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INTRODUCTION

Anyone who has reviewed the organizational chart of a business
enterprise is familiar with seeing multiple entities, and in today's world it
might seem as if a business' aggregate operations comprise an infinite
number of entities. Reasons can vary for why a business would benefit from
separating its various assets and operations into separate entities, but one of
the most customary reasons is asset protection.' For example, if A, an oil
and gas production company, forms a corporation to own and operate
various production sites across the United States, the assets and revenues of
each and every one of A's production sites would be fair game in a lawsuit
relating to any single production site because all production sites are held
and operated by a single entity. 2 In contrast, absent any veil-piercing or
alter ego issues, if A had formed separate corporations to own and operate
each production site, the only assets and revenues at risk in a lawsuit
relating to one single production site would be the assets of the separate
corporation that holds such production site. 3 As a general rule, a multiple-

1. See infra note 28 and accompanying text.
2. See generally Cataldo, infra note 28, at 488 (discussing the parent and subsidiary
relationship of a company).
3. See id.
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entity structure segregating each production site into a separate corporation
would protect the assets and revenues unrelated to the lawsuit.4
Charities are no different. Just as A wants to protect the assets and
revenues of A's nationwide oil and gas production business, charities want
to protect their assets and themselves. 5 For example, a multiple-entity
structure allows a charity to segregate endowment funds from other assets,
which is beneficial for general asset protection purposes.6 Moreover, some
charities own and operate real property to carry out their charitable
purposes or for investment purposes.7 A multiple-entity structure allows a
charity to segregate real property from other assets, which helps protect
against future potential environmental claims. 8 In short, charities that put
subsidiary structures into place for asset protection purposes are engaging
in responsible and prudent planning, which is important considering the
fiduciary duties imposed on charity directors.9
Many business-planning attorneys view limited liability companies
(LLCs) as superior to other entity types when creating multiple-entity
structures for asset protection purposes.10 Accordingly, LLCs have become
an extremely popular entity choice in the business world." LLCs have
likewise gained popularity in the nonprofit world because certain states now
allow LLCs to be formed with a nonprofit purpose.1 2 In these states, there is
no question that state law allows a charity to put into place an asset
protection structure by organizing one or more wholly owned subsidiary
LLCs.13 Assuming the parent charity is exempt from federal income tax
under § 501(c)(3) of the Internal Revenue Code of 1986, as amended, (the

4.

See id.

5.

See infra note 33 and accompanying text.

6.

See generally David S. Walker, A Considerationof an LLCfor a 501(c) (3) Nonprofit

Organization, 38 WM. MITCHELL L. REv. 627, 637 (2012) ("501(c)(3) nonprofits regularly
employ the device of a single member limited liability company to form a subsidiary that will hold
property or operations that carry risk.").
7.
8.

See id.
See id.

9. See infra note 38 and accompanying text. The policy arguments for and against limited
liability protection, both from a for-profit perspective and nonprofit perspective, are beyond the
scope of this article.
10. See infra note 40 and accompanying text.
11. See id.
12. See, e.g., Walker, supra note 6, at 642-47 (providing thorough discussion and analysis
of applicable state laws and the ability of an LLC to have a nonprofit purpose); Robert R.
Keatinge, LLCs and Nonprofit Organizations-For-Profits,Nonprofits, and Hybrids, 42 SUFFOLK

U. L. REv. 553, 570-72 (2009). A full overview of state laws governing the ability to form an
LLC with a nonprofit purpose for state law purposes is beyond the scope of this article.
13. See Walker, supra note 6, at 674.
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IRC), there is no question that the wholly owned subsidiary LLCs likewise
would be exempt from federal income tax under § 501 (c)(3).14
So what is the problem? The problem lies with states that do not
extend an exemption from their business taxes to such wholly owned
subsidiary LLCs. Texas is an example. 1 Texas has a business tax, which is
statutorily titled a "franchise tax," 6 and commonly called the "margin
tax"17 (hereinafter, the Texas Franchise Tax). Texas allows an exemption
from the Texas Franchise Tax for charities exempt from federal income tax
under § 501(c)(3) (Section 501(c)(3) Charities).' 8 However, Texas does not
extend a Texas Franchise Tax exemption to subsidiary LLCs wholly owned
by Section 501(c)(3) Charities, such as those described in the assetprotection structure discussed above.' 9 The reason stems from an
administrative policy adopted by the Texas Comptroller of Public Accounts
(the Comptroller). 20 The end result is a trap for the unwary for Section
501(c)(3) Charities organized or otherwise operating in Texas-imposition
of the Texas Franchise Tax on all taxable income of their wholly-owned
LLCs, and not simply unrelated business taxable income, if any. 2' This

14.

See infra Part III.
See infra Parts IV-V.
16. TEX. TAX CODE ANN. § 171 (West 2008). Because the tax is statutorily titled a
franchise tax in the Texas Tax Code, this article will refer to the tax as the "Texas Franchise Tax."
17.
Nikki Laing, An Income Tax by Any Other Name Is Still an Income Tax: The
Constitutionality of the Texas "Margin" Tax as Applied to Partnerships and Other
UnincorporatedAssociations, 62 BAYLOR L. REv. 573, 573 (2010) ("The tax as revised still is

15.

referred to in the Texas Tax Code as the 'franchise tax,' though it is commonly called the 'margin
tax."'); Ira A. Lipstet, Franchise Tax Reformed: The New Margin Tax Including 2007 Legislative
Changes and Final ComptrollerRules, 42 TEX. J. BUS. L. 1, 3 (2007) ("The new version of the
franchise tax is commonly referred to as the 'margin tax' because it changes the base of taxation
from taxable capital or taxable earned surplus to a new concept of 'taxable margin."').
18.
TAX § 171.0163.
19.
See infra Parts IV-V.
20. See infra Part V.
21.
See infra note 139. For federal income tax purposes, nonprofit entities that are exempt

from federal income tax under § 501(a) of the IRC as organizations described in § 501(c)(3),
continue to be taxed on income constituting unrelated business taxable income. I.R.C. §§ 501(a),
501(c)(3), 511-513 (2006); see also MARILYN E. PHELAN & ROBERT J. DESIDERIO, NONPROFIT

ORGANIZATIONS LAW AND POLICY 446 (3d ed. 2008) ("Tax-exempt organizations are subject to
income tax liability in the same manner as are for-profit entities if they engage in certain business
activities that are unrelated to their exempt purposes. If a tax-exempt organization has 'unrelated
business taxable income' from such activities in excess of $1,000, it must file Form 990T by the
15th day of the 5th month following the close of its year and pay tax on that income. Tax liability
on unrelated business income is computed in the same manner as for a taxable entity. If the
organization is incorporated, it will be taxed at corporate rates. If it is a trust, it will be taxed in the

same manner as a taxable trust."). Generally, unrelated business taxable income constitutes gross
income derived by the entity from any unrelated trade or business regularly carried on by it, less
deductions that are directly connected with the carrying on of such trade or business, and not
otherwise meeting an exception from classification as unrelated business taxable income. I.R.C.
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outcome ultimately decreases the amount of funds Texas charities have
available to spend on providing charitable programs and services. 22 It is
potentially a costly problem that should be fixed.23
This article will (i) explain how the imposition of the Texas Franchise
Tax on Section 501(c)(3) Charities with subsidiary LLC structures in place
arises; 24 (ii) discuss why there is no compelling reason for the Comptroller
to continue with its policy of taxing Section 501(c)(3) Charities that choose
to operate in structures using wholly owned LLCs; 2 5 (iii) discuss the
ramifications of the Comptroller's policy; 26 and (iv) set forth proposed
solutions to remedy this potentially costly problem for Texas charities.2 7

§§ 511-513 (2006). A complete discussion of §§ 511-513, unrelated business taxable income and
exceptions therefrom, is beyond the scope of this article. For a thorough discussion of unrelated
business taxable income and the unrelated business income tax, see, for example, Carla Neely
Freitag, Unrelated Business Income Tax, EST. GIFTs & TR. PORTFOLIO (BNA) No. 462 (2009);
Terri Lynn Helge, Suzanne N. Smith & William H. Caudill, Nuts and Bolts of Unrelated Business
Income Tax, Presented at the State Bar of Texas 10th Annual Governance of Nonprofit
Organizations
Course,
2012,
available
at
http://www.texasbarcle.com/Materials/Events/11460/145145.pdf.
Texas is somewhat unique with respect to its treatment of unrelated business taxable income under
the Texas Franchise Tax. Charitable entities that are granted an exemption from the Texas
Franchise Tax are exempt from paying Texas Franchise Tax on receipts generated from charitable
activities, as well as on income constituting unrelated business taxable income for federal income
tax purposes. See Tex. Policy Ltr. Ruling No. 201007724L (July 21, 2010) ("[I]f an entity has
been granted an exemption from the franchise tax, the entity is exempt regardless of whether it has
unrelated business income."). Accordingly, the Texas Franchise Tax exemption granted to
charities that are exempt from federal income tax under § 503(c)(3) is broader than the federal
income tax exemption.
22. See discussion infra Part LX.
23. See discussion infra Part IX. It is a problem for Section 501(c)(3) Charities organized in
Texas or otherwise doing business in Texas. See TAX § 171.001 (providing that the Texas
Franchise Tax is imposed on entities organized in Texas and otherwise doing business in Texas).
24. See discussion infra Parts III-V.
25. See discussion infra Parts VI-VIII.
26. See discussion infra Part IX.
27. See discussion infra Part X. The author also was involved in State Bar of Texas Tax
Section comment projects that were submitted to the Texas Legislature and involved the Texas
Franchise Tax generally, including the issue presented herein. See, e.g., Tax Section of the State
Bar of Texas, State and Local Tax Committee Comments to House Bill 3, 36 TEX. TAX LAW., No.
3,
171-77
(May
2009),
available
at
http://www.texastaxsection.org/LinkClick.aspx?fileticket-tZPJUOb6AJ4=&tabid=80;
see also
State Bar of Texas, Section of Taxation Texas Franchise Tax Comments Submitted to the Texas
House of Representatives Ways and Means Committee, 38 TEX. TAX LAW., No. 3 (Spring 2011),
available
at
http://www.texastaxsection.org/LinkClick.aspx?fileticket-GSgXujV4ECO%3D&tabid=72.
The
author was the lead writer in those comment projects with respect to the issue presented herein.
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II.

USE OF SUBSIDIARY ENTITIES FOR LIABILITY AND ASSET PROTECTION
PURPOSES: BENEFIT APPLIES EQUALLY TO FOR-PROFIT AND NONPROFIT
ENTITIES

Before delving into the specific tax issue addressed herein, it is first
necessary to discuss the benefit of organizing the various assets and
operations of an enterprise into separate subsidiary entities. Reasons can
vary as to why a for-profit enterprise would implement such a structure, but
one of the most customary reasons is asset protection.2 8 For example,
assume Corporation X owns and operates ten retail shopping centers across
the United States. If all ten retail shopping centers were held in Corporation
X, then the assets and revenues of each and every shopping center would be
fair game in a lawsuit relating to any single shopping center.2 9 In contrast,
absent any piercing of the corporate veil or alter ego issues, if Corporation
X served as a holding company to ten separate corporate subsidiaries in
which each corporate subsidiary owned and operated a single shopping
center, then the only assets and revenues at risk in a lawsuit relating to one
single shopping center would be the assets of the particular corporate
subsidiary that holds such shopping center.30 As a general rule, a multipleentity structure segregating each shopping center into separate corporations
would protect assets and revenues unrelated to the lawsuit.3 '
Charities set up multiple entities for the same reasons. For purposes of
this article, the terms "charities" and "Section 501(c)(3) Charities" refer to
nonprofit organizations exempt from federal income tax under § 501(a), as
organizations described in § 501(c)(3) and classified as either a public

28. See Bernard F. Cataldo, Limited Liability with One-Man Companies and Subsidiary
Corporations, 18 LAW & CONTEMP. PROBS. 473, 488 (1953) ("A potent, though not a paramount,
motive for the use of the subsidiary corporation has been the desire for limited liability. An
individual who wishes to avoid the risk of submitting his entire fortune to the vicissitudes of a
business may incorporate and may, through the limited liability thus attained, dedicate only a
portion of his estate to the venture. In the same way, a corporation which wishes to risk only a
portion of its assets in a particular sphere of the business may form a subsidiary for this purpose
and may, through the additional limited liability thus attained, dedicate only a portion of its assets
to that particular segment of the business. So, by the process of further incorporation there is
obtained further insulation from liability."); see also 18 AM. JUR. 2D Corporations § 733 (2012)
("The ownership of all or the majority of the stock of one corporation by another corporation does
not destroy the identity of the former as a distinct legal entity, and, in the absence of a statute
providing to the contrary, the mere fact of the ownership of a majority or all the stock of its
subsidiary does not make the parent corporation liable on the contracts of the subsidiary.")
(footnotes omitted).
29. See Cataldo,supra note 28, at 488.
30. See id.
31. See id.
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charity or private foundation under § 509(a).32 There are a number of
reasons why a Section 501(c)(3) Charity would benefit from using an asset
protection structure like that discussed above. For example, a structure
utilizing one or more subsidiary corporations allows a Section 501(c)(3)
Charity to segregate its endowment funds from other assets, thereby
protecting the endowment funds in the event of a lawsuit or claim relating
to the Section 501(c)(3) Charity's other assets. 34 In addition to endowment
funds, a Section 501(c)(3) Charity may own and operate real property for
charitable or investment purposes.35 A multi-tier structure would allow the
Section 501(c)(3) Charity to segregate the real property into a subsidiary
entity, thereby protecting the Section 501(c)(3) Charity's other assets from

32.
This article focuses on Section 501(c)(3) charities because such tax-exempt
organizations make up the largest percentage of tax-exempt organizations in the United States. For
example, in its published "Statistics of Income," the Internal Revenue Service (IRS) reported that
"[n]onprofit charities exempt under 501(c)(3) represent the vast majority of organizations, and
account for the bulk of the financial activity for the tax-exempt sector." See IRS Statistics on
Income, Charities & Other Tax-Exempt Organizations, IRS, http://www.irs.gov/pub/irs-

soi/ lesgiftsnap.pdf (last modified July 18, 2012). Furthermore, the Urban Institute's National
Center for Charitable Statistics reports that, in 2012, the breakout as between § 501(c)(3) public
charities, § 501(c)(3) private foundations, and other nonprofit tax-exempt organizations (e.g.,
chambers of commerce, fraternal organizations, and civic leagues) was 61.99%, 6.31%, and
31.69% respectively. See Quick Facts About Nonprofits, URBAN INST. NAT'L CTR. FOR
CHARITABLE STAT., available at http://nccs.urban.org/statistics/quickfacts.cfm (last visited

August 10, 2013). Thus, Section 501(c)(3) Charities comprised 68.3% of all nonprofit tax-exempt
organizations. See id. The Urban Institute's National Center for Charitable Statistics further
reported that, in 2010, IRC § 501(c)(3) public charities were "the largest component of the
nonprofit sector, report[ing] $1.51 trillion in revenue, $1.45 trillion in expenses, and $2.71 trillion
in assets." See Amy S. Blackwood, Katie L. Roeger & Sarah L. Pettijohn, The Nonprofit Sector in
Brief Public Charities, Giving, and Volunteering, 2012, URB. INST., at 1 (2012), available at

http://www.urban.orgfUploadedPDF/412674-The-Nonprofit-Sector-in-Brief.pdf (last visited July
15, 2013).
33.
See Walker, supra note 6, at 637 ("501(c)(3) nonprofits regularly employ the device of
a single member limited liability company to form a subsidiary that will hold property or
operations that carry risk. Imagine a nonprofit that owns and operates a number of nursing homes
and care facilities in communities across the state. Each carries predictable risks. These risks can
be isolated in one or more nonprofit LLC 'subsidiaries,' and the parent nonprofit shielded from
liability. Or a donor may be prepared to contribute valuable real property to a nonprofit, but there
is a risk of environmental claims. The nonprofit can form an LLC to receive and hold the property,
thus shielding itself from liability, but may report the property as an asset of its own on
informational returns required by the IRS."); see also Kathryn M. Vanden Berk, Single Member
LLCs: The Flexibility ofLimited Liability Companies is One Asset for Nonprofits, ALLIANCE FOR
CHILD.
&
FAM.
MAG.,
Fall
2005,
at
43,
43,

http://magazine.alliancel.org/content/nonprofitlaw/fall05/single-member-llcs ("There is virtually
no nonprofit enterprise for which an LLC would be inappropriate. They can be used internally to
re-organize, promote, and/or isolate specific activities, and they are particularly helpful in
reducing the risk of loss where certain activities are inherently prone to liability.").
34. See Walker, supra note 6, at 637.
35.

See id.
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any potential claims related to the real property. 36 The Section 501(c)(3)
Charity would have an incentive to use the subsidiary entity to receive the
real property (by either purchase or donation) and thereafter retain
ownership of the real property to keep the Section 501(c)(3) Charity out of
the chain of title for successor liability purposes.37 In short, subsidiary
structures allow Section 501(c)(3) Charities to engage in responsible and
prudent planning, which is important considering the fiduciary duties
imposed on officers and directors.
Forming subsidiary entities as corporations is not the only entity
choice when putting into place an asset protection structure. Other options
include limited partnerships and LLCs.39 This article focuses on the use of
LLCs as subsidiary entities because, in general, many business attorneys
view LLCs as superior to corporations and limited partnerships when
putting into place multiple-entity structures for asset protection purposes. 40

36. See id.
37. A full overview of successor liability is beyond the scope of this article. For a
discussion of successor liability in the context of environmental liability claims, see, for example,
14 WILLIAM MEADE FLETCHER ET AL.,

FLETCHER CYCLOPEDIA OF THE LAW OF PRIVATE

CORPORATIONS § 6769, at 368 (perm. ed., rev. vol. 2003). The IRS recently issued a notice
confirming that a donor is entitled to a charitable contribution deduction for federal income tax
purposes for donations made to LLCs wholly owned by Section 501(c)(3) Charities if all other
requirements under § 170 of the IRC are satisfied. I.R.S. Notice 2012-52, 2012-35 I.R.B. 317
(Aug. 27, 2012). Prior to Notice 2012-52, it was unclear whether donors were able to take a
charitable contribution deduction for such donations. See infra Part III.C.
38.

