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orporations and limited liability

companies (LLCs) doing business

in Texas are subject to the state
franchise tax regardless of whether the
business is officially chartered (orga-
nized) in Texas or some other state.
Partnershipsandsole proprietorshipsare
not subject to the tax. One type of
partnership, the limited liability part-
nership, provides business owners with
the benefits of limited liability and
allows them to avoid the franchise tax.

Corporationsand LLCs pay the greater
of a tax on net taxable capital (com-
puted at a .25 percent tax rate on net
capital) or net taxable earned surplus
(computed at a 4.5 percent tax rate on
adjusted federal taxable income). Com-
panies earning a rate of return on busi-
ness capital in excess of 5.556 percent
(rounded) pay their franchise tax based
on income rather than on capital. This
would be the case for most service-ori-
ented companies, including real estate
sales companies.

For example, assume a company has
land and a building with a total cost of
$1 million and no debt. The franchise
tax based on assets is $2,500 ($1 million
x .0025) and would be the tax liability
as long as taxable income were less than
5.556 percent of $1 million, or $55,560,
as 4.5 percent of $55,560 is $2,500. If
taxable income for this company ex-
ceeds $55,560, the franchise tax would
be 4.5 percent of taxable income. These
computations and relationships apply
regardless of whether the income is

Franchise

from rents or from commissions on
real estate sales.

For real estate businesses, net taxable
earned surplus is equal to federal taxable
income plus compensation paid to offic-
ers and directors of the corporation. S
corporations and corporations with
fewer than 36 shareholders are generally
exempt from the compensation add-back.
A corporation may rebut the presump-
tion that a person is an officer if it
conclusively shows, through the person’s
job description or other documentation,
that the person does not participate or
have authority to participate in signifi-
cant policy-making aspects of corporate
operations.

Amounts computed for federal income
tax purposes cannot be recomputed using
a different method for franchise tax pur-
poses. For example, if a corporation re-
duces the deduction for wages and sala-
ries to claim a federal jobs credit in
determining its federal taxable income,
the corporation must use the same wages
and salaries deduction in determining
taxable income for franchise tax pur-
poses.

Some other specific rules are as
follows:

Net taxable capital is contributed capi-
tal plus surplus (also called “retained
earnings”). Generally, net taxable capi-
tal is equal to the book value of assets
less debt. In the absence of debt, the
book value of assets is net taxable capi-
tal, as in the example above.

Operating losses from prior years can
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be “carried over” and used in the current
tax year to reduce net taxable earned
surplus. Such losses can be carried for-
ward for up to five years. At the end of
five years, they expire.

Consolidated tax returns are not per-
mitted for franchise tax purposes. Two
or more corporations that file a federal
consolidated return must recompute
their taxable income and related amounts
(such as compensation) for franchise tax
purposes as though they were separate
corporations. If the Texas Comptroller’s
office determines that transactions
among or between affiliated corpora-
tions were not at “arm’s-length,” the
corporation’s income can be reallocated
to prevent franchise tax avoidance.

-corporation taxable income for

franchise tax purposes is computed

the same as taxable income for
regular corporations. Thus, segregated
income and deduction items (such as
capital gains, capital losses and chari-
table contributions) that normally flow
through and are taxed to shareholders
for federal tax purposes are included in
the S corporation’s taxable income for
the franchise tax calculation.

The Texas franchise tax rules and com-
putations can be complex. Consultation
with an accountant, attorney or real es-
tate professional is recommended. #
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