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Texas Comptroller Ruling - Taxpayer May Not
Include Costs of Purchasing Franchise Agreement in
Cost of Goods Sold Deduction

Overview
On May 29, 2018, the Texas Comptroller of Public Accounts (Comptroller) released a ruling addressing whether an
automotive retailer (Taxpayer) was entitled to include the purchase price of franchise rights obtained as part of a recent

acquisition within its costs of goods sold (COGS) for purposes of the Texas franchise tax (commonly referred to as the
Texas margin tax) under Texas Tax Code (TTC) §§ 171.001 and 171.1012.1

As described in more detail below, the Comptroller ultimately determined the amount paid by the Taxpayer for the car
manufacturer’s franchise rights did not qualify as deductible direct COGS under TTC § 171.1012(d)(10), but instead were
indirect COGS and affirmed the refund denial.

In this tax alert, we summarize the Comptroller’s decision as well as offer some taxpayer considerations.

Background

Taxpayer operated as an automobile retailer that sold automobiles and automotive parts during report years 2010, 2011,
2012, and 2013 (collectively, Report Years).? During the Report Years, Taxpayer acquired several existing automobile
dealerships from Seller.3 Pursuant to the purchase agreement, Taxpayer agreed to purchase the tangible and intangible
assets of Seller’'s company, including “all rights of Seller under contracts assigned to and assumed by [Taxpayer]” and “all
other intangible rights and interests” related to the business.* This intangible right included the right to represent an
automobile manufacturer (Manufacturer) that had previously contracted with Seller. Under the purchase agreement, Seller
agreed to Seller’s franchise agreement with Manufacturer. As explained within the ruling, the transfer of these intangible
rights was key to the purchase agreement, and Manufacturer’s approval of the new franchisee was a condition precedent.>
After executing the purchase agreement, the Manufacturer agreed to allow Taxpayer to operate as a franchisee for its
brand.®

According to Taxpayer, the franchise agreement with a manufacturer was critical to the business operations of its
automobile dealership because the services it provided under the agreements generated the greatest gross profit per
department.” Without it, Taxpayer would have been unable to acquire inventory, offer manufacturer-related services such
as warranty repairs, factory-authorized service, or reselling used parts and vehicles.® As noted in the ruling, Taxpayer had
no upfront payment obligation to the Manufacturer to begin operating the dealership, which was similar to most
manufacturer’s franchise agreement.?

After finalizing the purchase agreement, Taxpayer filed amended returns requesting a refund for the Report Years including
in its COGS deduction, among other costs, the amounts paid related to Manufacturer’s franchise agreement.!® Taxpayer
claimed the costs related to the franchise agreement were qualified licensing and franchise fees under TTC §
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171.1012(d)(10).11 On review, the auditor granted the refund request in part, but excluded the franchise agreement
amounts based on a determination such amounts did not qualify as direct COGS.!?

Comptroller’s interpretation of franchise and licensing fees that qualify for COGS

Under TTC § 171.101(a), a taxable entity may determine the total revenue from its entire business by subtracting from
total revenue its COGS as determined under TTC § 171.1012.13 COGS includes all direct costs of acquiring or producing
goods, along with other costs related to the taxable entity’s goods.'* Qualifying direct COGS include “licensing or franchise
costs, including fees incurred in securing the contractual right to use a trademark, corporate plan, manufacturing
procedure, special recipe, or other similar right directly associated with the goods produced.”!>

The Administrative Law Judge (ALJ) emphasized the limited guidance from the both the Comptroller and the courts on the
related COGS under TTC § 171.1012(d), finding only one Comptroller policy statement and one appellate decision on
point.1® The Comptroller’s letter ruling that was cited by the ALJ related to the license and franchise fees.!” In this letter
ruling, the taxpayer had entered into concession agreements and paid facility owners and promoters a percentage of
receipts from the sale.!® The taxpayer claimed these payments estimated the fair market value of the exclusive right to sell
concessions and sought to have them included as licensing fees.'® However, the Comptroller’s Tax Policy division
determined these payments were more appropriately categorized as “selling costs” under TTC § 171.1012(e)(2) and thus
not deductible as COGS.?°

As part of that previous letter ruling, the ALJ had relied on a 2017 appellate court decision that examined whether a cost
gualified for the COGS deduction under TTC § 171.1012(d).2! In the appellate decision, the taxpayer made a one-time
payment to an asbestos trust fund, which it claimed as a “quality control” cost.22 Based on examples provided by the
legislature on what constitutes a “quality control” costs, the court construed TTC § 171.1012(d) narrowly and found the
costs must be “in relation to the taxable entity’s goods” (i.e., quality control costs are those actually meant to improve the
quality of the goods themselves) and held the payment was not a cost of quality control includable in COGS.?3

Administrative Law Judge’s decision

Based on the guidance discussed above, the ALJ held Taxpayer’s costs related to Manufacturer’s franchise agreement did
not qualify as direct COGS.2* Relying on the appellate court’s analysis of TTC § 171.1012(d)(9), the ALJ referenced the
examples of licensing and franchise fees provided by the legislature in TTC § 171.1012(d)(10): “fees incurred in securing
the contractual right to use a trademark, corporate plan, manufacturing procedure, special recipe, or other similar right
directly associated with the goods produced” against the amounts claimed by Taxpayer.2> As part of its opinion, the ALJ
emphasized that franchise rights can only be conveyed by a franchisor (i.e., Manufacturer), as opposed to Seller.26
Consequently, the ALJ found Taxpayer conflated the asset purchase and franchise agreements because the intangible
assets conveyed by the asset purchase agreement to Taxpayer did not include the franchise rights and thus could not be
considered part of the COGS.27 As part of the transfer of franchise rights to Taxpayer from Seller, Taxpayer did not directly
obtain the rights from Manufacturer or pay a fee to Manufacturer. Once the ALJ determined the franchise rights were not
included in Taxpayer’s purchase of intangible assets, the ALJ thereafter found the remaining intangible assets listed in the
asset purchase agreement did not constitute a qualifying cost under TTC § 171.1012(d)(10).28 Thus, the ALJ found the
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amounts paid for the franchise rights were properly excluded from the COGS deduction because they were not conveyed by
Seller and not included in the intangible assets purchased per the asset purchase agreement.??

Considerations

Taxpayers that purchase a business in which licensing or franchise rights are an element of the acquired business are
advised to consult with their tax advisers to determine potential Texas franchise tax implications.
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