See ELIZABETH SCHMIDT, NONPROFIT LAW: THE LIFE CYCLE OF A CHARITABLE

ORGANIZATION 100 (2011) ("The members of the board of directors of a nonprofit organization
have specific legal duties that are spelled out in most state nonprofit codes. Most codes, courts,
and commentators agree the board has two fiduciary duties with regard to the nonprofit
corporation: the duties of care and loyalty. Some have found a third duty: obedience. Generally
speaking, the duty of care is the duty to pay attention to the organization-to monitor its activities,
see that its mission is being accomplished, and guard its financial resources. Phrases such as 'good
faith,' 'ordinarily prudent person,' and 'reasonably believes to be in the best interests of the
corporation' describe this duty in broad terms so that it can be adapted to the particular situation.
The duty of loyalty, also called the duty of fair dealing, reminds board members to keep the
interests of the corporation paramount and avoid benefitting unfairly from their relationship with
the corporation. The duty of obedience, which emphasizes the importance of a nonprofit's
mission, is not recognized by all jurisdictions or commentators. Its supporters see it as a way to
emphasize the difference between for-profit and nonprofit governance. Its detractors see it as
unnecessary.").
39. See, e.g., Choice of Entity: Legal Considerationsof Selection, 50-4th § II CORP. PRAC.
SER. (BNA), WL 5864043 (2012) (providing a thorough choice of entity discussion, including
discussion of corporations, limited partnerships, and LLCs).
40. See, e.g., Choice of Entity: Legal Considerationsof Selection, supra note 39 ("There
are, generally, overwhelming reasons to utilize an LLC for virtually every new business operation.
As the wisdom of using LLCs becomes clearer and clearer, it is evident that the LLC has become
the 'entity of choice' across the board. An LLC has the advantage of single-level taxation, a
complete limitation on liability for all members, and the ability to take advantage of the favorable
tax rules for partnerships."); Daniel S. Kleinberger & Carter G. Bishop, The Single-Member
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In the for-profit world, one of the major disadvantages of a corporation is
double taxation under the IRC. 4 1 Double taxation results from the
corporation being subject to corporate income tax at the entity level, and the
corporation's shareholders being subject to tax on distributions of corporate
income received in the form of dividends.42 Compared to corporations, both
LLCs and limited partnerships are flow-through entities for federal income
tax purposes, generally meaning that, absent an election, the income of such
entities is subject to tax only once-at the owner level.43
Despite both LLCs and limited partnerships being subject to federal
income tax at only one level, LLCs are often thought to be superior to

Limited Liability Company as Disregarded Entity: Now You See It, Now You Don't, BUS. L.
TODAY, Aug. 2, 2010, http://apps.americanbar.org/buslaw/blt/content/articles/2010/08/002.pdf
("Since the promulgation of 'check the box,' the single-member LLC has become a centrally
important aspect of LLC law and practice. Countless individuals use the SMLLC to provide a
liability shield for entrepreneurial activity (activity that for tax purposes disappears into a
Schedule C on the individual's tax returns), and SMLLCs also figure prominently in more
complicated contexts (ranging from simply serving as corporate subsidiaries to playing a pivotal
role in structuring 'bankruptcy remote' entities for securitization purposes)."); MICHELE A.
SANTUCCI

ET

AL.,

BUSINESS/CORPORATE

LAW

AND

PRACTICE,

GENERAL

PRACTICE

MONOGRAPH SERIES, NEW YORK STATE BAR ASSOCIATION 14-15 (2010) ("The LLC provides

an attractive alternative to partnerships and corporations.... The limited liability company has
certain advantages over the limited partnership or S corporation. There are no requirements as to
the number of shareholders or members as there are in an S corporation; various other
requirements for an S corporation do not apply to an LLC. Also, in a limited partnership, at least
one general partner must have full unlimited liability for the debts of the partnership. However, in
an LLC, all members may be protected. In a limited partnership, a limited partner who participates
in management can jeopardize the partner's limited liability protection. In an LLC, however, there
is no such effect; thus, the members may participate in management and still maintain their
limited liability status.").
41.
See infra note 42 and accompanying text.
42. I.R.C. §§ 11, 301 (2006). See generally CHERYL D. BLOCK, CORPORATE TAXATION:
EXAMPLES & EXPLANATIONS 3 (4th ed. 2010) ("Beginning immediately after passage of the

Sixteenth Amendment in 1913, and continuing to the present, Congress has routinely imposed a
direct tax on both personal and corporate incomes. Corporate profits are subject to a corporate
level tax under § 11 of the Internal Revenue Code and a second tax on the same profits will be
imposed when the profits are distributed to the shareholders in the form of dividends." (footnotes
omitted)). The double-tax burden imposed on corporations under the federal income tax is
generally not an issue for Section 501(c)(3) Charities. Except for unrelated business taxable
income or "UBTI" for short, Section 501(c)(3) Charities are exempt from federal income tax,
assuming all requirements for obtaining such exemption are satisfied. I.R.C. §§ 501(a), (c), 511512.
43. I.R.C. § 701 ("A partnership as such shall not be subject to the income tax imposed by
this chapter. Persons carrying on business as partners shall be liable for income tax only in their
separate or individual capacities."); Treas. Reg. §§ 301.7701-l(a)(1); -2(a) to (c); -3(a) to (c)
(2012) (providing entity classification rules for federal income tax purposes where the default
classification of a non-corporate entity with two or more owners is a partnership for federal
income tax purposes and the default classification of a non-corporate entity with a single owner is
disregarded for federal income tax purposes). See Part III.A for further discussion of the "Checkthe-Box" federal entity classification rules.
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limited partnerships for business planning purposes.44 This is generally
because, in addition to favorable federal tax treatment, LLCs offer great
flexibility in the areas of governance, management, allocations,
capitalization, and liquidation.4 5 Also, LLCs are generally simpler and less
costly to form. For example, the Texas Secretary of State charges a fee of
$300 to form an LLC, but charges fees totaling $1,050 to form a limited
partnership.46 The difference stems from the fact that limited partnerships
generally require the formation of two entities: (1) the formation of the
limited partnership itself; and (2) the formation of a separate entity, usually
an LLC, to serve as the general partner of the limited partnership.47
Likewise, operational costs-such as legal fees, accounting fees, and other
administrative expenditures-are generally higher with limited partnerships
than with LLCs because of the need to operate two entities rather than one.
Absent any piercing of the corporate veil or alter ego issues, LLCs offer
limited liability protection to its owners.4 8
Due to the many advantages offered by LLCs, using LLCs as
subsidiary entities in asset protection structures has become increasingly
popular in the nonprofit sector, as well as the for-profit sector.49 Indeed,
many states, including Texas, specifically allow LLCs to be formed under

44.
See supra note 40 and accompanying text. See also Carter G. Bishop & Robert R.
Keatinge, Limited Liability Companies at 20: An Introduction, 42 SUFFOLK U. L. REV. 455, 456

(2009) ("Now, after another decade of evolution, the limited liability company is a protean legal
entity that has become the organization of choice in many contexts.").
45.

See, e.g., Choice of Entity: Legal Considerationsof Selection, supra note 39,

§ H.2

("Those that choose to form LLCs enjoy the advantage of flexibility. State LLC provisions usually
allow LLCs to be flexible about allocations, capitalization, liquidation, and governance....
Another advantage of the LLC is flexibility in the way it is managed.").
46. The total fee of $1,050 assumes a new LLC (rather than already existing) is formed to
serve as the general partner of the limited partnership. See infra note 47 and accompanying text.
47.

See Form 806 Business Filings & Trademarks Fee Schedule, TEX. SEC'Y OF STATE

(rev. Sept. 2012), available at http://www.sos.state.tx.us/corp/forms/806_boc.pdf.
48. See, e.g., REV. UNIF. LTD. LIAB. CO. ACT § 304 (2006). See generally DWIGHT DRAKE,
BUSINESS PLANNING: CLOSELY HELD ENTERPRISES 51 (3d ed. 2011) ("Many claim that the LLC
is the ultimate entity, arguing that it offers the best advantages of both corporations and
partnerships and few of the disadvantages. It's an overstatement, but not by much in some
situations. There is no question that the arrival of the LLC has made the choice of entity challenge

easier in many cases. Like a corporation, the LLC is an entity organized under state law. And as
with a corporation, it offers liability protection to all owners, making it possible for its owners to
fully participate in the management of the business without subjecting themselves to personal

exposure to the liabilities of the business.").
49. See Walker, supra note 6, at 674 ("Nonprofit limited liability companies are presently
being organized and serve important purposes in the nonprofit world as joint ventures involving a
501(c)(3) organization and as subsidiaries where the LLC's sole member is a nonprofit, 501(c)(3)
organization. Its use as a single member LLC formed by a parent 501(c)(3) particularly offers
advantages in that the LLC is a disregarded entity and does not have to file its own Form 1023 or
Form 990, yet limits the exposure of the parent to liability." (footnotes omitted)).
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state law for nonprofit purposes (these entities are referred to herein as
Nonprofit LLCs).50 Regarding the use of LLCs in the nonprofit sector, it
has been stated: "There is virtually no nonprofit enterprise for which an
LLC would be inappropriate. They can be used internally to re-organize,
promote, and/or isolate specific activities and they are particularly helpful
in reducing the risk of loss where certain activities are inherently prone to
liability.""
As the use of wholly owned Nonprofit LLCs by Section 501(c)(3)
Charities will likely continue to increase, the taxation of such Nonprofit
LLCs is extremely important to the Section 501(c)(3) Charities that form
them. While the federal income tax consequences (or lack thereof) are
relatively straightforward, 52 the consequences of state business taxes are not
always as clear. For example, in states that do not mirror federal tax law
with respect to granting state tax business exemptions, unintended tax
consequences can result. This can lead to a trap for the unwary for a Section
501(c)(3) Charity. Texas fits into this category.5 3
III. FEDERAL INCOME TAX TREATMENT OF NONPROFIT LLCs WHOLLY
OWNED BY PARENT 501(c)(3) CHARITY

The Internal Revenue Service (IRS) has ruled favorably concerning the
federal income tax treatment of Nonprofit LLCs wholly owned by Section
501(c)(3) Charities (Nonprofit SMLLCs).54 The federal income tax
treatment of Nonprofit SMLLCs is important to understand because the
interaction between federal tax law and the Texas Franchise Tax exemption
requirements creates the trap for the unwary discussed in this article.
A.

Background: Entity Classificationfor FederalIncome Tax Purposes

Beginning January 1, 1997, pursuant to the amendment of Treasury
Regulation sections 26 C.F.R. §§ 301.7701-1 to 301.7701-4 (the "Checkthe-Box Regulations"), there is a mechanical system for classifying entities
for federal income tax purposes.56 The Check-the-Box Regulations can be
summarized as follows:

50. See supra note 12 and accompanying text; see also infra Part VI.
51.
Vanden Berk, supra note 33, at 43.
52.
See infra Part III.
53.
See infra Parts Ill-IV.
54. See infra Part Ill.
55.
See infra Parts IV-V.
56. On December 17, 1996, the IRS issued Treas. Reg. §§ 301.7701-1, -2 and -3, which
became effective January 1, 1997, and completely replaced the former tax classification
regulations. See T.D. 8697, 1997-1 C.B. 215. The federal income tax entity classification rules
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* Corporations. A domestic entity incorporated under state law is
generally classified as an association taxable as a corporation for federal
income tax purposes." For federal income tax purposes, these entities are
taxed under Subchapter C of the IRC at applicable corporate level rates.58
Additionally, owners of the corporation may be taxed as a result of
distributions from the entity."
+

Multi-Owner Unincorporated Entities. A domestic unincorporated

entity with two or more owners is classified by default as a partnership for
federal income tax purposes and, accordingly, is taxed under the flowthrough Subchapter K regime of the IRC.60 This entity classification would
include, for example, state-law LLCs and limited partnerships having
multiple owners. If an entity otherwise classified as a partnership for
federal income tax purposes did not want its default nontaxable
classification, then it could elect to be classified as a corporation for federal
income tax purposes by making a proper and timely election with the IRS
on Form 8832, Entity Classification Election.6 2
* Single Owner Entities. A domestic unincorporated entity with a single
owner, such as a wholly owned LLC, is classified by default as a
disregarded entity for federal income tax purposes.63 If an entity is
classified as a disregarded entity, the operations, assets, and liabilities of the
entity are treated for federal income tax purposes as existing at the level of

related to trusts, foreign entities, and specialized entities, such as REMICS, are beyond the scope
of this article. The entity classification regulations are commonly called Check-the-Box
Regulations because certain entities have the ability to literally "check a box" on IRS Form 8832,
Entity Classification Election, to change the default classification otherwise given to them. See
generally William J. Rowe, Note, Right Without Reason? The Check-the-Box Corporate or
PartnershipElection Regulations Correctly Held Valid: Littriello v. United States, 59 TAX. LAW.
913, 914 (2006) ("These regulations are referred to as the check-the-box regulations because a
taxpayer literally checks a box on Form 8832 to indicate whether to tax its domestic
unincorporated business entity as a corporation or a partnership.").
57. Treas. Reg. § 301.7701-2(a)-(b).
58. I.R.C. § 11; Treas. Reg. § 301.7701-2(a)-(b). If eligible, an entity otherwise properly
classified as a corporation for federal income tax purposes can make an "S election," which, if
timely made, would cause such corporation to be taxed as a flow-through entity under Subchapter
S of the IRC. Id. § 1361.
59. Id. § 301.
60. Treas. Reg. §§ 301.7701-2(a), -3.
61. Id.
62. Id.
63. Id. A state law limited partnership also could be classified as a disregarded entity for
federal income tax purposes if, for example, the sole limited partner is also the sole member of the
LLC serving as the general partner of the limited partnership. See, e.g., I.R.S. Priv. Ltr. Rul.
200513001 (April 1, 2004). Likewise, a multi-member LLC could be classified as a disregarded
entity despite having multiple owners if, for example, all but one member are themselves
classified as disregarded entities for federal income tax purposes.
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the sole owner.64 Accordingly, a disregarded entity is not a pass-through
entity for federal income tax purposes, like entities classified as
partnerships and taxed under Subchapter K of the IRC. Instead, because
the operations, assets, and liabilities of a disregarded entity are treated, for
federal income tax purposes, as existing at the level of the sole owner, the
disregarded entity is simply non-existent for federal income tax purposes,
irrespective of the entity existing for state law purposes. 6 The end result is
that a disregarded entity is treated for federal income tax purposes as a sole
proprietorship (if the sole owner is an individual) or as a branch or division
of the owner (if the sole owner is not an individual). Identical to the
election allowed for multi-owner unincorporated entities, if a disregarded
entity does not want its default tax classification, then the entity can elect to
be classified as a corporation for federal income tax purposes by making a
proper and timely election with the IRS on Form 8832, Entity Classification
Election.
* Trusts and Specially Treated Entities. The Check-the-Box Regulations

contain specific rules in section 301.7701-4 of the Treasury Regulations
addressing whether a trust will be classified as an ordinary trust or business
trust for federal income tax purposes.69 Additionally, certain entities (e.g.,
real estate mortgage investment conduits, commonly known as REMICs)
are subject to special treatment.70
This straightforward approach to federal income tax entity
classification has existed since January 1, 1997, when the Check-the-Box
Regulations became effective. 7 1 Prior to the adoption of the Check-the-Box
Regulations, entity classification for federal income tax purposes was
64.
Treas. Reg. §§ 301.7701-2(a), -3. See also I.R.S. Priv. Ltr. Rul. 9745017 (Aug. 8, 1997)
(stating that, with respect to an LLC classified as a disregarded entity for federal income tax
purposes, "the owner of the LLC is treated as owning the LLC's assets directly."); Id. 200132014
(May 9, 2001) ("Ifthe entity is disregarded, and its owner is a corporation, its activities are treated
in the same manner as those of a division of its owner. 301.7701-2(a). In effect, X [the sole
owner] is treated as owning all of the assets and having all the liabilities of the [disregarded]
LLCs."); Id. 200339028 (June 23, 2003) ("If the entity is disregarded, its activities are treated in
the same manner as those of a division of its owner, and its assets will be treated as those of the
owner."); Id. 200744004 (Nov. 2, 2007).
Treas. Reg. §§ 301.7701-2(a), -3.
65.
66. See supra note 64; see generally DRAKE, supra note 48, at 48 ("An unincorporated
single-owner entity, such as a single-member limited liability company, is treated as a disregarded
entity - a nullity - unless a corporate status election is made. Thus, the default is taxation as a sole
proprietorship. A single-owner entity will never be subject to the partnership provisions of
Subchapter K.").
67. See supra notes 64-66.
68. Treas. Reg. §§ 301.7701-2(a), -3.
69. Id § 301.7701-4. See also Rowe, supra note 57, at 914.
70. I.R.C. § 860D.
T.D. 8697, 1997-1 C.B. 215 (providing effective date of January 1, 1997).
71.
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determined by what was known as the "Kintner regulations," so named
from the Ninth Circuit case of United States v. Kintner.72 Under the Kintner
regulations, it was considerably more complicated to determine how
unincorporated entities would be classified and taxed for federal income tax
purposes.73 The analysis for unincorporated entities involved a comparison
of the number of corporate characteristics of the entity to the number of
non-corporate characteristics of the entity.74 Generally, the following four
characteristics were considered in the analysis: (i) continuity of life (i.e.,
entity continues in existence despite the death or withdrawal of one or more
owners); (ii) centralized management (i.e., exclusive and continuing power
to make management decisions rests in a managerial group composed of
less than all owners); (iii) limited liability (i.e., owners not personally liable
for entity debts); and (iv) free transferability of interests (i.e., owners are
free to assign all beneficial interest in the entity without consent of other
owners). Under the Kintner regulations, an entity was classified as a
corporation only if the organization had more corporate characteristics than
Thus, classification under the Kintner
non-corporate characteristics.
regulations turned on whether the entity had at least three of the four
corporate characteristics. The term "disregarded entity" was not common
terminology and the IRS classified wholly owned entities using the same
multi-factor analysis.n
72. U.S. v. Kintner, 216 F.2d 418 (9th Cir. 1954). After the Ninth Circuit decision in
Kintner, the IRS responded by issuing the "Kintner regulations," in Treas. Reg. §§ 301.7701-1 to 11(1960).

73.
§§ 301.7701-1 to -11; T.D. 8697, 1997-1 C.B. 215 (stating that the Check-the-Box
Regulations replace the Kintner regulations "with a much simpler approach .....
74. §§ 301.7701-1 to -11.
75.

See, e.g., John H. Matheson & Brent A. Olson, A Call for a Unified Business

Organization Law, 65 GEO. WASH. L. REv. 1, 13-14 (1996). Because of the uncertainty of how
LLCs would be taxed under the Kintner regulations, LLCs were not very popular as an entity
choice prior to the Check-the-Box Regulations. See, e.g., 13 HAL M. BATEMAN, ET AL., TEXAS
PRACTICE SERIES: TEXAS METHODS OF PRACTICE pt. 3, ch. 37, § 37:3 (3d ed. 2012) ("The IRS'

check-the-box regulations caused an explosion in the number of new LLCs created each year.");

lD PAUL LIEBERMAN,

ET AL., WEST'S LEGAL FORMS, BUSINESS ORGANIZATIONS Div. IV

§ 2.1

(3d ed. 2012) ("Resolving the most serious income tax questions surrounding LLCs in a favorable
manner, the check-the-box regulations created an environment in which the LLC has become one
of the more popular forms of entity for small businesses.").
76. See Matheson & Olson, supra note 75, at 14.
77. § 301.7701-3(b)(3)(i) (stating that an entity already in existence on the effective date of
the Check-the-Box Regulations keeps its previously claimed classification "except that if an
eligible entity with a single owner claimed to be a partnership under [the previous] regulations, the
entity will be disregarded as an entity separate from its owner. . . ."). See generally, CARTER G.
BISHOP & DANIEL S. KLEINBERGER, LIMITED LIABILITY COMPANIES: TAX AND BUSINESS LAW

2.08 (2012) (noting that "[w]hereas, the prior 'partnership' reporting was on Form 1065, the new
disregarded entity reporting is on Schedule C of the individual owner or as income from a division
if the owner is a corporation or partnership").
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IRS Private Letter Ruling 200134025 (May 22, 2001)

Approximately four years after the issuance of the Check-the-Box
Regulations, Private Letter Ruling 200134025 (PLR 200134025) was
issued, in which the IRS addressed Nonprofit SMLLCs classified as
disregarded entities under the Check-the-Box Regulations and the
procedures that allow such entities to obtain an exemption from federal
income tax.18 Specifically, the IRS was asked to rule on whether or not a
Nonprofit SMLLC is required to file an application for exemption on Form
1023, Application for Recognition of Exemption, with the IRS in order to
obtain an exemption from federal income tax. 7 9 As background, Section
501(c)(3) Charities organized as nonprofit corporations for state law
purposes obtain an exemption from federal income tax by filing Form 1023,
Application for Recognition of Exemption, with the IRS.8 If a Section
501(c)(3) Charity's Form 1023 is accepted by the IRS, then the IRS issues
to the Section 501(c)(3) Charity what is known as a "determination letter"
(a tax-exempt determination letter), which serves as proof of the charity's
exemption from federal income tax and classification as a Section 501(c)(3)
entity.
PLR 200134025 involved multiple Nonprofit SMLLCs wholly owned
by a Section 501(c)(3) Charity (the Parent Charity).82 The Parent Charity

78.
Priv. Ltr. Rul. 200134025 (May 22, 2001). Other questions were addressed as well, but
such questions are not relevant to the issue discussed in this article and, therefore, are not
discussed.
79. Id.
80.
I.R.C. § 508; Treas. Reg. § 1.501(a)-l(a)(3) ("An organization claiming exemption
under section 501(a) and described in any paragraph of section 501(c) (other than section
501(c)(1)) shall file the form of application prescribed by the Commissioner and shall include
thereon such information as required by such form and the instructions issued with respect
thereto."); Treas. Reg. § 601.201; see generally, I.R.S., Instructionsfor Form 1023, Application
for Recognition ofExemption Under Section 501(c)(3) of the Internal Revenue Code, U.S. DEP'T

TREAS. (rev. June 2006), http://www.irs.gov/pub/irs-pdf/il023.pdf ("Organizations organized and
operated exclusively for religious, charitable, scientific, testing for public safety, literary, or
educational purposes, or to foster national or international amateur sports competition, or for the
prevention of cruelty to children or animals are eligible to file Form 1023 to obtain recognition of
exemption from federal income tax under section 501(c)(3) of the Internal Revenue Code.");
I.R.S., U.S. DEP'T TREAS., PUBL'N 557, Tax-Exempt Status for Your Organization 25 (rev. Oct.

