






















Footnotes
1 See Act of May 19, 2006, 79th Leg., 3d C.S., ch. 1, § 5, 2006 Tex. Gen. Laws 1, 10 (amended 2013) (current version at

Tex. Tax Code § 171.1011(g)(3)) (excluding certain “flow-through funds” from taxpayer's “total revenue”).
2 See Act of May 19, 2006, 79th Leg., 3d C.S., ch. 1, § 5, 2006 Tex. Gen. Laws 1, 8 (amended 2013) (current version at

Tex. Tax Code § 171.101(a)) (allowing taxpayer to elect to deduct COGS from total revenue); Act of May 19, 2006, 79th
Leg., 3d C.S., ch. 1, § 5, 2006 Tex. Gen. Laws 1, 13-16 as amended by Act of June 15, 2007, 80th Leg., ch. 1282, §§
14, 15, 2007 Tex. Gen. Laws 4282, 4290-91 (amended 2013) (current version at Tex. Tax Code § 171.1012) (governing
calculation of COGS deduction).

3 Citations in this opinion will be to the current version of the Tax Code when intervening amendments are not relevant
to the disposition of the issues on appeal.

4 Not relevant to this case is the option to use the E-Z computation method to determine margin for taxable entities whose
total revenue is $20 million or less. See Tex. Tax Code § 171.1016 (E-Z computation method and rate for taxpayers with
no more than $20 million in total revenue).

5 The following description of Gulf Copper's business activities is derived from unchallenged findings of fact made by the
trial court and from testimony elicited at trial, which, unless otherwise indicated, is undisputed.

6 A marine classification society is a non-governmental organization that establishes and maintains technical standards
for the construction and operation of marine vessels. Steven Hale, Gulf Copper's Chairman and Chief Executive Officer,
testified that the International Association of Classification Societies promulgates rules and regulations that offshore
drilling rigs have to meet to operate safely and in an environmentally sound manner. According to Hale, the classification
standards are met through a regimen of inspections and surveys on a prescribed, periodic basis to ensure the integrity
and safety of the vessel. That a rig meets classification rules and standards is of critical importance to both an exploration
and production company considering using a particular rig on its project and to the underwriter who insures the drilling rig.

7 Hale testified that offshore drilling rigs and their operations are subject to regulations promulgated by entities such as
the United States Coast Guard, the Environmental Protection Agency, the International Maritime Organization, and the
“Bureau of Offshore Environmental Management.” We assume that the last reference was to the Bureau of Ocean
Energy Management, one of three independent entities created when the federal Minerals Management Service was
reorganized in the wake of the Deepwater Horizon oil spill. The Bureau's mission is “managing development of the nation's
offshore resources in an environmentally and economically responsible way.” See The Reorganization of the Former
MMS, BOEM.GOV, http://www.boem.gov/Reorganization/ (last visited June 15, 2017).

8 Hale testified that individual wells have “different requirements relative to the equipment on the rig.”

9 The Comptroller does not dispute that the $163,303 qualified for a revenue exclusion.

10 This number is the difference between the total flow-through revenue exclusions Gulf Copper originally took minus
the $79,405,230 in subcontractor payments the Comptroller determined were not properly excluded from revenue as
qualifying flow-through funds under the (g)(3) revenue exclusion.

11 Relatedly, Gulf Copper asserted that, by refusing to allow Gulf Copper to claim the subcontractor payments as a revenue
exclusion, the Comptroller had erroneously increased Gulf Copper's apportionment factor from 0.8808 to 0.9353.

12 “Goods” are defined as “real or tangible personal property sold in the ordinary course of business of a taxable entity.”
Tex Tax. Code § 171.1012(a)(1). “Tangible personal property” does not include intangible property or services. Id. §
171.1012(a)(3)(B).

13 Gulf Copper's facilities include yards in Galveston, Port Arthur, and Corpus Christi. Gulf Copper also owns Sabine
Surveyors, which the Comptroller determined provided only services and thus did not incur any costs related to acquiring
or producing goods that could be included in the calculation of Gulf Copper's COGS deduction.

