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contracts) owned by the Government is in the 
possession of a contractor or subcontractor. 
Situations may arise in which States or localities 
assert the right to tax Government property di-
rectly or to tax the contractor's or subcontrac-
tor's possession of, interest in, or use of that 
property. In such cases, the contracting officer 
shall seek review and advice from the agency-
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of action.” 

FAR 29.101 -- Resolving Tax Problems 
states, “(c) When the constitutional immunity of 
the Government from State or local taxation 
may reasonably be at issue, contractors should 
be discouraged from negotiating independently 
with taxing authorities if the contract involved is 
either -- (1) A cost-reimbursement contract; or 
(2) A fixed-price contract containing a tax esca-
lation clause.” 
 
Colorado Case 

In the review of one of our clients, a State 
of Colorado sales tax auditor cited a 1991 Colo-
rado court case of Colorado Regional Transpor-
tation District vs. Martin Marietta Corp (805P.2D 
1102) in which “the court found that items pur-
chased by a taxpayer for use in the perform-
ance of government contracts which were not 
incorporated into the final product to be taxable 
to the taxpayer making the purchase.  These 
items were found to be taxable even if title im-
mediately passed to the federal government per 
the contract.” The final opinion asserted that the 
sales (use) tax should be paid.   

The contracts performed by our client dur-
ing that time period were SBIR contracts that 
required the delivery of a final report but not 
other hardware. As such, the company decided 
that the payment of the tax was appropriate.  
Our client has undergone an audit with the 
DCAA for those taxes that were paid and they 
were not questioned as allowable expenses. 
Also our client decided that city sales tax 
needed to be paid. 

 
The New Mexico case 

In New Mexico, the situation is more for-
malized for contractors based there.  Contracts 
with the federal government contain the FAR 
clause 52.229-10 -- State of New Mexico Gross 
Receipts and Compensating Tax. Which states 
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in part “(b) The Contractor shall pay the New 
Mexico gross receipts taxes, pursuant to the 
Gross Receipts and Compensating Tax Act of 
New Mexico, assessed against the contract fee 
and costs paid for performance of this contract, 
or of any part or portion thereof, within the State 
of New Mexico. The allowability of any gross 
receipts taxes or local option taxes lawfully paid 
to the State of New Mexico by the Contractor or 
its subcontractors will be determined in accor-
dance with the Allowable Cost and Payment 
clause of this contract except as provided in 
paragraph (d) of this clause.” 
 
Taxes in Texas 

In another example, a client of ours, based 
on our advice, called the state directly to dis-
cuss their particular situation. They reported to 
us that “the tax policy division for the State of 
Texas would not grant (our client) an exemption 
from sales tax for items purchased for the NIH 
grants. Their rules require any company that 
claims sales tax exemption be a non-profit or-
ganization as defined by the IRS.” The state 
pointed out State law would also recognize a 
tax exemption for our client if it were an official 
federal government agency, “and we were not 
federal employees. We do not fit any of their 
criteria, so we will keep paying sales tax.”  

 
Conundrum 

So, is it confusing enough up to this point?  
What about purchases bought that are indirect 
cost and not direct cost to a contract?   
FAR 31.205-41 – Taxes states “(c) … The cost 
of taxes incurred on property used in both Gov-
ernment and non- Government work shall be 
apportioned to all such work based upon the 
use of such property on the respective final cost 
objectives.”  Based on this type of direct state-
ments in the FAR and general principles of cost 
allocability, our clients allocate the sales and 
use tax on purchases of indirect cost items 
based on their particular accounting systems 
design for allocation indirect cost to a contract. 
 
Conclusion 

We think it is wise for our clients to call 
their state tax officials and contact their Con-
tracting Officer about their particular situation. 
Clients should pay the sales tax now (if there is 
any doubt) while the contract has money rather 
than later when the contract is closed.   
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