2011), http://www.irs.gov/pub/irs-pdf/p557.pdf ("Organizations filing Form 1023 and satisfying
all requirements of section 501(c)(3) will be notified of their exempt status in writing."); I.R.S.,
U.S. DEP'T TREAS., PUBL'N 4220, Applying for 501(c)(3) Tax-Exempt Status 11 (rev. Aug. 2009),
http://www.irs.gov/pub/irs-pdf/p4220.pdf ("If all information received establishes that an
organization meets the requirements for exemption, the IRS will issue a determination letter
recognizing the organization's exempt status and providing its public charity classification. This is
an important document that should be kept in the organization's permanent records.").
81. See supra note 80 and accompanying text.
82. Priv. Ltr. Rul. 200134025 (May 22, 2001).
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was the primary fundraising, gift management, and project support agency
for a state university. Historically, property contributions made to the
Parent Charity were held with the intent of converting such contributions
into liquid assets.84 However, in order to best serve the needs of the
university, the Parent Charity changed course and decided it would hold,
develop, and manage certain real property contributed to it for the benefit of
the university. The Parent Charity determined that the risks associated
with holding title to such real property (i.e., environmental and tort liability
concerns) posed significant liability hazards and should be separated from
the other assets of the Parent Charity for asset protection purposes.86 The
structure utilized by the Parent Charity to address these liability concerns
was forming wholly owned Nonprofit SMLLCs, to receive, hold, own, and
operate the real property contributions.8 7 Utilizing the Nonprofit SMLLC
structure allowed the Parent Charity to insulate the university's endowment
funds from potential liability claims related to the real property.88 The
articles of organization and operating agreements of the Nonprofit SMLLCs
included provisions that restricted the purpose of the Nonprofit SMLLCs to
those of the Parent Charity and limited operation to activities that benefitted
the Parent Charity.89 Furthermore, the operating agreements contained
language providing that both liquidating and nonliquidating distributions
from the Nonprofit SMLLCs would be made solely to the Parent Charity or,
if the Parent Charity was no longer in existence, to a similar charitable
organization exempt from federal income tax under § 501(c)(3). 90 In its

83. Id.
84. Id.
85. Id.
86. Id. See also supra Part II.
87. Priv. Ltr. Rul. 200134025 (May 22, 2001).
88. Id. ("You indicate the utilization of the SMLLC structure will provide M with the most
administrative ease and flexibility. In addition, it will allow M to isolate and insulate the N
endowment fund and other assets held from any unforeseen liabilities associated with the
contributions, including the holding and operation of real property, intellectual property and the
like, which will be put into the SMLLCs.").
89. Id. ("You state that the SMLLCs will be separate legal entities created under the laws of
T. The Articles of Organization and Operating Agreement for each SMLLC (sample copies of
which were provided) will include provisions which limit and restrict the purposes of the
SML[L]C to activities which are carried on for the exclusive benefit of M and will include
provisions which will mandate that the SMLLC will only exercise powers which are in
furtherance of M's exempt purposes. Specifically, organizational limitations will be included to
insure that assets will be used for the benefit of M consistently with the requirements of section
501(c)(3) of the Code. Such requirements will include preventing inurement to any private
shareholder or individual, prohibiting substantial activities carrying on propaganda or otherwise
attempting to influence legislation, and prohibiting participation or intervention in political
campaigns.").
90. Id.
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analysis, the IRS first confirmed that the Nonprofit SMLLCs were
classified for federal income tax purposes as disregarded entities. 91 As
disregarded entities, the Nonprofit SMLLCs were effectively ignored for
federal income tax purposes and treated as if they did not exist, meaning
that the assets, operations, and finances of each Nonprofit SMLLC were
treated as if they were directly those of the Parent Charity.92
As a result, the IRS concluded that it would not require the Nonprofit
SMLLCs to file separate applications for tax-exempt status on Form 1023
and obtain their own tax-exempt determination letters from the IRS. 93
Instead, the IRS concluded that the Nonprofit SMLLCs were automatically
exempt from federal income tax under the umbrella of the Parent Charity's
tax exemption. 9 4 The IRS' rationale was that, because (i) the Nonprofit
SMLLCs were formed solely to carry out the charitable activities of the
Parent Charity; and (ii) the Nonprofit SMLLCs were ignored as separate
entities for federal income tax purposes and treated as existing as part of the
Parent Charity, the Nonprofit SMLLCs were under the umbrella of the
Parent Charity's tax exemption and thus the IRS had no reason to require
the Nonprofit SMLLCs to obtain their own tax exempt determination letters
from the IRS. 95 Rather, for federal income tax purposes, the tax-exempt
determination letter of the Parent Charity would apply to the Nonprofit
SMLLCs and serve as proof of the Nonprofit SMLLCs' tax-exempt status

under § 501(c)(3). 96
C.

IRS Notice 2012-52: Clarity on Donor'sAbility to Take Charitable
ContributionDeductionfor ContributionsMade to Nonprofit SMLLC

Another issue that arose with Nonprofit SMLLCs after the Check-theBox Regulations were issued was whether or not a donation made directly
to a Nonprofit SMLLC would result in a charitable contribution deduction
to the donor. Until recently, the answer to this question was unclear.97
If donors were not allowed charitable contribution deductions for
federal income tax purposes, the use of Nonprofit SMLLCs by Section
501(c)(3) Charities would be severely curtailed.98 For example, consider an
91. Id.
92. Id. See also supra Part III.A.
93. Priv. Ltr. Rul. 200134025 (May 22, 2001).
94. Id.
95. Id.
96. Id.
Diane Freda, IRS Notice Allowing CharitableDeduction for Gifts to Charity-Owned
97.
LLCs Brings Relief Daily Tax Rep. (BNA) No. 150, at G-6 (Aug. 6, 2012).
98. See generally PHELAN & DESIDERIO, supra note 21 (explaining that the charitable
contribution deduction, introduced in 1917, was enacted at a time when Congress was increasing
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individual wishing to donate a parcel of real property to a Section 501(c)(3)
Charity, but the charity is concerned about potential environmental
liabilities associated with the real property. 99 Because of its concern, the
charity would benefit from forming a Nonprofit SMLLC to directly receive
the donation.10 0 If the donor could not receive a charitable contribution
deduction, then the donor likely would require his or her donation to be
made to the Parent Charity instead of the Nonprofit SMLLC. While the
Parent Charity could directly accept the donation and immediately
contribute the real property to the Nonprofit SMLLC, the Parent Charity
might have transferee liability concerns relating to owning the real property
for the brief period prior to the subsequent contribution.10 The Parent
Charity could form a subsidiary nonprofit corporation to receive the real
property (as opposed to a Nonprofit SMLLC), but this would cause the
Section 501(c)(3) Charity to forego the benefits of using an LLC-namely,
reduced organization and operational costs and lesser administrative
burdens-and would require the Parent Charity to file an additional Form
1023 with the IRS to obtain a separate tax exemption for the subsidiary. 10 2
The lack of clarity with respect to whether or not donations to
Nonprofit SMLLCs are deductible for federal income tax purposes vanished
on July 31, 2012, with the IRS' issuance of Notice 2012-52.103 In Notice
2012-52, the IRS confirmed that a Parent Charity that wholly owns a
disregarded Nonprofit SMLLC "must treat the operations and finances of
the disregarded entity as its own for tax and information reporting
purposes."1" The IRS concluded that if all other requirements of § 170 are
satisfied, the IRS will treat a contribution to a Nonprofit SMLLC "wholly
owned and controlled" by the Parent Charity as a charitable contribution to
the Parent Charity.105 To put it simply, a Nonprofit SMLLC is effectively
the same as its Parent Charity for federal income tax purposes.
taxes to create revenues for funding WWI, and Congress was concerned that a tax increase would
cause individuals to reduce or stop their contributions to charities without there being the added
benefit of a tax deduction (citing 55 CONG. REc. 6728 (1917)).
99. See supra Part II.
100. Id. See also Freda, supra note 97 (quoting Ron Schultz, Price Waterhouse Coopers
managing director, who told BNA that "[plerhaps the biggest impact is that now charities can
accept contributions of valuable real property and other property assets where the charity might
not want to accept the asset directly for legitimate reasons and still provide a charitable deduction
to the donor" and that "[t]hese issues might include environmental or other business liability
risks.").
101.
See supra note 37 and accompanying text.
102. See infra Part IX.B.
103. I.R.S. Notice 2012-52, 2012-35 I.RB. 317 (Aug. 27, 2012).
104. Id.
105. Id. Even though the charitable contribution is deemed made to the Parent Charity for
purposes of the charitable contribution deduction, such "deemed" contribution at the Parent
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IV. TEXAS FRANCHISE TAX: WHAT IS IT AND WHAT EXEMPTIONS ARE
ALLOWED?

While Nonprofit SMLLCs are exempt from federal income tax under
the umbrella of the Parent Charity's tax-exemption (due to application of
the Check-the-Box Regulations), a state tax corporate or franchise tax
exemption may not exist. Texas is a state where this phenomenon can
exist.106 Unlike other states, Texas does not piggyback off of federal tax law
with respect to granting a Texas Franchise Tax exemption to Nonprofit
SMLLCs.10 7 This creates a trap for the unwary for Section 501(c)(3)
Charities that implement subsidiary structures consisting of one or more
Nonprofit SMLLCs that will be organized or otherwise operate in Texas.
Part IV provides an overview of the Texas Franchise Tax system and a
summary of allowable exemptions. Part V discusses the trap for the unwary
that exists for Nonprofit SMLLCs organized or otherwise operating in
Texas.
A.

Overview of the Texas FranchiseTax

Subtitle F, chapter 171 of the Texas Tax Code (the Texas Franchise
Tax Code) imposes the Texas Franchise Tax on entities formed in Texas or
otherwise doing business in Texas. 08 Specifically, section 171.001(a)1 09
provides: "A franchise tax is imposed on each taxable entity that does

Charity level for federal income tax purposes should not affect the contribution existing, for state
law purposes, at the Nonprofit SMLLC level, which is what should control for state law asset
protection purposes.
106. See infra Parts IV-V.
107.

See id.

108.
TEX. TAX CODE ANN. § 171.001 (West 2008); see also, e.g., TGS-NOPEC Geophysical
Co. v. Combs, 340 S.W.3d 432, 437 (Tex. 2011) (stating that the Texas franchise tax ". . . is
imposed on each taxable entity that does business in this state or that is chartered or organized
here."). For purposes of this article, an entity organized in Texas or otherwise doing business in
Texas is sometimes referred to herein as having "nexus" with Texas-nexus being a tax term
denoting the existing of enough minimum contacts in a state to be constitutionally subject to tax in
such state. See, e.g., Complete Auto Transit, Inc. v. Brady, 430 U.S. 274, 274, 279, 285 (1977);
see generally WALTER HELLERSTEIN ET AL., STATE AND LOCAL TAXATION 22-102 (9th ed.

2009); Ethan D. Millar, Overview of State and Local Taxation, TAX LAW & PRAC., at 3, (Oct. 1,

2009) http://ssm.com/abstract-1588873 ("In determining where a corporation is taxable, the
threshold question is where does the corporation have 'nexus'? If the corporation has nexus with
the state, then the state has the jurisdiction to tax it. In general, a corporation will have nexus
wherever it owns or leases property, and wherever it conducts certain activities."). A detailed
discussion of nexus is beyond the scope of this article.
109.
All section references hereinafter are to the Texas Franchise Tax Code unless otherwise
indicated.
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business in this state or that is chartered or organized in this state."o The
purpose of the Texas Franchise Tax is to levy a charge on taxable entities in
exchange for the privilege of doing business in Texas under the umbrella of
a liability shield."'
The first step in determining whether an entity is subject to the Texas
Franchise Tax is determining whether such entity qualifies as a "taxable
entity."ll 2 Section 171.0002(a) provides the definition of "taxable entity":
(a) Except as otherwise provided by this section, "taxable entity"
means a partnership, limited liability partnership, corporation,
110. TAX § 171.001(a); see also id. § 171.0002 (defining taxable entity). Effective January 1,
2008, the Texas Franchise Tax was significantly revised pursuant to Texas House Bill 3 (H.B. 3),
legislation which is commonly known simply as "H.B. 3." Tex. H.B. 3, 79th Leg., 3d C.S. (2006).
See generally Laing, supra note 17. To delineate between the Texas Franchise Tax system in
effect prior to January 1, 2008, and the system in effect beginning January 1, 2008, many refer to
the current Texas Franchise Tax system as the Texas "margin tax" because the revised tax base is
a taxable entity's "margin," as such term is specifically defined in the Texas Franchise Tax Code.
See, e.g.,

§

171.101(a)(1); see also Treatment of Specific Items in Computing Texas Gross

Receipts for Apportionment, XVI TEX. TAX POL'Y NEWS, No. 6 (June 1, 2008); Lipstet, supra
note 17, at 1 ("The new version of the franchise tax is commonly referred to as the 'margin tax'
because it changes the base of taxation from taxable capital or taxable earned surplus to a new
concept of 'taxable margin.' The margin tax is, in essence, a modified gross receipts tax, with
some deductions allowed."); Cynthia M. Ohlenforst, The New Texas Margin Tax: More Than a

MarginalChange to Texas Taxation, 60 TAX LAW. 959, 960 (2007) ("The new law, effective for
reports filed on or after January 1, 2008, imposes an entirely new 'margin tax' on taxpayers,
subjects additional businesses to this franchise tax, and fundamentally changes the way the tax is
calculated. Like other taxes based on activity during a period prior to the report year, the tax
reaches back to 2007-and even earlier for some taxpayers." (footnote omitted)); Laing, supra
note 17, at 573 ("The tax as revised still is referred to in the Texas Tax Code as the 'franchise tax,'
though it is commonly called the 'margin tax."'). Because the Texas Franchise Tax, as amended
by H.B. 3, continues to be statutorily titled a "franchise tax," this article refers to the tax as the
"Texas Franchise Tax." See generally tit. 2, ch. 171. In June 2007, the Texas Legislature enacted a
technical corrections bill further amending H.B. 3, which was generally effective January 1, 2008.
Tex. H.R. 3928, 80th Leg., R.S. (2007).
111.
See Tax Fairness: Property Tax Relief for Texans, TEX. TAX REFORM COMM'N 18
(March 2006), http://govinfo.library.unt.edu/ttrc/files/TTRC report.pdf (stating that "[t]he original
purpose of the franchise tax - and that which the Commission finds is still valid - was to collect a
modest levy in return for the tremendous value afforded to businesses that chose to benefit from a
state-provided liability shield."); see also In re Allcat Claims Serv. L.P., 356 S.W.3d 455 (Tex.
2011); TGS-NOPEC Geophysical, 340 S.W.3d at 437 ("The franchise tax is a tax on the privilege
of doing business in Texas."); Bullock v. Nat'l Bancshares Corp., 584 S.W.2d 268, 270 (Tex.
1979) ("The granting of the privilege to transact business in this state confers economic benefits,
including the opportunity to realize gross income and the right to invoke the protection of local
law. The Texas franchise tax is a tax on the value of this privilege.").
112. TAX § 171.001(a). A significant change to the Texas Franchise Tax with the enactment
of H.B. 3 is that limited partnerships are now subject to Texas Franchise Tax unless an exclusion
or exemption otherwise applies. See, e.g., id. §§ 171.0002(c)(4)(B), .0003 (providing that limited
partnerships in certain REIT structures are not subject to Texas Franchise Tax and limited
partnerships meeting the requirements to be classified as a passive entity are not subject to Texas
Franchise Tax). Prior to H.B. 3, limited partnerships per se were not subject to Texas Franchise
Tax. See id § 171.001(a).
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banking corporation, savings and loan association, limited liability
company, business trust, professional association, business
association, joint venture, joint stock company, holding company,
or other legal entity. The term includes a combined group. A joint
venture does not include joint operating or co-ownership
arrangements meeting the requirements of Treasury Regulation
Section 1.761-2(a)(3) that elect out of federal partnership
treatment as provided by Section 761(a), Internal Revenue
Code."'
Section 171.0002(b) then provides a list of certain entities that are not
considered taxable entities for purposes of the Texas Franchise Tax. Section
171.0002(b) provides:
(b) "Taxable entity" does not include:
(1) a sole proprietorship;
(2) a general partnership:
(A) the direct ownership of which is entirely composed
of natural persons; and
(B) the liability of which is not limited under a statute of
this state or another state, including by registration as a
limited liability partnership;
(3) a passive entity as defined by Section 171.0003; or
(4) an entity that is exempt from taxation under Subchapter
B. 114
Section 171.0002(c) goes on to set forth more entities that are not
considered taxable entities for purposes of the Texas Franchise Tax.
Section 171.0002(d) provides a special rule for state law entities that
are treated as disregarded entities for federal income tax purposes."'
Section 171.0002(d) states:
(d) An entity that can file as a sole proprietorship for federal tax
purposes is not a sole proprietorship for purposes of Subsection
(b)(1) and is not exempt under that subsection if the entity is
formed in a manner under the statute of this state, another state, or
a foreign country that limits the liability of the entity.116
Pursuant to the statutory rules above, entities subject to the Texas
Franchise Tax generally include all entities that have state law limited
liability protection (including entities that are classified as disregarded
113. Id. § 171.0002(a).
114. Id. § 171.0002(b).
115. Under the Internal Revenue Code, a "disregarded entity" is an entity that exists for state
law purposes but is not distinguished from its owner for federal income tax purposes and,
therefore, is considered disregarded (i.e., not existing) for federal income tax purposes. Treas.
Reg. §§ 301.7701-1(a)(1), -2(a) to (c), -3(a) to (c) (2012); see also supra Part I.A.
116. TAx. § 171.0002(d).
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entities for federal income tax purposes), and are organized in Texas or
otherwise doing business in Texas unless a specific exclusion or exemption
applies. 117
If an entity is a taxable entity under section 171.0002 and has nexus
with Texas,
the Texas Franchise Tax is imposed on certain gross
revenues, minus the highest of three limited deductions.'19 This resulting
amount, referred to in the Texas Franchise Tax statutes as "margin," is then
apportioned pursuant to a single factor ratio of Texas gross receipts over
gross receipts from everywhere.1 20 The ensuing apportioned amount, known
as "apportioned margin,"l121 is subject to tax at a rate of 1%, with lower
rates and discounts applying in certain enumerated situations.12 2 The three
limited deductions under the Texas Franchise Tax include: (i) cost of goods
sold,123 a term which is somewhat different from the cost of goods sold
concept for federal income tax purposes; 124 (ii) compensation, as such term
is defined in section 171.1013;125 and (iii) a standard 30% deduction.12 6

117. Section 3.581 of the Texas Administrative Code essentially mirrors the statutory
provisions related to taxable entities. 34 TEX. ADMIN. CODE § 3.581 (2013) (Comptroller of
Public Accounts, Margin: Taxable and Nontaxable Entities). Section references to Texas
Administrative Code provisions relating to the Texas Franchise Tax (Title 34, Part 1, Chapter 3,
Subchapter V) are hereinafter referred to as the "Comptroller Rules." Comptroller Rules are
promulgated by the Comptroller to provide official interpretations and guidance with respect to
the Texas Tax Code. See § 111.002(a); see also TEX. Gov'T CODE ANN. § 2001.003(6) (West
2008) (providing that a Comptroller Rule is a statement of "general applicability that: (i)
implements, interprets, or prescribes law or policy; or (ii) describes the procedure or practice
requirements of [the Comptroller], [and further] includes the amendment or repeal of a prior rule
118. See supra note 108 and accompanying text.
119. TAX § 171.101(a).
120. Id. § 171.106(a).
121. Id. § 171.101(a)(2)-(3).
122. Id. §§ 171.002, .0021. Certain circumstances allow tax payable to be reduced to zero.
See id § 171.002(d). See also Tex. H.B. 500, 83d Leg., R.S. (2013) (enacting temporary lower
rates for Texas Franchise Tax Reports originally due in 2014 and 2015. All examples discussed
herein apply the 1%rate).
123. TAX § 171.101(a)(1)(B)(ii)(a).
124. Id. § 171.1012.
125. Id. §§ 171.101(a)(1)(B)(ii)(b), .1013.
126. Id. § 171.101(a)(1)(A). The 30% standard deduction occurs from the mathematical
computation resulting from application of section 171.101(a), not from being a specifically
enumerated deduction. Many practitioners refer to section 171.101 (a)(1)(A) as the "30% standard
deduction." See, e.g., In re Nestle USA, Inc., 387 S.W.3d 610 (Tex. 2012); Eric L. Stein,
Calculatingthe Compensation Deduction, in UNIVERSITY OF TEXAS SCHOOL OF LAW CLE, 2008
TEXAS MARGIN TAX 1 (2008) (on file with author), availableat https://utcle.org/elibrary (search
"Eric Stein"; then follow "preview" hyperlink underneath "Calculating the Compensation
Deduction") ("The new tax base starts with total revenue from a taxable entity's entire business.
Margin is determined by reducing total revenue by either a 30% standard deduction, or by electing
a cost of goods sold deduction or a compensation deduction."). See also Tex. H.B. 500, 83d Leg.,
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Application of the 30% standard deduction effectively means the maximum
Texas Franchise Tax rate is 0.7% of gross income. 12 7
B.