14 Effective January 1, 2014, section 171.1011(g)(3) was amended to require the exclusion of “flow-through funds that are
mandated by contract or subcontract to be distributed to other entities” and that are “subcontracting payments made
under a contract or subcontract entered into by the taxable entity to provide services, labor, or materials in connection
with the actual or proposed design, construction, remodeling, remediation, or repair of improvements on real property or
the location of the boundaries of real property.” Tex. Tax Code § 171.1011(g)(3) (emphases added). The bill analysis
for this enactment indicates that the amendment was proposed in response to the Comptroller's interpretation of section
171.1011(g)(3) as “allowing an entity to exclude subcontracting payments only when the entity has a contract in place that
states that a specific portion of the work will be subcontracted” because the Comptroller's interpretation was not consistent
with the practices of the affected industry. Senate Research Ctr., Bill Analysis, Tex. H.B. 2766, 83d Leg., R.S. 2013.



15 The record does not reflect what portion of the hourly rate that the “labor” subcontractors charged Gulf Copper for its
workers was ultimately paid to the workers themselves.

16 For example, Gulf Copper's Master Service Agreement with Maxum Industries, LLC, a “labor” subcontractor, contains
the following provision:

[Gulf Copper] shall pay [Maxum Industries, LLC], subject to [Gulf Copper's] verification that [Maxum Industries, LLC]
has complied with all terms and conditions of this Agreement and any applicable Purchase Order. In the event [Gulf
Copper] should dispute any part of an invoice, undisputed portions thereof shall be paid; and upon resolution of all
disputed items, a supplemental invoice will be submitted to [Gulf Copper] for payment.

An email exchange between principals from Gulf Copper and Maxum Industries, LLC provides the hourly rates Gulf
Copper was to pay for welders, fitters, superintendents, and leadmen, ranging from $36.50 to $37.50 per hour.

17 As this Court noted in Titan Transportation, “an evident purpose of the (g)(3) revenue exclusion is to prevent double
taxation of funds that are not truly gain or income to the taxpayer.” Titan Transp., LP v. Combs, 433 S.W.3d 625, 641
(Tex. App.—Austin 2014, pet. denied). That purpose is served when, as here, the taxpayer excludes from its revenue
the portion of payments received that it must pass on to another entity.

18 Subsection (c) also includes the cost of materials consumed in producing the goods; depreciation, depletion, and
amortization associated with and necessary to the production of the goods; research and design activities directly related
to the production of the goods; geophysical costs to locate mineral-producing property; taxes paid for materials or services
that are direct production costs; the cost of producing or acquiring electricity sold; and “a contribution to a partnership in
which the taxable entity owns an interest that is used to fund activities, the costs of which would otherwise be treated
as cost of goods sold of the partnership, but only to the extent that those costs are related to goods distributed to the
taxable entity as goods-in-kind in the ordinary course of production activities rather than being sold.” Tex. Tax Code §
171.1012(c).

19 Subsection (d) also includes insurance for facilities or equipment directly used to produce the goods; insurance on the
produced goods; deterioration, obsolescence, spoilage, and abandonment of the goods; pre-production direct costs for
property held for future production, including storage and handling provided for by subsection (c); utilities directly used
in producing the goods; quality control costs; and licensing or franchise costs. Id. § 171.1012(d).

20 Gulf Copper states that “it appears our Legislature used the corresponding treasury regulation (C.F.R. § 1.236A-1) as
an outline to draft the COGS statute.”

