
Texas Court of Appeals Changes Reasoning for Allowing
COGS Deduction
 

   
   
The Texas Court of Appeals issued a substituted opinion January 6 in which it altered its
reasoning for allowing movie theater chain American Multi-Cinema Inc. (AMC) to take a cost of
goods sold (COGS) deduction for the costs of showing films in its theaters.

The substituted opinion could alleviate some of the state’s concerns about the potential broad
and unintended consequences of the court’s original April 2015 decision.

Following the original ruling in American Multi-Cinema Inc. v. Hegar, Comptroller of Public
Accounts Glenn Hegar (R) sent a letter to state officials cautioning that if the decision wasn’t
overturned, it could cost Texas $1.5 billion in annual franchise tax revenue and the state could
owe $6 billion in franchise tax refunds.

Matt Larsen of Baker Botts LLP told Tax Analysts January 6 that this warning was based on the
possibility that the 2015 opinion’s broad reading of the term “perceptible to the senses” could
enable various sellers of intangible property and services to qualify for the COGS deduction.

“There has also been speculation that because the sales tax definition of tangible personal
property contains the same language, certain currently nontaxable services or intangible
personal property might be at greater risk of taxability,” he said. 

Larsen said the court sidestepped those potentially significant side effects with the substitute
opinion by relying on the narrower definition of tangible personal property found in a separate
subsection of the statute.

“We are still reviewing the court’s decision to determine next steps, such as a possible appeal
to the Texas Supreme Court. However, I would note that Friday’s decision is potentially
narrower than the 2015 decision and as a result, the possible revenue impact should also be
reduced,” Hegar said in an email to Tax Analysts.

Kayleigh Lovvorn, a spokeswoman for the Office of the Attorney General, told Tax Analysts
January 6 that the attorney general’s office is reviewing the court’s substituted opinion and
evaluating its options.

When the state moved for a rehearing of the original decision, it argued that the court’s
decision expanded the definition of tangible personal property to include anything perceptible to
the senses.

In the original decision, the court found that AMC was entitled to the COGS deduction because
the movies it exhibited qualified as tangible personal property. The court relied on subsection (i)
of Texas Tax Code section 171.1012(a)(1), which defines tangible personal property as
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“personal property that can be seen, weighed, measured, felt, or touched or that is perceptible
to the senses in any other manner.”

In the new decision, the court instead relied on subsection (ii) of the same statute, which
includes in the definition of tangible personal property “films, sound recordings, videotapes, live
and prerecorded television and radio programs, books, and other similar property embodying
words, ideas, concepts, images, or sound, without regard to the means or methods of
distribution or the medium in which the property is embodied, for which, as costs are incurred in
producing the property, it is intended or is reasonably likely that any medium in which the
property is embodied will be mass-distributed by the creator or any one or more third parties in a
form that is not substantially altered.”

“Because it is dispositive, we limit our review of the evidence to AMC’s theory under section
171.1012(a)(3)(A)(ii) and expressly do not resolve whether the evidence also supports the trial
court’s finding that AMC’s product falls within the definition of ‘tangible personal property’ in
section 171.1012(a)(3)(A)(i),” the court said in the new opinion.

The court thus concluded that AMC was still entitled to the deduction under the alternate
subsection. The court also denied the motion for rehearing.  
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