Exemptionsfrom the Texas FranchiseTax

There are several exemptions from the Texas Franchise Tax. 128 The
exemption applicable to the issue addressed herein is section
171.0002(b)(4), which provides that taxable entities subject to the Texas
Franchise Tax do not include "an entity that is exempt from taxation under
Subchapter B."1 29 Subchapter B of the Texas Franchise Tax Code provides
a list of thirty-five exemptions from the Texas Franchise Tax (referred to
herein as Subchapter B entities). If an entity is classified as a Subchapter B
entity, the entity is excluded from the definition of taxable entity under
section 171.0002 and, accordingly, is exempt from the Texas Franchise
Tax.130 Subchapter B entities include certain nonprofit organizations and
certain entities engaged in specialized industries.' 3' The specific Subchapter
B entities that are the focus of this article are those described in section
171.063(a)(1), which includes, but is not limited to, Section 501(c)(3)
Charities. 132
More specifically, section 171.063(a)(1) provides that the following
are Subchapter B entities:
(1) a nonprofit corporation exempted from the federal income tax
under Section 501(c)(3), (4), (5), (6), (7), (8), (10), or (19),
Internal Revenue Code which in the case of a nonprofit hospital
means a hospital providing community benefits that include
charity care and government-sponsored indigent health care as set
forth in Subchapter D, Chapter 311, Health and Safety Code.133
As a theoretical matter, one might ask why the State of Texas grants a
Texas Franchise Tax exemption to Section 501(c)(3) Charities. One could
argue the answer is rooted in the purpose of the Texas Franchise Tax-the
R.S. (2013) (enacting a new $1 million standard exclusion from total revenue for Texas Franchise
Tax Reports originally due after January 2014).
127.
TAX § 171.101(a). For example, if a taxable entity had $15,000,000 in total revenues
from its entire business-all of which is apportioned to Texas-and the best tax result would
occur by taking the 30% standard deduction, then such taxable entity's taxable margin would be
$10,500,000. Applying the general 1% rate, the Texas Franchise Tax due would be $105,000,
which is equal to $15,000,000 * 0.007.
128. The term "exemption" is used herein, but it is also correct to describe it as an
"exclusion" from taxable entity status.
129. TAx § 171.0002(b)(4).
130. Id. §§ 171.001(a), .0002(b)(4).
131.
Id. §§ 171.052-.088.
132. See supra note 32 and accompanying text.
133.

TAx § 171.063(a)(1).
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imposition of a tax in exchange for the privilege of engaging in "business"
in Texas.13 4 Section 501(c)(3) Charities engage in charitable activities,
which arguably is not "business."' 35 The Comptroller seemed to reach this
conclusion in Comptroller Ruling 6611 LO 159EO9 where, in discussing an
exemption from the Texas Franchise Tax for a Section 501(c)(3) Charity,
the Comptroller stated: "In the case of corporations, however, the scope of
the exemption generally is limited to those organized and operated
primarily for charitable purposes, and companies which are in active
competition with private businesses are excluded because to exempt them
would be unfair to their competitors."l 3 6
The Comptroller's statement is somewhat misleading because Section
501(c)(3) Charities are entirely exempt from the Texas Franchise Tax, even
with respect to income earned from unrelated commercial enterprises and
properly characterized as unrelated business taxable income for federal
income tax purposes. 37 Moreover, some Section 501(c)(3) Charities engage
in charitable activities that compete with private businesses, yet are still
exempt from the Texas Franchise Tax as Section 501(c)(3) Charities
(nonprofit hospitals are an example). 3 8 While the question of why Section
501(c)(3) Charities are granted an exemption from the Texas Franchise Tax
is interesting, the answer is beyond the scope of this article. Regardless of
the reason, it is clear that the Texas Franchise Tax Code is meant to exempt
134. See supra note 108 and accompanying text.
135. The Texas Franchise Tax does not specifically define the term "business" for this
purpose. The closest definition of "business" is found in Comptroller Rule 3.5 86, which provides
guidelines for determining whether a taxable entity has the requisite nexus with Texas in order to
be constitutionally subject to Texas Franchise Tax. 34 TEX. ADMIN. CODE § 3.586 (2008)
(Comptroller of Public Accounts, Margin: Nexus). Comptroller Rule 3.586(b) sets forth this
constitutional standard by stating: "A taxable entity is doing business in this state when it has
sufficient contact with the state to be taxed without violating the United States Constitution."
Subsection (c) of Comptroller Rule 3.586 then sets forth certain example of activities that would
be considered as creating a nexus for Texas Franchise Tax purposes.
136. Tex. Comp. Ltr. Rul. 6611L0159EO9 (Nov. 28, 1966).
137. See Tex. Policy Ltr. Rul. No. 201007724L (July 21, 2010) (stating "if an entity has
been granted an exemption from the franchise tax, the entity is exempt regardless of whether it has
unrelated business income."). The Texas Franchise Tax exemption granted to Section 501(c)(3)
charities is broader than the exemption from federal income tax granted to such entities. See also
supra note 21 and accompanying text.
138.

See I.R.C.

§ 509(a)(1)

(2006). See, e.g., PHELAN & DESIDERIO, supra note 21, at 223

("Nonprofit hospitals are the classic example of organizations that engage in commercial activities
related to their exempt purpose as they charge for the medical services they provide. Other
examples include nonprofit educational institutions that impose tuition for the educational services
they provide (tuition is the sales price for the educational services provided to students); nonprofit
theater groups that charge admission for their productions; and nonprofit social service
organizations funded by state and federal contracts, that in return deliver social services to covered
individual. In each of these examples, the nonprofit organization competes with for-profit
organizations.").
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Section 501(c)(3) Charities from the Texas Franchise Tax because such
entities have an exemption from federal income tax.
V. PROCEDURAL REQUIREMENTS A SECTION 501(c)(3) CHARITY MUST
SATISFY TO OBTAIN A TEXAS FRANCHISE TAX EXEMPTION

The crux of the issue addressed herein involves the requirements that a
Section 501(c)(3) Charity must satisfy to be declared exempt from the
Texas Franchise Tax under section 171.063(a)(1).1 39 Section 171.063(b)
states "[a] corporation is entitled to an exemption [from the Texas Franchise
Tax] based on the corporation's exemption from the federal income tax if
the corporation files with the comptroller evidence establishing the
corporation's exemption."l 40 Section 171.063(c) then provides "[a]
corporation's exemption [from the Texas Franchise Tax] is established by
furnishing the comptroller with a copy of the Internal Revenue Service's
letter of exemption issued to the corporation."l41
Based on the above requirements, a Section 501(c)(3) Charity must
provide the Comptroller with a copy of its tax-exempt determination letter
issued by the IRS in order to obtain an exemption from the Texas Franchise
Tax.142 At first blush, this requirement does not appear troublesome.
However, a complication arises with respect to Nonprofit SMLLCs. The
complication can be described simply as "dead on arrival."
The "dead on arrival" complication results from Comptroller Ruling
200106899L.143 Comptroller Ruling 200106899L involved a Parent Charity
and a wholy-owned nonprofit subsidiary that was exempt from federal
income tax under §§ 501(c)(2), (3), (4), (5), (6), (7), (8), (10), (16), (19) or
(25) of the IRC.'" The nonprofit subsidiary was exempt from federal
139. Exemption from tax types other than business taxes, such as sales or use taxes and
property taxes, are beyond the scope of this article.
140. TEX. TAX CODE ANN. § 171.063(b) (West 2008). The term "corporation" in the Texas
Franchise Tax Code means a "taxable entity." The reason "corporation" is sometimes seen in the
Texas Franchise Tax Code, as it exists post-H.B. 3, is because the term is a carryover from the
pre-H.B. 3 Texas Franchise Tax Code, in which "corporations" (including state law corporations
and limited liability companies) were subject to tax. Id. § 171.001 (West 2006). Section 171.088
arguably provides the bridge between the terminology of section 171.063 (using the term
"corporation") and other parts of the Texas Franchise Tax Code (using the term "taxable entity").
Section 171.088 provides: "An entity that is not a corporation but that, because of its activities,
would qualify for a specific exemption under this subchapter if it were a corporation, qualifies for
the exemption and is exempt from the tax in the same manner and under the same conditions as a
corporation."). Id. § 171.088.
141. Id. § 171.063(c).
142.
See supra notes 139-41 and accompanying text. For a discussion of tax-exempt
determination letters issued by the IRS, see note 80 and accompanying text.
143.
Tex. Comp. Ltr. Rul. 200106899L (June 21, 2001).
144.

See id.
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income tax due to its parent's exemption. Based on its federal income tax
exemption, the subsidiary was seeking a Texas Franchise Tax exemption.
The subsidiary was a disregarded entity for federal income tax purposes.145
Although the facts of Comptroller Ruling 200106899L do not indicate that
the subsidiary was organized as an LLC for state law purposes, the facts
specify that the subsidiary was a wholly owned disregarded entity for
federal income tax purposes, so the entity likely would have been an LLC
for state law purposes. Because the subsidiary was wholly owned by a
Parent Charity exempt from federal income tax under the IRC, the IRS did
not require the subsidiary to file its own Form 1023, Application for
Recognition of Exemption. 14 6 Instead, the subsidiary had an automatic
exemption from federal income tax under the umbrella of the tax-exempt
determination letter previously issued to the Parent Charity. The Parent
Charity's tax-exempt determination letter applied to the subsidiary and
proved the subsidiary's exemption from federal income tax. 147
Although the subsidiary was exempt from federal income tax, the
Comptroller denied the subsidiary's Texas Franchise Tax exemption
request. The Comptroller stated:
You are requesting franchise tax exemption under Texas Tax
Code Section 171.063. Tax Code Section 171.063(d) provides a
franchise tax exemption for a corporation exempted under Internal
Revenue Code (IRC) Section 501(c)(2), (3), (4), (5), (6), (7), (8),
(10), (16), (19) or (25). Based on the information provided, the
[taxpayer] does not qualify for franchise tax exemption. Tax Code
Section 171.063(c) specifies that a corporation's exemption can be
established under Section (b) by furnishing the Comptroller with a
copy of the Internal Revenue Service letter of exemption issued to
the corporation.
For federal tax purposes, the [taxpayer] is a disregarded entity and
recognized as an integral part or tax-exempt activity of its sole
member. Therefore, the [taxpayer] has not been granted a federal
exemption of its own, and exemption under Tax Code Section
171.063 is not possible. Furthermore, the documentation provided
does not show the [taxpayer] is established or operating as a nonprofit entity . .

..

Based on the policy adopted in Comptroller Ruling 200106899L,
Texas imposes a requirement on Nonprofit SMLLCs for obtaining an
exemption from the Texas Franchise Tax that is seemingly impossible to

145.
146.
147.
148.

See supra Parts IIA, III.B.
See supra Part HIB.
See supra Part III.B.
Tex. Comp. Ltr. Rul. 200106899L (June 21, 2001).
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satisfy.14 9 Nonprofit SMLLCs are not issued their own tax-exempt
determination letters from the IRS; 50 instead, they are deemed
automatically exempt from federal income tax under the umbrella of the
Parent Charity's tax-exempt determination letter.' 5 ' Because Nonprofit
SMLLCs are not issued their own tax-exempt determination letters from the
IRS, the Comptroller's position adopted in Comptroller Ruling 200106899L
is that such entities per se are not able to obtain an exemption from the
Texas Franchise Tax.1 52 Stated more succinctly, Nonprofit SMLLCs are
"dead on arrival" with respect to a Texas Franchise Tax exemption even
though they are exempt from federal income tax under § 501 (c)(3).15 3
In contrast to the policy adopted in Comptroller Ruling 200106899L,
the Comptroller could have adopted the policy that, in order to obtain a
Texas Franchise Tax exemption, Nonprofit SMLLCs are required to
provide the Comptroller with a copy of the tax-exempt determination letter
issued by the IRS that applies to them, even if it is not specifically issued to
them. Logic would dictate this result per section 171.063(a)(1), which
seems to make clear that entities exempt from federal income tax under §
501(c)(3) should likewise be exempt from the Texas Franchise Tax.
Nevertheless, the Comptroller did not reach this logical conclusion in
Comptroller Ruling 200106899L.15 4

149. The Comptroller appeared to admit this is Comptroller Ruling 200106899L by stating:
"For federal tax purposes, the Company is a disregarded entity and recognized as an integral part
or tax-exempt activity of its sole member. Therefore, the Company has not been granted a federal
exemption of its own, and exemption under Tax Code 171.063 is not possible." Id. (emphasis

added).
150. See supra Part III.B.
151.
See supra Part III.B.
152. See supra notes 139-48 and accompanying text.
153.
An open question is whether or not the IRS would issue a "special" tax-exempt
determination letter to a Nonprofit SMLLC upon a specific request by the Nonprofit SMLLC, a
result that would be squarely at odds with the Check-the-Box Regulations and the concept of
disregarded entity classification. See supra Part III.A. Even if the IRS might issue a "special" taxexempt determination letter upon the request of a Nonprofit SMLLC, Nonprofit SMLLCs should
not be forced to go through the associated extra cost and administrative hassle. Moreover, unless
the IRS developed a policy to issue special tax-exempt determination letters to all Nonprofit
SMLLCs organized or otherwise operating in Texas, as opposed to only the select few that
contacted the IRS for the "special" tax-exempt determination letter, then a "special" tax-exempt
determination system could never rise to the level of being a viable solution because there would
be the potential for similarly situated taxpayers to be treated differently. It is highly unlikely that
the IRS would adopt a "special" tax-exempt determination letter system solely for Texas charities.
154. See supra notes 139-48 and accompanying text. The result in Comptroller Ruling
200106899L might not have been surprising to some camps of practitioners and academics. This
is because Texas is traditionally known as a "form" state, where form generally controls over
substance. One of the most well-known examples of Texas' general adherence to form over
substance was a tax-planning technique under the pre-H.B. 3 Texas Franchise Tax system known
as "franchise tax conversions," where the Comptroller publicly blessed allowing a corporation or
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The policy adopted in Comptroller Ruling 200106899L is a trap for the
unwary for Section 501(c)(3) Charities wishing to implement subsidiary
structures using Nonprofit SMLLCs organized in Texas or otherwise
operating in Texas because the result in Texas is an anomaly compared to
certain other states.' 55 This is potentially a costly problem for Texas
LLC to convert for state law purposes into a limited partnership-the end result of such
conversion being (i) no change in limited liability protection; (ii) no change in federal tax
classification, resulting in no federal income tax consequences from the conversion; and (iii) a
new state law entity (limited partnership) not subject to the Texas Franchise Tax. See Tex.
Comptroller Ltr. Ruling No. 9606338L (June 1, 1996) ("Pass-through entities work well as tax
avoidance vehicles because the state does not tax an individual's income. Income converted from
corporate form to a pass-through form escapes the franchise tax. To the extent that pass-through
income treatment can be combined with limited liability, opportunities for franchise tax avoidance
will necessarily be created."). The blessing of Texas Franchise Tax conversions under the "form"
principle effectively caused the Texas Franchise Tax, as it existed prior to H.B. 3, to be thought of
as a voluntary tax system. See, e.g., Tax Fairness:PropertyTax Relieffor Texans, supra note 111,
at. 18 (stating with respect to the pre-H.B. 3 Texas Franchise Tax that "[flor nearly a century the
tax has been applied to corporations. The original purpose of the franchise tax-and that which
the Commission finds is still valid-was to collect a modest levy in return for the tremendous
value afforded to businesses that chose to benefit from a state-provided liability shield. However,
the recent spread of new business forms such as limited-liability partnerships have tapped the
state's protections previously available only to corporations while avoiding the very levy designed
to reflect the value of that protection. Tax-free status has thus been secured by many firms, to the
competitive detriment of those remaining in the corporation form."). Texas has seen a retreat from
form over substance recently in the limited circumstance of sales and use tax consequences of
certain aircraft transactions. See, e.g., Tex. Comptroller Ltr. Ruling No. 200908387L (Aug. 6,
2009); Tex. Comptroller Ltr. Ruling No. 200611755L (Nov. 15, 2006).
155. A survey of ten other key states based on population shows that nine do not impose
business tax(es) on Nonprofit SMLLCs wholly owned by charitable 501(c)(3) organizations either
because such states (i) conform to the Check-the-Box Regulations for entity classification
purposes; or (ii) provide a specific exemption for Nonprofit SMLLCs wholly-owned by Section
501(c)(3) Charities.
For example, Florida has a corporate income tax that applies to entities treated as corporations,
which includes entities classified as corporations for federal income tax purposes. FLA. STAT. §
220.03(l)(e), (z) (2005). Florida law specifically provides that an LLC disregarded for federal
income tax purposes is not considered a corporation for Florida corporate income tax purposes
and is not subject to the Florida corporate income tax. Id. § 608.471(1). Illinois has both a
corporate income tax and franchise tax. Illinois law provides that an LLC classified as a
disregarded entity for federal income tax purposes is similarly classified for all Illinois tax
purposes and, therefore, is not subject to either the Illinois corporate income tax or franchise tax.
See Ill. Priv. Ltr. Rul. No. IT 02-0005-PLR (Dec. 18, 2002). New York has a franchise tax. LLCs
classified as disregarded entities for federal income tax purposes are similarly classified as
disregarded entities for New York franchise tax purposes. See generallyN.Y. Adv. Op. No. TSBA-00(13)(C) (July 11, 2000). Disregarded LLCs are subject only to an annual $25.00 filing fee.
N.Y. TAX LAW § 658(c)(3)(A) (McKinney 2006 & Supp. 2009). Pennsylvania has both a
corporate income tax and franchise/capital stock tax. With respect to the Pennsylvania corporate
income tax, only entities classified as corporations for federal income tax purposes are subject to
the Pennsylvania corporate income tax. 72 PA. CONS. STAT. ANN. §§ 7401, 7402 (West 2000).
Thus, LLCs classified as disregarded entities for federal income tax purposes are not subject to the
Pennsylvania corporate income tax. Id. § 7307.21. With respect to the Pennsylvania
franchise/capital stock tax, the Pennsylvania Department of Revenue has issued a specific, and
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favorable, policy for Nonprofit SMLLCs wholly-owned by Section 501(c)(3) Charities. See Pa.
Dept. of Rev. Corp. Tax Bulletin 2007-01 (Sept. 20, 2007) ("The purpose of this bulletin is to
clarify the Pennsylvania Department of Revenue's position on the subjectivity of these single
member Limited Liability Companies and Business Trusts to the Capital Stock/Foreign Franchise
Tax."). The policy grants to Nonprofit SMLLCs an exemption from the Pennsylvania
franchise/capital stock tax. Id. ("When a Limited Liability Company or Business Trust is a
disregarded entity for federal income tax purposes these entities are not required to obtain federal
tax-exempt status separate from the entity reporting the activity of the Limited Liability Company
or Business Trust."). To be considered exempt, the Nonprofit SMLLC must provide copies of its
Articles of Organization and Company Agreement/Regulations to the Pennsylvania Bureau of
Corporation Taxes, and such documents must specifically state that the Nonprofit SMLLC is
organized as a "not-for-profit entity and limit the activity of the entity to those of a not-for-profit
or tax exempt organization." Id. A Nonprofit SMLLC also is required to provide the Pennsylvania
Bureau of Corporation Taxes a copy of (i) its Certificate of Formation, (ii) its sole member's taxexempt determination letter issued by the IRS; (iii) the sole member's federal income tax return;
and (iv) consolidating statements showing inclusion of the Nonprofit SMLLC in the federal
income tax return filed by the sole member. Id. Ohio has a commercial activity tax that
specifically provides an exemption for nonprofit organizations, including Nonprofit SMLLCs.
OHIO REV. CODE ANN. § 5751.02(E)(12) (LexisNexis 2008). With respect to Nonprofit SMLLCs,
Ohio law states:
A single member limited liability company that operates with a nonprofit purpose, as
described in division (A) of this section, shall be treated as part of the same legal entity
as its nonprofit member, and all assets and liabilities of that single member limited
liability company shall be considered to be that of the nonprofit member. Filings or
applications for exemptions or other tax purposes may be made either by the single
member limited liability company or its nonprofit member.
Id. § 5701.14(B). Michigan has a corporate income tax that is imposed on corporations classified
as C corporations for federal income tax purposes. MICH. CoMP. LAWS ANN. §§ 206.605(1),
.611(5), .623(1) (West 2003). The Michigan corporate income tax does not apply to singlemember LLCs unless such LLCs elect to be treated as a corporation for federal income tax
purposes. Id. §§ 206.605(1), .611(5), .623(1), .699. Georgia has both a corporate income tax and
franchise tax. The Georgia corporate income tax is imposed only on entities classified as
corporations for federal income tax purposes. GA. CODE ANN. §§ 48-7-28.3(a)(2)(B), -31(a)
(2009). LLCs disregarded for federal income tax purposes, including Nonprofit SMLLCs, are not
subject to Georgia franchise because such entities are not corporations as defined for Georgia
franchise tax purposes. Id. §§ 48-13-70, -72. North Carolina has both a corporate income tax and
franchise tax. The North Carolina corporate income tax is imposed only on entities classified as
corporations for federal income tax purposes. N.C. GEN. STAT. §§ 105-130.2(1)(a), .2(3), .3
(2009). LLCs, including disregarded LLCs and Nonprofit SMLLCs, are not subject to the North
Carolina franchise tax because they are excluded from the definition of "corporation" as defined
for North Carolina franchise tax purposes. See N.C. Directive No. CD-02-2 (May 13, 2002). New
Jersey has a corporation business tax. LLCs that are disregarded entities for federal income tax
purposes, including Nonprofit SMLLCs, are not subject to the New Jersey corporation business
tax.
Unlike the foregoing states, California is more like Texas. California has both a corporate income
tax and a franchise tax. The California franchise tax is imposed on corporations (except exempt
corporations), banks, and financial corporations doing business within California for the privilege
of exercising their corporate franchises within California. CAL. REv. & TAX. CODE §§ 23151,
23181, 23183, 23221 (West 2004). The California corporate income tax is imposed on
corporations (except exempt corporations, banks and financial corporations) not subject to the
franchise tax on their net income derived from California sources. Id. §§ 23181, 23501. With
respect to the taxation of LLCs, California follows the federal entity classification rules. Id. §
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charities because it causes revenues earned from charitable activities to be
taxed, not simply unrelated business taxable income, if any.1 56 This
outcome goes squarely against the intent of section 171.063(a)(1), which
seeks to exempt from the Texas Franchise Tax those entities that are exempt
from federal income tax under § 501(c)(3).157
VI. 2003 AMENDMENT TO THE TEXAS BUSINESS ORGANIZATIONS CODE:
TRAP FOR THE UNWARY WIDENED FURTHER