21 This presents a question of statutory construction that we review de novo. See State v. Shumake, 199 S.W.3d 279, 284
(Tex. 2006). Our primary objective in construing statutes is to give effect to the Legislature's intent and, ordinarily, “ ‘the
truest manifestation’ of what lawmakers intended is what they enacted.” First Am. Title Ins. Co. v. Combs, 258 S.W.3d
627, 632 (Tex. 2008) (quoting Alex Sheshunoff Mgmt. Servs. L.P. v. Johnson, 209 S.W.3d 644, 651-52 (Tex. 2006)). The
language emerging from the legislative process “constitutes the law, and when a statute's words are unambiguous and
yield but one interpretation, ‘the judge's inquiry is at an end.’ ” Combs v. Roark Amusement & Vending, L.P., 422 S.W.3d
632, 635 (Tex. 2013) (quoting Johnson, 209 S.W.3d at 651-52). We give an unambiguous statute its plain meaning without
resorting to rules of construction or extrinsic aids. Id.; see also Texas Lottery Comm'n v. First State Bank of DeQueen,
325 S.W.3d 628, 635, 637 (Tex. 2010) (branding such reliance “improper” because “[w]hen a statute's language is clear
and unambiguous, it is inappropriate to resort to rules of construction or extrinsic aids to construe the language”). Rules
of construction such as agency deference and strict construction of tax statutes against the taxing authority are employed
only when a statute is ambiguous. See TracFone Wireless, Inc. v. Commission on State Emergency Commc'ns, 397
S.W.3d 173, 182 (Tex. 2013) (“The reach of an ambiguous tax statute must be construed “strictly against the taxing
authority and liberally for the taxpayer.” ” (emphasis added) (quoting Morris v. Houston Indep. Sch. Dist., 388 S.W.3d
310, 313 (Tex. 2012) (per curiam))).

22 An entity's chosen accounting method dictates how the entity's transactions are recorded in its financial books. For
example, an entity using the cash-basis accounting method records its expenses in its accounts when it actually pays
the cash and books revenues when it actually receives payment. An entity using the accrual accounting method records
revenue when the transaction is completed—e.g., when the work specified in a contract between the entity and its
customer is completed—instead of when it actually receives payment. The entity handles expenses in the same manner
by recording them when they have been incurred rather than when payment is actually made. See E. McGruder Faris,
Jr., Accounting for Lawyers 75-84 (3d ed. 1975). The cash method and the accrual method are two of the methods a
taxpayer may use to compute its taxable income for federal tax purposes. See 26 U.S.C. § 446(c) (taxpayer may compute
taxable income under cash receipts and disbursement method, accrual method, any other method permitted by statute,
or any combination of foregoing methods permitted under regulations prescribed by Secretary of Treasury).



23 The main difference between accrual and cash basis accounting is the timing of when revenue and expenses are
recognized. Under the cash method, the taxable entity generally deducts expenses in the tax year in which it actually
paid them. Under the accrual method, expenses may be deducted when they are incurred. See 26 C.F.R. § 1.466-1
(general rule for methods of accounting). Thus, an expense that might be recognized and included in the COGS deduction
calculation in a particular tax year when using the accrual accounting method might not qualify for inclusion in the same
tax year when using the cash basis accounting method.

24 This number assumes that the subcontractor payments are not excluded from total revenue but, instead, are included
in the COGS deduction.

25 Although the State did not frame its appellate issue as a factual sufficiency challenge, the Comptroller has acknowledged
that Gulf Copper is entitled to take a COGS deduction of some amount. The State requested that, in the event this Court
does not accept the Comptroller's method of calculating Gulf Copper's COGS deduction, we remand the case to the trial
court for further proceedings to determine Gulf Copper's COGS deduction by application of a proper interpretation of
section 171.1012 to the evidence before the trial court.

26 The Legislature recently amended the definition of “production” contained in Texas Tax Code section 171.1012(a). See
Act of May 19, 2017, 85th Leg., R.S., ch. 377, § 1, 2017 Tex. Sess. Law Serv. ch. 377 (to be codified as an amendment
to Tex. Tax Code § 171.1012(a)(2)). The amendment provides that, effective September 1, 2017, “ ‘production’ means
construction, manufacture, development, mining, extraction, improvement, creation, raising, or growth.” Id. The pre-
amendment definition provides that production “includes construction, installation, manufacture, development, mining,
extraction, improvement, creation, raising, or growth.” The amended version replaces the word “includes” with the word
“means” and eliminates “installation” from the definition of “production.” The Legislature's note to the amendment states
that the amendment “is a clarification of existing law and does not imply that Section 171.1012, Tax Code, before the
amendment made by this Act may be construed as inconsistent with Section 171.1012, Tax Code, as amended by this
Act.” Act of May 19, 2017, 85th Leg., R.S., ch. 377, § 2, 2107 Tex. Sess. Law Serv. ch. 377.

27 Implicit in the 0% assigned to Sabine Surveyors is the Comptroller's determination that none of its costs could be included
in Gulf Copper's COGS calculation by virtue of subsection 171.1012(i).
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