of the IRC for purposes of the 
Texas credit to encompass any federal Treasury Regulations that could have 

https://www.sos.state.tx.us/texreg/pdf/backview/0729/0729adop.pdf
https://www.sos.state.tx.us/texreg/pdf/backview/0610/0610prop.pdf
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applied to the 2011 federal income tax year.  The Treasury Regulations and 
examples that are now specifically enumerated in the TAC include:  
 

• Treasury Regulation § 1.174-2, which defines research and 
experimental expenditures as contained in 26 C.F.R. part 1 (revised as 
of July 1, 2014); 

• Treasury Regulation § 1.41-4, related to qualified research for 
expenditures paid or incurred in taxable years ending on or after 
December 31, 2003 as contained in 26 C.F.R. part 1 (revised as of 
November 3, 2016), except for paragraph (c)(6) involving Internal Use 
Software. For paragraph (c)(6), as provided in Treas. Reg. § 1.41-4(e), 
taxable entities may elect to follow either: 

 Treas. Reg. § 1.41-4(c)(6) as contained in 26 C.F.R. part 
1 (revised as of April 1, 2003) and I.R.B. 2001-5; or 

 Proposed Treas. Reg. § 1.41-4(c)(6) (applicable to 
taxable years beginning on or after the December 31, 
1985) as contained in I.R.B. 2002-4. 

 
The adopted regulations also strike certain language pertaining to the 
definition of Internal Use Software for Texas tax purposes.  The following 
provisions are now removed from the regulation: 

•  A taxpayer uses software internally if the software was developed for 
use in the operation of the business. Computer software that is 
developed to be commercially sold, leased, licensed, or otherwise 
marketed for separately stated consideration to unrelated third parties 
is not internal use software. 

• Software developed by a taxpayer primarily for internal use by an 
entity that is part of an affiliated group to which the taxpayer also 
belongs shall be considered internal use software; and, 

• The determination as to whether software is internal use software 
depends on the facts and circumstances existing at the beginning of 
the development of the software. 

 
Specific to the franchise tax R&D activities credit, the regulations clarify that a 
change in the membership of a combined reporting group no longer results in 
the loss of the Texas R&D credit for either the remaining members of the group 
or the member leaving the group. 
 
The adopted provisions apply retroactively to Texas franchise tax reports due 
or on after January 1, 2014, along with Texas Qualified R&D Exemption 
Registrations made on or after January 1, 2014. 
 
 

Observations 

Taxpayers that have historically claimed the R&D activities credit for Texas 
franchise tax reporting purposes should consult with their tax advisors to 
ensure activities qualify under the newly adopted provisions of 34 TAC § 
3.599.  Taxpayers considering applying for or holding a Texas Qualified R&D 
Exemption Registration permit should similarly consult with their tax 
advisors to analyze any potential Texas sales/use tax implications as a result 
of the new regulations. 
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