The trap for the unwary for Nonprofit SMLLCs organized or otherwise
operating in Texas widened further after the Texas Business Organizations

23038(b)(2)(B). Thus, an LLC classified as a disregarded entity for federal income tax purposes is
similarly treated as a disregarded entity for California corporate income and franchise tax
purposes. Because the California corporate income and franchise tax is imposed on
"corporations," the term of which does not include disregarded entities, such entities are not
subject to the California corporate income or franchise tax. Consequently, Nonprofit LLCs are not
subject to the California corporate income or franchise tax. Nonetheless, even though disregarded
LLCs are not subject to California corporate income or franchise tax, such entities (as well as
LLCs classified as partnerships for federal income tax purposes) must pay an $800 "Annual Tax"
if (i) they are doing business in California; (ii) their articles of organization have been accepted by
the California Secretary of State; or (iii) their certificates of registration have been issued by the
California Secretary of State. Id. §§ 23153(d)(1), 17941. See also CAL. FTB INFO PUBL'N No.
3556, TAx INFORMATION FOR LIMITED LIABILITY COMPANIES (April 1, 2011). In addition to the
Annual Tax, disregarded LLCs (as well as LLCs classified as partnerships for federal income tax
purposes) that are subject to the Annual Tax must also pay a "LLC Fee" based on total income
from all sources reportable to California, ranging from $900 (if total income from all sources
derived or attributable to California is $250,000 or more, but less than $500,000) to $11,790 (if
total income from all sources derived from or attributable to California is $5,000,000 or more).
CAL. REv. & TAX. CODE §§ 17941, 17942(a). See also CAL. FTB INFO PUBL'N 3556. The
California Franchise Tax Board takes the position that Nonprofit LLCs, including Nonprofit
SMLLCs, are subject to both the Annual Tax and LLC fee. California FTB Tax News No.
12/01/2007 states that "California does not allow tax-exemption for single member LLCs under
R&TC Section 23701d" and "LLCs must elect to be treated as a corporation to be able to be
granted exemption under R&TC Section 23701d." California Tax-Exempt Process Streamlined,
TAX NEWS 6 (Dec. 2007), https://www.ftb.ca.gov/professionals/taxnews/2007/1207/1207.pdf.
California FTB's website similarly states that "California does not allow single member limited
liability companies (LLC) tax-exempt status under R&TC Section 23701" and "LLCs must elect
to be treated as a corporation to be granted tax-exempt status under R&TC Section 23701." The
BOARD,
CAL.
FRANCHISE
TAX
Process,
ST.
OF
Tax-Exemption
https://www.ftb.ca.gov/businesses/Exemptorganizations/The_Process.shtml (last visited July 30,
2013). The instructions to FTB Form 3500, Exemption Application, further state that, with the
exception of a Nonprofit SMLLC meeting the requirements to be classified as a title-holding
organization under California law, an exemption from tax cannot be granted to a Nonprofit
SMLLC unless such LLC elects to be classified and taxed as a corporation for federal income tax
and California tax purposes and otherwise qualifies for tax-exempt status under California law.
FTB 3500 Booklet 2012, FTB, https://www.ftb.ca.gov/forms/misc/3500bk.pdf.
156. See infra Part IX.A, regarding how the Texas Franchise Tax would be computed for a
Nonprofit SMLLC.
157. TEx. TAX CODE ANN. § 171.063(a)(1) (West 2008). See supra Part IV.B.
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Code (TBOC) was enacted in 2003 and subsequently became effective on
January 1, 2006.158 As background, the TBOC was an extensive
restructuring of Texas business law.' 59 The TBOC codified and replaced the
previous eleven existing Texas statutes governing for-profit and nonprofit
entities. 1o Although the central purpose of the TBOC was only to rearrange
the aforementioned statutes, harmonize them, and eliminate duplicative and
ineffective provisions, certain substantive changes also were made.'61 One
of the few substantive changes involved Nonprofit LLCs.162 The TBOC
made clear that an LLC can be formed in Texas or otherwise operate in
Texas with a nonprofit purpose.' 63 The TBOC does not use the term
"nonprofit LLC" or "charitable LLC" as describing the allowance of this
type of entity. Instead, Title, 1, Chapter 2, Section 2.002 of the TBOCwhich sets forth the purposes that a nonprofit domestic entity, including an
LLC, can have-provides:
§ 2.002. PURPOSES OF NONPROFIT ENTITY. The purpose or
purposes of a domestic nonprofit entity may include one or more
of the following purposes:
(1) serving charitable, benevolent, religious,
eleemosynary, patriotic, civic, missionary, educational,
scientific, social, fraternal, athletic, aesthetic, agricultural,
and horticultural purposes;
(2) operating or managing a professional, commercial,
or trade association or labor union;

158.

Tex. H.B. 1156, 78th Leg., R.S. (2003).
See Carmen I. Flores & Lorna S. Wassdorf, Business OrganizationsCode: A View from
the Trenches, ST. B. TEX. 1 (2006), http://www.sos.state.tx.us/corp/forms/boc/4thbusiness.pdf
("The BOC, which codified the provisions of the existing statutes governing domestic for-profit
corporations, nonprofit corporations, professional corporations, professional associations, limited
partnerships, limited liability companies, partnerships, real estate investment trusts, cooperative
associations, and unincorporated nonprofit associations, represented a major restructuring of
existing statutes. In addition, the BOC made substantive changes to existing law. Given the fact
that the structure, organization, and language of the BOC differed from existing statutes, the
Legislature provided a four-year period of transition before the repeal of existing law and the
mandatory application of the BOC to existing entities on January 1, 2010. Consequently, until
January 1, 2010, both the secretary of state and the practitioner must be able to navigate
confidently between the Old World (prior law) and the New World (BOC). While much of the
landscape of the BOC world will appear familiar to the practitioner, other features remind us that
this is indeed another world. There is a different language to learn and new rules to retain."
(footnote omitted)).
159.

160.
161.
162.
Texas

See id.
See id.
See id. at 2. See also Carmen I. Flores & Lorna S. Wassdorf, Filings Under the New
B.
TEX.
1-2
(2006),
Organizations
Code,
ST.
Business

http://www.sos.state.tx.us/corp/forms/boc/filingsunderboc.pdf.
See TEX. BUS. ORGS. CODE ANN. § 2.002 (West 2012).
163.
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(3) providing animal husbandry; or
(4) operating on a nonprofit cooperative basis for the
benefit of its members.'6
This development in Texas law is important to the issue addressed
herein because when Comptroller Ruling 200106899L was issued in 2001,
it was unclear whether LLCs could be formed or otherwise operate in Texas
with a nonprofit purpose. Indeed, at the time Comptroller Ruling
200106899L was issued, the Texas Secretary of State did not allow it.16 5
This uncertainty seemed to be part of the analysis in Comptroller Ruling
200106899L, in addition to the subsidiary charity being unable to provide
its own tax-exempt determination letter (a requirement that is seemingly
impossible to satisfy, as discussed in Part V above). More specifically, the
Comptroller stated:
For federal tax purposes, the Company is a disregarded entity and
recognized as an integral part or tax-exempt activity of its sole
member. Therefore, the Company has not been granted a federal
exemption of its own, and exemption under Tax Code Section
171.063 is not possible. Furthermore,the documentationprovided
does not show the Company is established or operating as a nonprofit entity.'

It is not clear from Comptroller Ruling 200106899L whether the
Comptroller made the emphasized statement above because (i) it believed
the taxpayer at issue, per se, could not be formed or otherwise operate in
Texas with a nonprofit purpose, which would have been in line with the
Texas Secretary of State's view;' or (ii) the taxpayer at issue simply did
not provide the necessary documentation (i.e., organizational documents
164. Id.
165. As a basis for this position, the Texas Secretary of State relied on Article 2.01 of the
Texas Limited Liability Company Act (TLLCA), which provided that an LLC formed under the
Act may engage in any lawful business. See Flores & Wassdorf, supra note 159, at 1-2. In turn,
the term "business" was defined in the TLLC, under Article 1.02(6), as "every trade and
occupation or profession." Id. Furthermore, Article 2.02, which related to the powers of an LLC,
provided that LLCs had the powers provided for a corporation under the Texas Business
Corporation Act and a limited partnership under the provisions of the Texas Revised Limited
Partnership Act. See id. The provisions of the Texas Business Corporation Act specifically stated
that such Act cannot be used to form a corporation for the purpose of operating a nonprofit
organization. See id. Additionally, a partnership under Texas law was defined as an association of
two or more persons to carry on a business for profit as owners. See id. The Texas Secretary of
State also relied on Article 8.12 of the TLLCA, which makes the provisions of the Texas Business
Corporation Act applicable to LLCs with respect to certain transactions. See id. Looking at all
these provisions collectively, the Texas Secretary of State concluded that the organization and
formation of a nonprofit LLC was inconsistent with the provisions and the intent of the TLLCA,
the Texas Business Corporation Act, and the TRLPA. See id.
166. Tex. Comptroller Ltr. Ruling 200106899L (June 21, 2001) (emphasis added).
167. See supra note 165 and accompanying text.
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containing necessary language) to prove the taxpayer was organized and
operating with a nonprofit purpose.
Irrespective of the reason, it is now clear that Nonprofit LLCs,
including Nonprofit SMLLCs, can be formed in Texas with a nonprofit
As a result, Nonprofit SMLLCs and nonprofit corporations
purpose.
organized in Texas or otherwise operating in Texas should be treated on a
level playing field. If nonprofit corporations, having an exemption from
federal income tax under § 501(c)(3) of the IRC, are allowed an exemption
from Texas Franchise Tax, so too should Nonprofit SMLLCs that are
exempt from federal income tax under § 501(c)(3) of the IRC.
VII. WAS THERE ANY LEGISLATIVE INTENT TO TAX NONPROFIT SMLLCs?

Section 171.063(c) became effective January 1, 1982.169 This was
many years before Texas even allowed LLCs to be formed, which was not
until 1991.170 Furthermore, the January 1, 1982, effective date of section
171.063(c) was long before the promulgation of the Check-the-Box
Regulations on January 1, 1997.171 Consequently, it makes sense that
Section 171.063(c) and Comptroller Rule 3.583, as initially enacted, did not
contain language specifically addressing Nonprofit SMLLCs.
The Texas Legislature has made two amendments to section

171.063(c) since its original enactment. 172 The first amendment was in 1997
and became effective on January 1, 1998.173 The amendment altered the
language of subsection (c) to contain more controlling language regarding
the evidence that must be provided to the Comptroller to obtain a Texas
Franchise Tax exemption. The marked provision below shows the changes
made by the 75th Texas Legislature in 1997:
(c) A corporation's exemption under Subsection (b) of this section
is may-be established by furnishing the comptroller with a copy of
the Internal Revenue Service's letter of exemption issued to the
corporation. The copy of the letter must may be filed with the
comptroller within [fifteen] months after the day that is the last

See supra notes 162-63 and accompanying text.
168.
169. Act effective June 10, 1981, 67th Leg., R.S., ch. 389, § 1, 1981 Tex. Gen. Laws 1490.
170. See Act effective June 16, 1991, 72d Leg., R.S., ch. 901, § 46 1991 Tex. Gen. Laws
3161, 3192. Texas was the fourth state to enact a statute allowing the formation and operation of
domestic and foreign LLCs. See generally, Byron F. Egan, Choice of Entity Decision Tree After
Margin Tax and Texas Business OrganizationCode, 42 TEX. J.BUS. L. 171, 176 (Spring 2007).
171.
See supra Part III.A.
172. See infra notes 173-77 and accompanying text.
173.

Tex. S.B. 861, 75th Leg., R.S. (1997).
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day of the calendar month and that is nearest to the date of the
corporation's charter or certificate of authority.17 4
The second time section 171.063(c) was amended was by the 76th
Texas Legislature in 1999.1' In that amendment, the Texas Legislature
deleted language requiring the IRS determination letter to be filed with the
Comptroller within fifteen months after the date that is the last day of the
calendar month and that is nearest to the charity's organization date or date
in which the entity's certificate of authority was issued, whichever is
applicable.' Instead, this language was added to section 171.063(d).177
Because section 171.063(c) was amended twice, both occasions
occurring after the promulgation of the Check-the-Box Regulations, an
argument could be made that the Texas Legislature considered the tax issue
involving Nonprofit SMLLCs and specifically intended not to create a
special exemption in section 171.063(c). However, importantly, an
amendment to a specific statutory provision does not per se indicate an
intent to not address other issues that could have been addressed (i.e.,
inaction does not equate to action in all respects).' 78 The Texas Legislature
most likely did not even consider the tax issue concerning Nonprofit
SMLLCs when it amended section 171.063 as it wasn't even until post
1997 that LLCs became widely popular.' 79 Moreover, at the time of the
amendments to section 171.063(c), the Comptroller had not yet issued
Comptroller Ruling 200106899L.'o Thus, the Comptroller's policy did not

174. Id.
175. Tex. H.B. 3211, 76th Leg., R.S. (1999).
176. Id.
177. TEX. TAX. CODE ANN. § 171.063(d) (West 2008).
178. For example, even where a bill has been proposed in a legislative session, but did not
pass, courts have not inferred any legislative intent from the inaction. See, e.g., Tex. Dept. of
Transp. v. City of Floresville Elec. Power & Light Sys., 53 S.W.3d 447 (Tex. App.-San Antonio
2001, no pet.) ("Inaction on a proposed amendment is a 'dubious foundation' for inferring
legislative intent, and, for this reason 'we attach no controlling significance to the Legislature's
failure to enact the proposed amendment."' (quoting Tex. Emp't Comm'n v. Holberg, 440 S.W.2d
38, 41-42 (Tex. 1969))). See also Robinson v. Budget Rent-A-Car Sys., Inc., 51 S.W.3d 425
(Houston [1st Dist.]-2001) (stating that legislative inaction on proposed bills is not necessarily
indicative of legislative intent as the legislature may not have passed the bill because it had more
pressing business or committees or lobbyists may have blocked the passage of the bill, among
other reasons).
179. See supra note 40 and accompanying text.
180. See supra Part V and accompanying notes. Importantly, this is not a situation where
Comptroller Ruling 200106899L existed at the time the legislative amendments to Section
171.063(c) occurred. In that circumstance, legislative inaction could be indicative of legislative
intent to adopt the Comptroller's policy in Comptroller Ruling 200106899L, but that is not the
situation here. See, e.g., Allen Sales & Servicenter, Inc. v. Ryan, 525 S.W.2d 863, 865 (Tex. 1975)
(stating that the Texas Supreme Court has found legislative inaction following a judicial
interpretation to be evidence of the legislature's adoption of the judicial interpretation). See also
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even exist when the Texas Legislature made either amendment to section
171.063(c). Consequently, there is no evidence that the Texas Legislature
specifically intended not to grant a Texas Franchise Tax exemption to
Nonprofit SMLLCs.
VIII.PERCEIVED ARGUMENTS IN SUPPORT OF COMPTROLLER'S POLICY
POSITION ... AND REBUTTAL

It is easy, in this author's opinion, to conclude that Texas' policy of
not allowing a Texas Franchise Tax exemption for Nonprofit SMLLCs
organized in Texas or otherwise operating in Texas is not good policy. The
policy is at odds with the global tenet of section 171.063(a)(1), which is
providing a Texas Franchise Tax exemption to all charitable entities that are
exempt from federal income tax under § 501(c)(3).' 8 ' Because Nonprofit
SMLLCs are unquestionably exempt from federal income tax under §
501 (c)(3), it is difficult to understand why the Comptroller's office took the
position it did with respect to the taxability of Nonprofit SMLLCs.' 82
Although it is easy to conclude Comptroller Ruling 200106899L is not
good policy, in order to provide a comprehensive analysis of the issue, it is
necessary to give deference to the Comptroller and discuss the perceived
arguments in favor of Comptroller Ruling 200106899L. Five perceived
arguments in favor of Comptroller Ruling 200106899L are outlined below.
None are persuasive, as the rebuttal arguments indicate, especially in the
current environment where (i) the TBOC has been amended to specifically
allow the formation of an LLC with a nonprofit purpose;183 and (ii) IRS
Notice 2012-52 further clarifies there is no difference from a federal income
tax perspective between a section 501(c)(3) charity and its wholly-owned
Nonprofit LLC.184

Direlco, Inc. v. Bullock, 711 S.W.2d 360 (Tex. App.-Austin 1986, writ ref d n.r.e.) (involving
legislative inaction following administrative interpretation).
181.
TAx § 171.063(a)(1) (stating the following entities are exempt from Texas Franchise
Tax: "[A] nonprofit corporation exempted from the federal income tax under Section 501(c)(3),
(4), (5), (6), (7), (8), (10), or (19), Internal Revenue Code which in the case of a nonprofit hospital
means a hospital providing community benefits that include charity care and governmentsponsored indigent health care as set forth in Subchapter D, Chapter 311, Health and Safety
Code.").
182. See supra Part III.B.
See supra Part VI. Lack of proof to show a nonprofit purpose was one fundamental part
183.
of the Comptroller's ruling in Comptroller Ruling 200106899L. See also supra Parts V-VI.
184.
See supra Part III.C.
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ComptrollerArgument No. 1: Legislative Action Is Required,so
Comptroller'sHands Are Tied

The first perceived argument lending support to the Comptroller's
policy is that section 171.063(c) is clear on its face and, accordingly, there
is nothing the Comptroller can do to correct the disconnect between federal
and Texas tax law. Rather, legislative action is required. This appears to be
the position, at least in part, adopted by the Comptroller in Comptroller
Ruling 200106899L.185
The text of section 171.063(c) provides: "A corporation's exemption
under Subsection (b) of this section is established by furnishing the
comptroller with a copy of the Internal Revenue Service's letter of
exemption issued to the corporation."186 The Comptroller's analysis under
this argument would likely be, because a Nonprofit SMLLC cannot provide
a copy of an IRS letter of exemption specifically issued to it, then the
analysis must stop. A legislative amendment to section 171.063(c) is
required in order to reach anything but a taxable conclusion concerning the
taxability of Nonprofit SMLLCs.
This argument is shortsighted and is not persuasive when certain
canons of statutory construction are considered.187 For example, even if a
statutory provision is unambiguous, a canon of statutory construction
utilized by Texas courts provides that "all words and phrases of an entire
act must be considered together, and 'one provision will not be given a
meaning out of harmony or inconsistent with other provisions, although it
might be susceptible of such construction if standing alone."" 88 Applying
this rule of statutory construction here should lead to the conclusion that
section 171.063(c) cannot be analyzed without taking into account section
171.063(b) and section 171.063(a)(1). Section 171.063(b) provides: "A
corporation is entitled to an exemption under this section based on the
The other issue in Comptroller Ruling 200106899L is the ambiguity as to the Nonprofit
185.
SMLLC's formation and operation as an LLC with a nonprofit purpose. See supra Part V. As
discussed in Part VI, now that LLCs can be formed in Texas with a nonprofit purpose, the issue of
"nonprofit purpose" should not be a factor with respect to a Nonprofit SMLLC being able to
obtain a Texas Franchise Tax exemption.
186. TAX § 171.063(c).
187. See infra notes 188-201 and accompanying text.
188. Borden, Inc. v. Sharp, 888 S.W.2d 614, 620 (Tex. App.-Austin 1994, writ denied)
(quoting Black v. Am. Bankers Inc., 478 S.W.2d 434, 437 (Tex. 1972)). See e.g., Sw. Bell Tel.
Co. v. Combs, 270 S.W.3d 249, 260 (Tex. App.-Amarillo 2008, pet. denied) ("If a statute is
unambiguous, we must adopt the interpretation supported by its plain language unless such an
interpretation would lead to absurd results."); Tex. Dept. of Transp. v. City of Sunset Valley, 146
S.W.3d 637, 642 (Tex. 2004) ("We must read the statute as a whole and not just isolated
portions."); City of Canyon v. Fehr, 121 S.W.3d 899, 905 (Tex. App.-Amarillo 2003, no pet.)
("[W]e must read the statute as a whole.");
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corporation's exemption from the federal income tax if the corporation files
with the comptroller evidence establishing the corporation's exemption."' 8 9
Section 171.063(b) broadly provides that a Texas Franchise Tax exemption
is allowed when an entity files evidence of its federal income tax exemption
with the Comptroller. Here, Nonprofit SMLLCs have evidence of their
federal tax exemption-the IRS determination letter issued to its Parent
Charity.
Furthermore, it seems clear that the intent of section 171.063(a)(1) was
to allow entities that are exempt from federal income tax under certain
provisions of the IRC (including, but not limited to, entities exempt under §
501(c)(3)) a like exemption from Texas Franchise Tax.190 Focusing solely
on section 171.063(c), which appears to be what the Comptroller is doing
with its current policy, is inconsistent and out of harmony with sections
171.063(b) and 171.063(a)(1), and in violation of the foregoing canon of
statutory construction that mandates "one provision will not be given a
meaning out of harmony or inconsistent with other provisions."91
Another canon of statutory construction provides that, even if a
statutory provision is unambiguous, a court cannot adopt an "interpretation
that would lead to absurd results."l 92 If an absurd result would occur, then
"a sensible interpretation utilizing extratextual factors may be
employed."' 9 3 An absurd result would seem to include a circumstance
where a statutory requirement for exemption is impossible to satisfy, which
is precisely the result of Comptroller Ruling 200106899L.194 In contrast, a
logical and sensible interpretation would be to interpret the phrase "issued
to the corporation" in section 171.063(c) to mean "issued or otherwise
applying to the corporation."
The foregoing discussion relates to courts using canons of statutory
construction. Administratively, the Comptroller is charged with interpreting
statutes and developing policies using such canons of statutory construction
as well. Comptroller Rule 1.1, relating to practices and procedures that the

189.

TAX

§

171.063(b).

190. Courts and administrative agencies can determine legislative intent even if no
legislative history. See, e.g., Tex. Comptroller of Pub. Accounts, Hearing No. 47,932 (Jan. 28,
2009) ("Neither party has cited to any legislative history. However, it seems clear that the purpose
of the statute is to give an incentive to corporations to provide on-site child care for the children of
employees.").
191.
Borden Inc., 888 S.w.2d at 620.
192. Tex. Dep't of Protective & Regulatory Serv. v. Mega Child Care, Inc., 145 S.W.3d 170,
177 (Tex. 2004) ("If a statute is unambiguous, a court must adopt the interpretation supported by
the statute's plain language unless that interpretation would lead to absurd results.").
193.
See Tex. Comptroller of Pub. Accounts, Hearing No. 30,458 (Feb. 5, 1997)
(paraphrasing Boykin v. State, 818 S.W.2d 782, 785-86 (Tex. Crim. App. 1991)).
194. See Tex. Comptroller Ltr. Ruling No. 200106899L (Jun. 21, 2001). See supra Part V.
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Comptroller must adhere to states, in relevant part, that the Comptroller
Rules "will be given their most reasonable meaning tak[ing] in their total
context, and will be construed to secure a just resolution ... for every
controversy."' 95 Indeed, several letter rulings previously issued by the
Comptroller have utilized canons of statutory construction in interpreting
statutes and making policy decisions on various tax issues. 196 Furthermore,
the Texas Attorney General's Office has used the canon of statutory
construction mandating that a statute should not be interpreted in a way
leading to absurd results in providing advice on a section of the Bingo
Enabling Act. 197 Similarly, in issuing a letter ruling interpreting a sales and
use tax question, the Comptroller stated "[i]t is a fundamental tenant of
statutory construction that one must look to the entire statute, not just to one
part of it, in ascertaining Legislative intent."' 9 8 Additionally, the
Comptroller has used the canon of statutory construction mandating that "a
statute should not be construed so as to arrive at an unreasonable result" in
issuing a letter ruling interpreting a sales and use tax question relating to
aviation fuel dealers.199 The "unreasonable result" would have been an
unreasonable burden placed on aviation fuel dealers. 20 0 Considering the
foregoing, legislative action is not required to correct the problem faced by
Nonprofit SMLLCs because the Comptroller is allowed to use, and should
use, certain canons of statutory construction in formulating its tax policies.
Here, application of the aforementioned canons of statutory construction,
leads to a conclusion that Nonprofit SMLLCs should be exempt from Texas
Franchise Tax because such entities can provide proof of their federal
income tax exemption-the IRS tax-exempt determination letter issued to

195. 34 TEX. ADMIN. CODE § 1.1(d) (2007) (Comptroller of Public Accounts, Intent, Scope,
and Construction of Rules).
196. See, e.g., Tex. Comptroller Ltr. Ruling No. 200909635L (Sept. 20, 2009) ("One rule of
statutory construction is that when two Sections of an act apply to a subject (such as local sales tax
collection), one general and one specific, the specific provision controls over the general one");
Tex. Comptroller Ltr. Ruling No. 9004813L (April 26, 1990) ("It is a rule of statutory
construction that an act should be given a fair and reasonable construction considering the
language of the statute"); Tex. Comptroller Ltr. Op. No. - 05095 (May 28, 2008) ("A rule of
statutory construction states that the words 'includes" and "including" are terms of enlargement
and not of limitation or exclusive enumeration, and use of the terms does not create a presumption
that components are expressed or excluded'); Tex. Comptroller Ltr. Op. No. 9511023L (Nov. 2,
1995) ("Under long-standing doctrines of statutory construction, a statute should be construed to
give all of its words (i.e., the legislature should not be presumed to have done a superfluous act),
all words of a statute are to be given meaning, if possible").
197. See Tex. Att'y. Gen. LO-96-024 (1996) ("We may not interpret a statute in such a way
as to reach an absurd result.").
198. Tex. Comptroller Ltr. Ruling No. 9408Ll321A01 (Aug. 23, 1994).
199. Tex. Comptroller Ltr. Ruling No. 8002L3001Cl l (Feb. 13, 1980).
200. Id.
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its Parent Charity. 201 Further supporting the conclusion that legislative
action is not required is a recent change in policy adopted by the
Comptroller involving a statute even more clear on its face than section
171.063(c), especially considering the statute's legislative history. This
recent policy shift involved section 171.101 and a taxpayer's ability to
change its deduction election under the Texas Franchise Tax.202 Section
171.101 is the statutory provision that determines a taxpayer's taxable
203
Pursuant to section 171.101, the margin of a taxpayer is
margin.
computed by subtracting from total revenue one of three available
deductions: (i) 30% standard deduction; (ii) COGS deduction; or (iii)
compensation deduction. 204 As between the COGS and compensation
deduction, taxpayers must affirmatively "elect" such deduction on their
annual Texas Franchise Tax report.205 Section 171.101(d), as it was
originally adopted by the Texas Legislature in 2006, provided that the
election to use the COGS or compensation deduction "may be changed by
filing an amended report." 206 However, section 171.101(d) was later
amended during the 2007 legislative session to delete the language giving
taxpayers the ability to change their deduction election by filing an
amended report.207 As amended, section 171.101(d) stated only that an
election "shall be made by the taxable entity on its annual report and is
effective only for that annual report" and that "a taxable entity shall notify
the comptroller of its election not later than the due date of the annual
report." 20 8 Based on the statutory language, as amended, the Comptroller
originally took the position that taxpayers were not allowed to amend their
Texas Franchise Tax reports to switch deduction elections.209 Certain

201.

See supra Part III.A-B.

202. See supra Part IV.A, for an explanation of the Texas Franchise Tax and how it is
computed.
203.
See id.
204. See id.
205.
TEX. TAX CODE ANN. § 171.101(d) (West 2008) ("An election under Subsection
(a)(1)(B)(ii) shall be made by the taxable entity on its annual report and is effective only for that
annual report. A taxable entity shall notify the comptroller of its election not later than the due
date of the annual report.").
206. Tex. H.B. 3, 79th Leg., 3d C.S. (2006). See, e.g., Tex. Comptroller Ltr. Ruling No.
103,450 (Aug. 18, 2010); Tex. Comptroller Ltr. Ruling No. 104,062 (Dec. 1, 2011).
207.
Tex. H.B. 3928, 80th Leg., R.S. (2007).
208. Id.
209.

See, e.g., Tex Comptroller Ltr. Ruling No. 104,062 (Dec. 1, 2011); Tex. Comptroller

Ltr. Ruling No. 105,037 (Nov. 15, 2011); Tex. Comptroller Ltr. Ruling No. 103,167 (June 24,
2011); Tex. Comptroller Ltr. Ruling No. 103,807 (Nov. 12, 2010); Tex. Comptroller Ltr. Ruling
No. 103,450 (Aug. 18, 2010); Tex. Comptroller Ltr. Ruling No. 103,083 (July 28, 2010).
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legislative history further supported this position.21 o For example, the
Senate Committee Report (Substitute) for Tex. H.B. 3928 stated:
SECTION 12. Amends Section 171.101(d), Tax Code, as effective
January 1, 2008, to require a taxable entity to notify the
comptroller of public accounts (comptroller) of its election, as
provided by Subsection (a)(1)(B)(ii) (regarding a taxable entity
electing to subtract certain items from its taxable margin) not later
than the due date of the annual report. Deletes existing text
authorizing the election to be changed by filing an amended
report. 211
Language in the House Committee Report (Substituted) on Texas
House Bill 3928 also supported the Comptroller's position.2 12 The House
Committee Report (Substituted) stated: "The bill amends section
171.101(d), Tax Code, as effective January 1, 2008, to require a taxable
entity to notify the comptroller of its election of deduction not later than the
due date of the annual report, and to prohibit a change of the election by
filing an amended report." 2 13 The Comptroller's position was also upheld in
several administrative hearing decisions.2 14
Despite the arguably unambiguous statutory language of section
171.101 and the supporting legislative history, both of which were the basis
of the Comptroller's original position, the Comptroller recently changed its
position in June 2012.215 The Comptroller now allows taxpayers to change
their deduction election as between COGS, compensation, or the 30%
standard deduction in an amended Texas Franchise Tax Report.2 16
The significance of this change in policy is that the Comptroller
concluded a legislative amendment to section 171.101 was not required,
despite the arguably unambiguous language of the statute and the
supporting legislative history. Instead, the Comptroller changed its policy
via an announcement on its website posted June 12, 2012, with plans to

210. See supra note 209 and accompanying text. See also Tex. Comptroller Ltr. Ruling No.
103,083 ("The legislative history of Tax Code Section 171.101(d) leaves no doubt that the intent
of the legislature was to prohibit amendments which would change the election to ... the COGS
or Compensation deduction after the due date of the annual report.").
211.
Senate Comm. On Finance, Bill Analysis, Tex. H.B. 3928, 80th Leg., R.S. (2007).
212. House Comm. On Ways & Means, Bill Analysis, Tex. H.B. 3928, 80th Leg., R.S.
(2007).
213. Id.
214. See supra note 209 and accompanying text.
215. See Susan Combs, Important Info. Concerning Cost of Goods Sold (COGS) and Comp.
Deduction
Elections,
WINDOW
ON
ST.
Gov'T,
http://www.window.state.tx.us/taxinfo/franchise/cog-compensation.html (last visited June 12,
2012).
216. See id.
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formally implement the policy change in an amendment to the Comptroller
Rules.2 17 The post on the Comptroller's website read:
The Comptroller has reconsidered its position with regard to the
election to take the cost of goods sold (COGS) or compensation
deduction when filing an amended long form franchise tax report.
Rule 3.584 Margin: Reports and Payments, provides that after the
due date of the report an amended report may not be filed to
change the method of computing margin to a COGS deduction or
to a compensation deduction.
The Comptroller has revised this policy to allow taxpayers to
amend reports to change their election, or to make an election, to
use the COGS or the compensation deduction. Taxpayers that
elected to use the E-Z computation report or filed the no tax due
information report may also amend to the long form and make an
election to use the COGS or the compensation deduction.
Taxpayers may file amended reports for any periods within the
statute of limitations.
This change in policy with regard to amending reports does not
change the eligibility requirements that must be met in order to
deduct COGS or compensation. See Rule 3.588 Margin: Cost of
Goods Sold and Rule 3.589 Margin: Compensation.
Rule 3.584 Margin: Reports and Payments will be amended to
reflect this policy revision, and any appropriate adjustments will
be made to the FAQs and STAR documents.2 18
If the Comptroller concluded a legislative amendment to section
171.101 was not required to change its policy on the ability of a taxpayer to
modify its deduction election after the initial filing of a report, the
Comptroller similarly should conclude that an amendment to section
171.063(c) is not required to change its position on the taxability of
Nonprofit SMLLCs. Undoubtedly, section 171.101 is even more
unambiguous on its face than section 171.063, especially considering the
legislative history of section 171.101.
B.

ComptrollerArgument No. 2: TBOC's Allowance ofNonprofit
SMLLCs Beginning in 2006 Is Irrelevant

The second perceived argument lending support to the Comptroller's
policy is that the TBOC amendment which now specifically allows LLCs to
be formed with a nonprofit purpose is irrelevant. The basis for this

217. See id.; see also 38 Tex. Reg. 3415 (2013) (to be codified as an amendment to 34 Tex.
Admin. Code § 3.588).
218.

See id.
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argument likely would be the same as that discussed immediately above in
Part VIII.A-that is, notwithstanding the TBOC now allowing Nonprofit
LLCs and Nonprofit SMLLCs to be formed by state law, the Comptroller's
hands are tied because a legislative amendment to section 171.063(c) is
required for Nonprofit SMLLCs to be exempt from Texas Franchise Tax.219
This argument is shortsighted and incorrect. A key component to the
Comptroller's decision in Comptroller Ruling 200106899L was that the
subject entity could not prove it was formed and operating with a nonprofit
purpose. 2 20 The Comptroller specifically stated in Comptroller Ruling
200106899L:
For federal tax purposes, the Company is a disregarded entity and
recognized as an integral part or tax-exempt activity of its sole
member. Therefore, the Company has not been granted a federal
exemption of its own, and exemption under Tax Code Section
171.063 is not possible. Furthermore,the documentationprovided
does not show the Company is established or operatingas a nonprofit entity.2 21
The emphasized language indicates that, had the taxpayer in
Comptroller Ruling 200106899L been able to provide sufficient
documentation establishing it was formed and is operating with a charitable
purpose, the Comptroller could have reached a different result.
Consequently, the TBOC's amendment in 2006 to specifically allow LLCs
to be formed with nonprofit purposes is absolutely relevant to the
Comptroller's policy concerning the taxability of Nonprofit SMLLCs.222
As long as a Nonprofit SMLLC can provide the Comptroller with
documentation required by the Texas Secretary of State for forming and
operating an LLC with a nonprofit purpose, and any additional
documentation the Comptroller may reasonably require to establish the
Nonprofit SMLLC was formed and is operating for a purpose prescribed in
§ 501(c)(3), 223 then the Comptroller should be comfortable with such LLC's
status as an entity organized and operated as a Section 501(c)(3) charity
under the IRC.

219.
220.

See supra Part VIII.A.
See supra Part V.

221.

Tex. Comptroller Ltr. Op. No. 200106899L (June 21, 2001) (emphasis added).

222.

See supra Part V.

223.
See, e.g., infra note 308 and accompanying text (documentation that the Comptroller
could require).
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ComptrollerArgument No. 3: Texas Franchise Tax Treats
DisregardedEntities as "Regarded"Entities ... So End of Story

The third perceived argument lending support to the Comptroller's
policy is that the Texas Franchise Tax Code does not recognize federal
disregarded entity status, and without recognizing wholly-owned
noncorporate entities as being disregarded for Texas Franchise Tax
purposes, a conclusion other than taxing Nonprofit SMLLCs cannot result.
Underlying this argument would be the Texas Franchise Tax Code's
long-standing treatment of entities that are disregarded for federal tax
purposes as regarded entities for Texas Franchise Tax purposes.2 24 While it
is correct that the Texas Franchise Tax Code does not follow the federal
entity classification rules in determining an entity's tax classification for
Texas Franchise Tax purposes, the question of whether the Texas Franchise
Tax Code also disregards federal entity classification concepts for every
purpose other than tax classification is an entirely different question.
For example, there is a Comptroller Rule addressing an apportionment
issue specifically calling for federal disregarded status to likewise apply for
Texas Franchise Tax purposes.2 25 This treatment is found in Comptroller
Rule 3.591(e)(7), which explains how gain from the deemed sale of assets
under Section 338 of the IRC is sourced for Texas Franchise Tax
apportionment purposes.2 26 Comptroller Rule 3.591 (e)(7) provides:
Deemed sale of assets under Internal Revenue Code, § 338.
Amounts that are deemed to have been received by the target
taxable entity are treated as sales of assets by the target taxable
entity, and are apportioned according to rules that otherwise apply
to sales of such assets under Tax Code, Chapter 171, or this
section ....

227

Section 338 of the IRC can be advantageous to buyers in corporate
transactions because it allows a corporation making a "qualified stock
purchase" of another corporation to elect to treat such acquisition as an
asset sale rather than a stock sale, which effectively means the separate

224. TEX. TAX CODE ANN. § 171.0002(d) (West 2008). See also, Tex. Comptroller Ltr. Op.
No. 201007714L (July 21, 2010) ("The determination of responsibility for Texas franchise tax is
based on the legal formation of an entity. An entity's treatment for federal income tax purposes
does not determine its responsibility for Texas franchise tax. Therefore, each taxable entity that is
organized in Texas or doing business in Texas is subject to franchise tax, even if it is treated as a
disregarded entity for federal income tax purposes.").
225.
See infra notes 228-32 and accompanying text.
226. See id.
227. 34 TEx. ADMIN. CODE § 3.591(e)(7) (2009) (Comptroller of Pub. Accounts, Margin:
Apportionment).

728

SOUTH TEXAS LA wRE VIE W

[Vol. 54:685

corporate classification of the target corporation is disregarded.2 28 Likewise,
Comptroller Rule 3.591(e)(7) follows the federal disregarded entity
treatment of the target by treating the sale also as an asset sale for Texas
Franchise Tax apportionment purposes rather than as a "regarded" stock
sale.229
If the Texas Franchise Tax Code's long-standing tenet of classifying
an entity as either taxable or not by looking solely at its legal formation
rather than the entity's federal tax classification is all encompassing,
globally applying for all purposes, then Comptroller Rule 3.591(e)(7)
.23
would not exist.230
Instead, apportioning gain from a stock sale would be
accomplished according to status of the transaction for state law purposes
(i.e., a stock sale) rather than how such gain is classified for federal income
tax purposes. However, as discussed above, the Comptroller has developed
a special rule for § 338 elections made under the IRC. 231 As a consequence,
the Comptroller has the ability to recognize (and does recognize)
disregarded entity status when policy dictates such result. Comptroller Rule
3.591(e)(7) has never been challenged as being improperly promulgated,
and deference should be given to the Comptroller's office with respect to
the correctness of the rules it promulgates.2 32
The conclusion that the Comptroller has the ability to recognize
disregarded entity status when policy dictates such result, as the
228. An election under § 338 of the IRC can be advantageous for buyers in corporate
acquisitions. It permits a corporation making a "qualified stock purchase" of another corporation
to elect to treat such acquisition as an asset purchase rather than a stock purchase for federal
income tax purposes. A consequence of a § 338 election is the tax basis of the assets held by the
target company are stepped up to the purchase price.
229. § 3.591(e)(7).
230. If the Texas Franchise Tax Code mandated the broad principle that federal disregarded
entity status is never to be considered in any way, shape, or form with respect to any aspect of the
Texas Franchise Tax, then Comptroller Rule 3.591(e)(7) would have been improperly
promulgated and a stock acquisition made with an election under § 338 of the IRC should be
treated identically to how it is treated for state law purposes-as a stock sale. There is a distinct
difference between treating gain from a sale as either an asset sale or a stock sale for Texas
Franchise Tax apportionment purposes. By treating the gain from such sale as a sale of assets,
gain is sourced according to the location of each particular asset. In contrast, if treated as a sale of
stock, gain is sourced according to the location of payor rule. See § 3.591(e)(21). Under the
location of the payor rule, if the payor is a Delaware corporation, which is common, the location
of payor rule would cause 100% of the gain to be sourced outside of Texas for Texas Franchise
Tax purposes. Application of the location of payor rule can lead to an overall decrease in the
amount of Texas Franchise Tax due or cause no tax to be due (by diminishing the numerator of
the Texas Franchise Tax apportionment formula). See id. § 3.591(b)(7)-(8); see supra Part IV.A
for an explanation of the Texas Franchise Tax and how it is computed.
231. See supra notes 228-29 and accompanying text.
232. See, e.g., Tex. Comptroller Ltr. Ruling No. 41,192 (May 22, 2003) ("It is a well-settled
principle in administrative law that deference is due to the Comptroller's regulatory interpretation.
Such deference is discarded if the rule is unreasonable or inconsistent with the statute.").
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Comptroller did with the promulgation of Comptroller Rule 3.591(e)(7), is
somewhat complicated by House Bill 3's (H.B. 3) incorporation of the IRC
and the Treasury Regulations thereunder into the Texas Franchise Tax
Code, as of January 1, 2007.233 Prior to H.B. 3, the Texas Franchise Tax
Code incorporated the IRC and the Treasury Regulations thereunder in
effect beginning before January 1, 1997.234 Because the Check-the-Box
Regulations were not effective until January 1, 1997, this "IRC change"
arguably could mean the Check-the-Box Regulations were not incorporated
into the Texas Franchise Tax as it existed, prior to H.B. 3. Such conclusion
would lend support to the position advocated herein that Nonprofit
SMLLCs should be exempt from Texas Franchise Tax, under the theory
that incorporation of the Check-the-Box Regulations into the Texas
Franchise Tax Code post H.B. 3 could lead to no other result.
Still, the true impact of H.B. 3's incorporation of the IRC and Treasury
Regulations thereunder on the Texas Franchise Tax Code post-H.B. 3 is
unclear.235 On balance, it is likely that the Texas Legislature did not intend
for the incorporation to be a sweeping change.2 36 First, the Texas
Legislature did not include any statement within the text of H.B. 3 or its
legislative history indicating it was making such a sweeping change to longstanding Texas Franchise Tax history. 237 Second, post-H.B. 3, the
Comptroller issued a ruling stating:
Texas does not follow the federal income tax disregarded entity
policy..

.

. Instead, it continues to apply, as it has for over [thirty]

years, the separate legal entity principle whereby each entity is
distinct and separate, one from another, for franchise tax ....
233. TEX. TAX. CODE ANN. § 171.0001(9) (West 2008) (defining the term "Internal
Revenue Code" for purposes of the Texas Franchise Tax as the "Internal Revenue Code of 1986 in
effect for the federal tax year beginning on January 1, 2007, not including any changes made by
federal law after that date, and any regulations adopted under that code applicable to that
period.").
234. Tex. Comptroller Ltr. Ruling No. 200403571L (March 11, 2004) (providing that term
"Internal Revenue Code" for purposes of the Texas Franchise Tax effective January 1, 1998
through December 31, 2007, means the Internal Revenue Code of 1986 that is in effect for the
federal tax year beginning on and after January 1, 1996, and before January 1, 1997) (citing TAX §
171.001(b)(5) (as effective until January 1, 2008).
235. See infra notes 236-43 and accompanying text.
236. See, e.g., Ohlenforst, supra note 110, at 5 ("Because the margin tax lacks a global
provision specifying the tax effect of federal disregarded entity status, the margin tax's updating
of the reference to federal tax law may create some confusion as to when and how federal
disregarded entity principles affect margin tax computations. The current Texas policy of not
following the federal disregarded entity rules is based only partially on the effective date of the
federal entity classification regulations, and is based primarily on the Comptroller's conclusion
that the Texas Tax Code's imposition of the tax on specified state law entities supersedes contrary
federal law concepts.").
237. See id.
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Even though disregarded for federal income tax, each Sub is a
legal entity separate from CLIENT for the revised franchise tax. 2 38
Third, neither the Texas Legislature nor the Comptroller have signified
a retreat from the long-standing Comptroller policy that sources gain from
the sale of 100% of the membership interests of a wholly-owned LLC
disregarded for federal income tax purposes as gain from a sale of equity
interests rather than a sale of assets, the latter being how such sale would be
characterized for federal income tax purposes under the Check-the-Box
Regulations. 2 39 This long-standing sourcing policy is still in place post-H.B.
3.240 If the incorporation of the IRC and the Treasury Regulations
thereunder as of January 1, 2007, into the Texas Franchise Tax Code was to
be a sweeping change in Texas Franchise Tax law, including the
recognition of federal disregarded entity status, then the Texas Legislature
or the Comptroller would have signified a retreat away from equity sale
characterization of the sale of 100% of the interests of a federal disregarded
entity. 241 As of the publication date of this article, a change to this longstanding sourcing policy has not occurred.242
Based on the foregoing, it does not appear H.B. 3's incorporation of
the IRC and Treasury Regulations thereunder, was intended to be a
sweeping change in Texas Franchise Tax law.243 Nonetheless, even if Texas
does not follow federal disregarded entity status as a general rule, the
Comptroller has the ability to adopt an individualized policy when logic
dictates such result, which it has done, for example, with respect to sourcing
gain where a § 338 election has been made under the IRC. 24
Likewise, a special rule could be adopted for Nonprofit SMLLCs.
Admittedly, though, adopting such a rule might cause the Comptroller to
have a "slippery slope" concern. That is, because Texas does not, as a
general rule, recognize federal disregarded entity status, implementing a
special "disregarded" rule for Nonprofit SMLLCs chips away at that

238.
239.

Tex. Comptroller Ltr. Op. No. 200807492L (July 3, 2008).
See generally, I.R.S. Priv. Ltr. Rul. 150867-10 (Jan. 6,2012).

240.
See, e.g., Brad Brookner, Briefing Summary Annual Briefing with the Texas
Comptroller of Public Accounts, 39 TEX. TAX LAW. 2,
7 (winter 2012),

http://www.texastaxsection.org/LinkClick.aspx?fileticket-QFwiTouZyd0%3d&tabid=80
(summarizing a statement made by the Comptroller's office that it is reviewing the policy of
treating an entity disregarded for federal income tax purposes as still regarded for Texas Franchise
Tax sourcing purposes). As of publication date of this article, the Comptroller's office has not
changed its policy on sourcing gain from the sale of 100% of the interests of a disregarded entity
as an equity sale despite such constituting an asset sale for federal income tax purposes.
241. See supra notes 239-40 and accompanying text.
242. See supra note 240 and accompanying text.
243.
See supra notes 233-42 and accompanying text.
244. See supra notes 225-42 and accompanying text.
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general rule thereby arguably leading to the unintended consequence of
federal disregarded entity status becoming a overarching general rule within
the Texas Franchise Tax. This slippery slope fear should not be a concern to
the Comptroller for two reasons: first, a slippery slope situation has not
developed from Comptroller Rule 3.591(e)(7);245 and second, the
Comptroller's amended policy concerning Nonprofit SMLLCs could
include certain protective language to circumvent any slippery slope
concerns. For example, as discussed more in Part X, the Comptroller could
revise Comptroller Rule 3.583, relating to exemptions, to add a new
subsection.246
Moreover, all that is being sought is for Texas to recognize the federal
income tax exemption of Nonprofit SMLLCs, not to disregard the
Nonprofit SMLLC as an entity. Stated differently, it is significant that a
policy change concerning the taxability of Nonprofit SMLLCs would be
solely a procedural fix to bridge the disconnect between the Texas
Franchise Tax Code and federal tax law. Indeed, there are other procedural
fixes in the Texas Franchise Tax Code existing for the same purpose of
bridging the disconnect between Texas and federal tax law. For example,
because a taxable entity's starting point for computing Texas Franchise Tax
is to reference certain line items from its federal income tax return,
SMLLCs that do not file their own federal income tax return (because they
are not recognized as entities for federal income tax purposes) are required
to prepare "pro forma" or "pretend" federal income tax returns in order to
compute their Texas Franchise Tax.2 4 7 If measures exist to bridge the gap
between federal and Texas Franchise Tax law to allow SMLLCs to pay
Texas Franchise Tax, equal measures should exist to bridge the gap
between federal and Texas Franchise Tax law to allow Nonprofit SMLLCs
a way to obtain an exemption from Texas Franchise Tax.
D.

ComptrollerArgument No. 4: Combined Group Rules Incorporated
into Texas FranchiseTax by H.B. 3 Are Irrelevant

When the Texas Franchise Tax was amended by H.B. 3, combined
group reporting was incorporated into the Texas Franchise Tax Code for the
first time.248 Section 171.1014(a) is the combined group provision, and it
requires "[t]axable entities that are part of an affiliated group engaged in a
unitary business shall file a combined group report in lieu of individual

245.
246.
247.
248.

See id.
See infra Part X.
See TEX. TAX CODE ANN. § 171.1011(c)(3) (West 2008).
Tex. H.B. 3, 79th Leg., 3d C.S. (2006).
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reports based on the combined group's business... ." Section 171.0001(7)
defines the term "combined group" as "taxable entities that are part of an
affiliated group engaged in a unitary business and that are required to file a
group report under Section 171.1014." Section 171.1014(b) provides that
entities comprising of a combined group are considered "a single taxable
entity for purposes of the application of the tax imposed under this chapter,
including Section 171.002(d)." If a combined group exists for Texas
Franchise Tax purposes, the entire group is considered a single taxpayer
and no taxable entity comprising the combined group can file on a separate
entity-by-entity basis.249
The term "'[a]ffiliated group' means a group of one or more entities in
which a controlling interest is owned by a common owner or owners, either
corporate or noncorporate, or by one or more of the member entities." 5 0
The term "controlling interest" has different meanings depending on the
type of entity controlled. For a corporation, the term "controlling interest"
means "either more than [fifty] percent, owned directly or indirectly, of the
total combined voting power of all classes of stock of the corporation, or
more than [fifty] percent, owned directly or indirectly, of the beneficial
ownership interest in the voting stock of the corporation." 251 For a
partnership, association, trust, or other entity other than an LLC, the term
"controlling interest" means "more than [fifty] percent, owned directly or
indirectly, of the capital, profits, or beneficial interest in the partnership,
association, trust, or other entity." 252 For an LLC, the term "controlling
interest means "either more than [fifty] percent, owned directly or
indirectly, of the total membership interest of the limited liability company
or more than [fifty] percent, owned directly or indirectly, of the beneficial
ownership interest in the membership interest of the limited liability
company."2 53
Considering the combined group rules, one might argue that Nonprofit
SMLLCs should be granted an exemption from Texas Franchise Tax
because they are controlled by a Parent Charity that is exempt from Texas
Franchise Tax. However, this argument fails because the combined group
rules do not even apply. 2 54 This is because entities that are comprise a
combined group for Texas Franchise Tax purposes include only those
entities that are considered "taxable entities" for Texas Franchise Tax
249. TAX § 171.1014(b) ("The combined group is a single taxable entity for purposes of the
application of the tax imposed under this chapter, including Section 171.002(d).").
250. Id. § 171.0001(1).
251.
Id. § 171.0001(8)(A).
252. Id. § 171.0001(8)(B).
253. Id. § 171.0001(8)(C).
254. See infra notes 255-58 and accompanying text.
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purposes.255 Entities exempt from Texas Franchise Tax under one of the
specific exemptions set forth in section 171.063(a)(1), which includes but is
not limited to entities exempt from federal income tax under § 501(c)(3),
are not considered taxable entities. 256 Consequently, a Parent Charity cannot
be part of a combined group. Without a Parent Charity being part of a
combined group, then there is no exemption to apply to any affiliated
entities by way of the combined group rules.
Therefore, the Comptroller would be correct in concluding that the
combined group rules are irrelevant. However, the non-application of the
combined group rules is not dispositive of the issue discussed herein. Even
without application of the combined group rules, the arguments and
authorities presented thus far and in Part VIII.E demonstrate that the
Comptroller should, and can, amend its policy concerning Nonprofit
SMLLCs and grant Nonprofit SMLLCs Texas Franchise Tax
exemptions. 257 Non-application of the combined group rules is irrelevant. 258
E.

ComptrollerArgument No. 5: Exemptions Should Be Strictly
ConstruedAgainst the Taxpayer

The last perceived argument lending support to the Comptroller's
policy is that exemptions (as wells as deductions) from Texas Franchise
Tax must be strictly construed against the taxpayer.259 Under this theory,
the argument is likely that, because a Nonprofit SMLLC cannot point to
explicit language in the Texas Franchise Tax Code granting an exemption,
then the Comptroller's office must strictly construe the statute against the
taxpayer and hold an exemption is improper.
While it is correct that exemptions are to be construed against the
taxpayer, such does not change the conclusion reached herein. The
Comptroller can and should change its policy regarding the taxability of
Nonprofit SMLLCs. First, the discussion in Part VIII.A demonstrates that
Nonprofit SMLLCs should be entitled to a Texas Franchise Tax exemption
under section 171.063 when certain canons of statutory are utilized-these
canons of statutory construction being ones that the Comptroller can and
should use. Furthermore, the Comptroller's recent policy shift concerning
deduction elections discussed above in Part VIII.A must also have been
construed against the taxpayer, as the strict construction tenet applies

255.
256.
257.
258.
259.

TAx § 171.1014(a).
Id. § 171.0002(b)(4).
See supra Parts VI-VIII.C.
See supra Part VIII.A.
See, e.g., Bullock v. Nat'l Bancshares Corp., 584 S.W.2d 268, 270-71 (Tex. 1989).
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equally to exemptions and deductions. 2 60 As discussed in Part VIII.A above,
the statute involved in the Comptroller's recent policy shift concerning
deduction elections involved a statute even clearer on its face than section
171.063, especially considering the legislative history. If the "strict
construction" tenet did not keep the Comptroller from changing its policy
on deduction elections, then it should equally not apply to keep the
Comptroller's office from changing its policy concerning Nonprofit
SMLLCs. 261
Hence, while it is correct that exemption statues are to be strictly
construed against the taxpayer, such is not fatal to the issue addressed
herein. The term "strictly construed" does not mean "per se against."
IX. RAMIFICATIONS OF THE COMPTROLLER'S CURRENT POLICY
Under the Comptroller's current policy, Nonprofit SMLLCs organized
in Texas or otherwise operating in Texas are subject to Texas Franchise Tax
even though they are exempt from federal income tax under § 501(c)(3).
This results in all income being subject to Texas Franchise Tax, not just
unrelated business taxable income.26 2
More precisely, Nonprofit SMLLCs wholly-owned by section
501(c)(3) charities pay Texas Franchise Tax based on the completion of a
pro-forma Texas Franchise Tax Report per section 171.1011(c)(3).
Specifically, section 171.1011(c)(3) provides that "a taxable entity other
than a taxable entity treated for federal income tax purposes as a
corporation or partnership" is to compute taxable revenue (i.e., the starting
point for computing Texas Franchise Tax),26 3 by "an amount determined by
rules substantially equivalent to the amount for [corporations] or
[partnerships] determined by rules that the comptroller shall adopt."
Comptroller Rule 3.587(d)(6) similarly provides that:
For a taxable entity other than a taxable entity treated for federal
income tax purposes as a corporation, S corporation, partnership,
trust, or single member limited liability company filing as a sole
proprietorship, the total revenue will be an amount determined in
a manner substantially equivalent to the amount calculated for the
entities listed in this subsection.2 64

See supra notes 209-218 and accompanying text.
260.
261.
See id.
262.
See infra notes 263-66 and accompanying text.
263.
See supra Part IV.A, for an overview of the Texas Franchise Tax and how it is
computed.
264. 34 TEX. ADMIN. CODE § 3.587(d)(6) (2008) (Comptroller of Pub. Accounts, Margin:
Total Revenue).
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Although neither section 171.1011 nor Comptroller Rule 3.587
provide explicit rules governing the computation of total revenue for
Nonprofit SMLLCs wholly-owned by Section 501(c)(3) Charities, logical
application of the existing rules should result in a Nonprofit SMLLC
computing its total revenue by adding together (i) program service revenue,
(ii) investment income, (iii) any other revenues reportable on IRS Form
990, and (iv) unrelated business taxable income reportable on IRS Form
990-T, Exempt Organization Business Income Tax Return.2 65 With respect
to donor contributions and grants, while not specifically addressed in
section 171. 1011, Comptroller Rule 3.587, or any other authorities, logic
dictates that such revenue items should not be included in total revenue of
the Nonprofit SMLLC because they are analogous to capital contributions,
which are not includable in total revenue.266
With Nonprofit SMLLCs being subject to Texas Franchise Tax in the
manner outlined above, such entities are generally left with four options.
Each of the four options is discussed separately below. None of the options
is ideal. This is why a change in Comptroller policy is needed, and as
discussed above in Part VIII, there is no valid reason why the Comptroller
cannot change its policy.
A.

Option One: Pay Texas Franchise Tax

Section 501(c)(3) Charities desiring to implement asset protection
structures using Nonprofit SMLLCs that will be organized or otherwise
operated in Texas obviously have the option of paying Texas Franchise
Tax.
Consider the hypothetical example of the Lubbock Museum of Modem
Art, which is located in Lubbock, Texas and has a current endowment of
$70,000,000. A donor desires to donate a large piece of real property to the
museum. The museum plans to lease the property, which will generate
$3,500,000 in annual rental income.267 The museum would like to accept
the donation. In order to be financially prudent and responsible, the
museum would like to segregate its real property from its endowment in the
268dtemsu
col
event any environmental liabilities arise. To this end, the museum could
265.

Form 990 Return of Organization Exempt from Income

Tax, I.R.S. (2012),

http://www.irs.gov/pub/irs-pdf/f990.pdf.
266. See, e.g., Nathel v. Comm'r, 615 F.3d 83, 87 (2d Cir. 2010) ("[C] ourts frequently have
addressed the scope of 'income' as used in 26 U.S.C. § 61(a) and in the Sixteenth Amendment.
Those cases indicate that capital contributions traditionally are not considered to be
'income' ..... " (footnote omitted)).

267.
Rents from real property are not considered unrelated business taxable income for
federal income tax purposes. See I.R.C. § 512(b)(3) (2006).
268.
See supra Part II.
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form a Nonprofit SMLLC to hold the real property. 269 The sole purpose of
the wholly-owned LLC would be to carry out the charitable activities of the
museum. 270 The segregation of the real property into the Nonprofit SMLLC
would protect the museum's endowment from potential environmental
liability claims. 27'
On the other hand, this financially responsible and prudent planning on
the part of the museum would come with a price.2 72 Texas Franchise Tax
will be imposed on the Nonprofit SMLLC's rental income. Assuming the
30% standard deduction is taken and the 1% rate, the Nonprofit SMLLC
will pay $24,500 in Texas Franchise Tax each year.2 73 Texas Franchise Tax
also will also be imposed on any gain resulting from a future sale of the
property. Thus, Option One is essentially an excise tax imposed on Section
501(c)(3) Charities for the ability to use LLCs as subsidiary entities.
B.

Option Two: Use SubsidiaryStructure with "Regarded"Entities

To avoid imposition of Texas Franchise Tax, Section 501(c)(3)
Charities, desiring to implement asset protection structures, could form
wholly-owned corporations as the subsidiary entities; or continue to use
Nonprofit SMLLCs that "check-the-box" to be treated as corporations for
federal income tax purposes by timely filing Form 8832, Entity
Classification Election, with the IRS.274 In each of these alternatives, the
subsidiary entities would be classified as corporations for federal income
tax purposes (i.e., regarded entities in contrast to disregarded entities).275
Because the subsidiary entities would be regarded entities for federal
income tax purposes, they would each be able to obtain their own taxexempt determination letter from the IRS and, therefore, they each would
be entitled to obtain a Texas Franchise Tax exemption.
Although this option alleviates the imposition of the Texas Franchise
Tax, it is not ideal for Section 501(c)(3) Charities and does not make
Section 501(c)(3) Charities whole. For example, assume a Section 501(c)(3)
Charity wants to form three subsidiary entities.2 76 Because each subsidiary
entity would now be a regarded entity for federal income tax purposes, in
order to obtain an exemption from both federal income tax and Texas
269. See id.
270. See id.
271.
See id.
272. See supra Parts IV-V.
273. See supra Part IV.A, for an explanation of the Texas Franchise Tax and how it is
computed.
274. See supra Parts II-III.A.
275. See supra Part III.A.
276. See supra Part II.
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Franchise Tax, each subsidiary entity would be required to complete its
own Form 1023 application and file it with the IRS. 2 77 Form 1023
applications are lengthy and time consuming to complete. Depending on the
size and complexity of the Section 501(c)(3) entity, completion of the Form
1023 applications could require advice from outside legal counsel.
Additionally, each subsidiary entity would be required to pay a user fee to
the IRS in order to file the Form 1023 applications. Moreover, upon filing
the Form 1023 applications, it could take several months, or longer, before
the IRS issued the tax-exempt determination letters.
Effectively, Option Two compels a Section 501 (c)(3) Charity to obtain
"unrequired" tax-exempt determination letters from the IRS with respect to
each and every subsidiary entity. This results in additional costs. 27 8 It also
creates unnecessary costs, because the end result is the same regardless of
whether Nonprofit SMLLCs or nonprofit corporations are used as
subsidiary entities. Either way, the resulting structure is a Parent Charity
with three wholly-owned nonprofit subsidiary entities. It makes little sense
to impose additional costs on Section 501(c)(3) entities in one circumstance
(i.e., when Nonprofit LLCS are used) but not the other (i.e., when nonprofit
corporations are used) when the end result is identical.27 9
C.

Option Three: Forego Use of Subsidiary Structure

A Section 501(c)(3) Charity desiring to avoid Texas Franchise Tax
implications always has the option of foregoing use of a subsidiary
structure. In this scenario, the Section 501(c)(3) Charity would hold all of
its assets in a single entity without any legal separation.28 o While Option
Three would not create any Texas Franchise Tax implications, it opens up
the Section 501(c)(3) Charity to significant liability risks. 2 8' For example,
without utilizing a subsidiary structure, a Section 501(c)(3) Charity with a
large endowment puts such endowment at risk if the Section 501(c)(3)
Charity also owns real property that is discovered to have contamination
issues.2 8 2 Option Three is not a prudent way to operate a Section 501(c)(3)
Charity. 283

277. See supra note 80 and accompanying text; see also supra Part IlH.B.
278. Benefits of utilizing wholly-owned LLCs in asset protection structures include lower
administrative-formation costs and management flexibility. See supra Part II.
279. See TEx TAX CODE ANN. § 171.063(a)(1) (West 2008); see also supra Parts IV-V.
280. See supra Part II.
281.
See id.
282.
283.

See id.
See id.
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Option Four: Control Revenue Stream to Fit Within Texas Franchise
Tax Exemption for "Small Businesses"

The Texas Tax Code provides a refuge for "small business" taxpayers
having $1,030,000 or less in total gross receipts for franchise tax reports
originally due on or after January 1, 2012, and before January 1, 2014.284 If
a taxable entity falls at or below this threshold amount for the period upon
which the margin is based, then such taxable entity is not liable for the
payment of any Texas Franchise Tax.28 5
Smaller-sized charities could form subsidiary Nonprofit SMLLCs and
avail themselves of this exemption from Texas Franchise Tax. Importantly,
however, the threshold amount is based on gross receipts, not net income.28 6
Thus, even if a Nonprofit SMLLC has low profit margins from a large
amount of expenses, such Nonprofit SMLLC could have difficulty falling
within the small business exemption because the threshold amount is based
on gross figures rather than net.
Moreover, while this small business exemption could provide refuge
for some Nonprofit SMLLCs, for several reasons, it would not make the
Section 501(c)(3) Charity whole. First, section 171.002(d) is an "all-ornothing" rule. For example, if the Nonprofit SMLLC had $1,030,001 in
gross receipts for 2012,287 the entire $1,030,001 would be subject to Texas
Franchise Tax, not just the $1.00 overage.288 This forces the Nonprofit
SMLLC to closely monitor its gross receipts and consider whether
restricting its gross receipts is a better financial option as compared to
paying Texas Franchise Tax. With Texas charities providing many
important functions to Texas residents, forcing the charities to cut off their
284.

See TAX

§

171.002(d); Susan Combs, Franchise Tax Frequently Asked Questions,

WINDOw ON ST. Gov'T, § 32, http://www.window.state.tx.us/taxinfo/franchise/faq-rpt-pay.hml
(last visited July 28, 2013). In 2012, the no-tax-due threshold of $1,000,000 was adjusted for the
increase in the Consumer Price Index (CPI) as required by TAX § 171.006. See also FranchiseTax
FrequentlyAsked Questions § 30. Further CPI increases will occur in even-numbered years.
285. TAX § 171.002(d). A filing requirement continues to exist, which is made with the
filing of Texas Franchise Tax Form 05-163, No Tax Due Report. Form 05-163 Texas Franchise
Tax

No

Tax

Due

Information Report, TEX.

COMPTROLLER

OF

PUB.

ACCOUNTS,

http://www.window.state.tx.us/taxinfo/taxforms/05-163-a.pdf (last visited July 28, 2013). For
reports due on or after January 1,2014, the threshold amount will be reduced from $1,030,000 to
$600,000 unless the Texas Legislature takes action otherwise. Id. The Texas Legislature did not
take action otherwise, but see supra note 126 regarding the new $1 million standard
deduction/exclusion from total revenue enacted by Tex. H.B. 500, 83d Leg., R.S. (2013), which is
applicable to Texas Franchise Tax Reports originally due after January 1,2014.
286. TAX § 171.1011; see also id. § 171.002(d).
287. The Texas Franchise Tax is based on activity during the year prior to the report year.
See id. § 171.1532. Thus, for a 2012 Texas Franchise Tax Report, financial data for 2011 would
be used to compute the amount of tax due. See id.
288. See id. § 171.002(d).
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earnings goes against the philosophical rationale for why the nonprofit
sector exists in our society. 28 9 Second, while the current no-tax-due
threshold is set at $1,030,000, unless extended, this threshold is set to
reduce to $600,000 beginning with Franchise Tax Reports due on or after
January 1, 2014.290 Moreover, if reduced to $600,000, there is also no
assurance that such lower amount would not be even further reduced in
future years.29 1
Thus, Option Four is not a workable solution for medium and largesized Section 501(c)(3) Charities. Even for small charities, Option Four
likely does not rise to the level of a permanent solution.
E.

Option Five: Use More ComplicatedStructure to Take Advantage of
Favorable Texas Margin Tax Rule for "PassiveEntities"

A Texas Franchise Tax exemption exists for what are known as
"passive entities." 2 92 Section 171.0003 defines a passive entity as an entity
that is a limited partnership,29 3 and during the period on which margin is
based, such limited partnership's federal gross income consists of at least
90% of the following income: (i) dividends; (ii) interest; (iii) foreign
currency exchange gain; (iv) periodic and nonperiodic payments with
respect to notional principal contracts; (v) option premiums; (vi) cash
settlement or termination payments with respect to financial instruments;
(vii) income from a limited liability company; (viii) distributive shares of
partnership income to the extent greater than zero; (ix) capital gains from
the sale of real property; (x) gains from the sale of commodities traded on a

289.
See Terri L. Helge, Policing the Good Guys: Regulation of the Charitable Sector
Through a Federal Charity Oversight Board, 19 CORNELL J.L. & PUB. POL'Y 1, 3 (2009) ("The

importance of the charitable sector for our collective economic and societal well-being cannot be
overstated. The charitable sector employs more of the American workforce than the auto and
financial industries combined, and collectively accounts for over $2 trillion in wealth. In addition,
the charitable sector provides vital services that private for-profit organizations, and the
government, are unable or unwilling to provide." (internal citations omitted)).
290.
TAX § 171.002(d) (effective Jan. 1,2014).
The "no tax due" threshold amount for many years was the extremely minimal amount
291.
of $150,000. See TAX § 171.002(d) (as in effect immediately prior to Jan. 1, 2008). In budgetstrapped legislative sessions, there is risk that the threshold amount could be reduced as a revenue
generating measure. See also supra note 285 regarding the new $1 million standard
deduction/exclusion from total revenue applicable to Texas Franchise Tax Reports originally due
after January 1, 2014.
292. TAX § 171.0002(b)(3). For a thorough discussion of the passive entity exemption from
Texas Franchise Tax, see Daniel J. Micciche, Real Estate and Passive Entities: Special Margin
Tax Issues, TEXAS MARGIN TAX: A TAX ADVISOR'S GUIDE TO THE TOUGH ISSUES, (Feb. 11,

2010), availableat http://www.utcle.org/eLibrary/preview.php?asset fileid=24087.
293.
General partnerships and trusts (but not business trusts) can also be passive entities.
TAX § 171.0003(a)(1).

740

SOUTH TEXAS LAW REVIEW

[Vol. 54:685

commodities exchange; (xi) gains from the sale of securities; and (xii)
royalties, bonuses, or delay rental income from mineral properties and
income from other nonoperating mineral interests.294 Rental income is not
considered passive income for Texas Franchise Tax purposes.295
Under Option Five, a Section 501(c)(3) Charity could form limited
partnerships as the subsidiary entities instead of Nonprofit LLCs in order to
avoid Texas Franchise Tax implications as long as the revenue stream fits
within the enumerated permitted types listed above. However, while Option
Five might appear to be a workable solution in some cases, it would not
make the Section 501(c)(3) Charity whole. For example, one of the benefits
of using an LLC is that only one entity needs to be formed.296 In contrast,
limited partnerships require the formation of two entities-the limited
partnership itself and a separate entity (usually an LLC) to serve as the
general partner of the limited partnership.29 7 A structure requiring the
formation of both a limited partnership and an LLC would increase the
formation and ongoing administrative costs of the Section 501(c)(3)
Charity. 298 These increased costs would be further exacerbated if the
Section 501(c)(3) Charity desired to form multiple subsidiary entities.
Moreover, Option Five might not completely eliminate the Texas
Franchise Tax implications. For example, the LLC serving as the general
partner per se cannot be exempt from Texas Franchise Tax under the
passive entity exemption because the exemption does not extend to
LLCs. 29 9 While it could be the case that the general partner LLC could be
exempt from Texas Franchise Tax under the small business exemption

294. TAx § 171.0003. In addition to the "90% rule," section 171.0003(a)(3) also requires
that the entity does not receive more than 10% of its federal gross income from conducting an
active trade or business in order for passive entity status to be obtained. Id. § 171.0003(a)(3).
However, section 171.0003(a-1) provides that, in making the 10% computation under section
171.0003(a)(3), income described in section 171.0003(a)(2) "may not be treated as income from
conducting an active trade or business." Id. § 171.0003(a-1). Effectively, because section
171.0003(a- 1) provides that any type of income that is deemed to be passive for Texas Franchise
Tax purposes cannot be treated as income earned from conducting an active trade or business, the
"10 percent. . . active trade or business rule" is meaningless. Id.
295. Id. § 17.0003(b)(1). Also not considered passive is "income received by a nonoperator
from mineral properties under a joint operating agreement if the nonoperator is a member of an
affiliated group and another member of that group is the operator under the same joint operating
agreement." Id. § 17.0003(b)(2).
296. See supra Part II.
297. See id.
298. See id.
299. TAx § 171.0003(a)(1).
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discussed above in Part IX.D, such might not be the case for large
charities.3 00
Additionally, a subsidiary limited partnership is not exempt from
Texas Franchise Tax as a passive entity in all cases. For example, a Section
501(c)(3) Charity may desire to form a subsidiary entity in order to
segregate real property that generates rental income. Section 501(c)(3)
Charities are allowed to generate rental income without being subject to the
unrelated business income tax under federal tax law. 30 1 However, rental
income is not an income type that is considered passive for Texas Franchise
Tax purposes.302 Consequently, the passive entity exemption from Texas
Franchise Tax would not be a workable solution for Section 501(c)(3)
Charities with rental income.
In short, Option Five can be thought of as a bandage in certain
situations for some Section 501(c)(3) Charities desiring to implement
subsidiary structures, but Option Five is not a permanent solution.
X. PROPOSED ADMINISTRATIVE SOLUTIONS (SINCE LEGISLATIVE ACTION
Is NOT REQUIRED)

There are several ways to solve the issue addressed herein. Obviously,
one solution would be to amend section 171.063(c). However, as discussed
in Part VIII above, legislative action is not required.303 For this reason, this
Part X sets forth various ways the Comptroller can solve the problem
concerning the taxability of Nonprofit SMLLCs administratively.
First, section 111.002 gives the Comptroller authority to adopt, repeal,
or amend Comptroller Rules. Section 111.002 specifically provides:
The comptroller may adopt rules that do not conflict with the laws
of this state or the constitution of this state or the United States for
the enforcement of the provisions of this title and the collection of
taxes and other revenues under this title. In addition to the
discretion to adopt, repeal, or amend such rules permitted under
the constitution and laws of this state and under the common law,
the comptroller may adopt, repeal, or amend such rules to reflect
changes in the power of this state to collect taxes and enforce the
provisions of this title due to changes in the constitution or laws of
3
the United States and judicial interpretations thereof. x
300. See supra Part IX.D. See also supra note 285 regarding the new $1 million standard
deduction/exclusion from total revenue applicable to Texas Franchise Tax Reports originally due
after January 1, 2014.
301.
See supra note 262 and accompanying text.
302. See supra note 290 and accompanying text.
303. See supra Part VIII.A.
304. TAx § 111.002.
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Comptroller Rules are promulgated to provide official interpretations
and guidance with respect to the Texas Tax Code. 305 Per section 111.002,
the Comptroller could change its policy regarding the taxability of
Nonprofit SMLLCs by amending Comptroller Rule 3.583, which governs
the exemptions from the Texas Franchise Tax. For instance, the
Comptroller could amend Comptroller Rule 3.583 to add the language
below:
In the case of a taxable entity that is classified as a disregarded
entity for federal income tax purposes and exempt from federal
income tax under Section 501(c)(3), (4), (5), (6), (7), (8), (10), or
(19), Internal Revenue Code, an exemption under Tax Code, §
171.063, is established by furnishing the comptroller with (i) a
copy of the Internal Revenue Service's letter of exemption
applicable to the taxable entity; and (ii) sufficient evidence to
establish that such taxable entity is wholly-owned by a taxable
entity exempt from federal income tax under Section 501(c)(3),
(4), (5), (6), (7), (8), (10), or (19) and was formed solely to carry
out the tax-exempt activities of its sole owner. Examples of
evidence that can be presented to satisfy the requirements of (ii)
include the taxable entity's governing documents evidencing that
it is organized solely to carry out the tax-exempt purposes of its
sole owner, a copy of the sole owner's federal income tax return,
and consolidating statements showing inclusion of the taxable
entity in the federal income tax return filed by the sole owner. The
basis of a franchise tax exemption under this subsection is not the
federal disregarded entity status of the taxable entity, but instead,
satisfaction of the foregoing requirements.30 6
As a second option, the Comptroller's office could add a frequently
asked question (FAQ) on its website. After H.B. 3 was enacted, the
Comptroller began posting answers to FAQs on its website on a regular
basis.307 Notably, some Comptroller answers to FAQs are policy based
rather than simply responding to simple questions answerable straight from

305. See id. § 111.002; see also TEX. GOV'T CODE § 2001.003(6) (West 2008) (providing
that the definition of Comptroller Rules means a statement of general applicability that
"implements, interprets, or prescribes law or policy" or "describes the procedures or practice
requirements" of the Comptroller, and further includes the amendment or repeal of a prior rule and
"does not include a statement regarding only the internal management or organization of [the
Comptroller] and does not affect[] private rights or procedures").
306. See also supra Part VIII.C. The requirements are similar to those required by the
Pennsylvania Department of Revenue. See supra note 155.
307.

See, e.g., Alan E. Sherman, Updates since June 24th to the Revised Franchise Tax

L.
BLOG
(Aug.
18,
2008),
STATE
AND
LOC.
TAX
FAQs,
TEXAS
http://www.txsaltlaw.comL/archives/texas-franchise-tax-updates-since-june-24th-to-the-revisedfranchise-tax-faqs.html.
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the Texas Tax Code or Comptroller Rules. For example, Texas Franchise
Tax FAQ #19, dealing with Taxable Entities, responds to the question of
how series LLCs are taxed under the Texas Tax Code.308 Considering how
the Comptroller has used the FAQ's on its website in the past, the
Comptroller could change his policy regarding the taxability of Nonprofit
SMLLCs by posting a FAQ on its website and simultaneously revoking
Comptroller Ruling 200106899L.
A third option for the Comptroller is revoking Comptroller Ruling
200106899L and simultaneously issuing a new ruling. As a general rule,
rulings are issued at the request of a taxpayer, which means a Nonprofit
SMLLC likely would be required to come forward and submit a ruling
request to the Comptroller. On the other hand, the Comptroller has, on
occassion, issued rulings on its own volition without a taxpayer request.3 09
For example, in Comptroller Ruling 200106899L, without a taxpayer
request, the Comptroller unilaterally addressed the allowance of certain
Texas Franchise Tax avoidance structures under the pre-H.B. 3 Texas
Franchise Tax system. 310
Thus, based on past precedent, the Comptroller conceivably could
change its policy relating to Nonprofit SMLLCs with a revocation of
Comptroller Ruling 200106899L and simultaneously issuing a new ruling.
On balance, though, this option is not the best option when considering the
Comptroller's recent promulgation of a new set of rules related to the
issuance of ruling requests. 3 11 The new letter ruling request system is
governed by Rule 3.1, titled Private Letter Rulings and General Information
Letters. 312 The rationale given by the Comptroller for implementing the new
letter ruling process is so there will be a more formalized and streamlined
system containing more well-defined requirements, thereby allowing
Comptroller resources to be devoted more towards rule-making, because
rule-making provides guidance to a larger group of taxpayers in comparison
to one-on-one ruling requests.313
Taking into account the Comptroller's new ruling request process and
desire to issue more guidance in the form of Comptroller Rules, the best
option of the three options outlined above is for the Comptroller to amend

308.

Susan Combs, Texas Franchise Tax-Frequently Asked Questions: Taxable Entities,

WINDOW
ON
STATE
GOv'T
(Sept.
9,
2011),
http://www.window.state.tx.us/taxinfo/franchise/faqtaxent.html#taxentl9.
309. See infra note 314 and accompanying text.
310. See Comptroller Lt. Op. No. 200106899L (June 21, 2001).
311.
See 38 Tex. Reg. 384 (2013) (to be codified as an amendment to 34 Tex. Admin. Code
§ 3.1) (Comptroller of Pub. Accounts).
312.

See id.

313.

See id. at Preamble.
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Comptroller Rule 3.583 to include language similar to that set forth
above.314 Simultaneously, the Comptroller would revoke Comptroller
Ruling 200106899L. Proceeding with this option would meet the
Comptroller's stated goal of issuing more guidance to the masses via the
rule-making process, which is a commendable goal and one providing great
benefit to Texas taxpayers.
XI. CONCLUSION

For-profit businesses frequently use wholly-owned LLCs that are
disregarded for federal income tax purposes to structure their assets and
operations in various subsidiary entities. 1 LLCs are thought by many to be
the go-to entity choice in today's choice-of-entity world. For the same
reasons that a for-profit business desires to use wholly-owned LLCs to
prudently structure operations and assets, Section 501(c)(3) Charities have
the same desire.
Indeed, many states specifically allow LLCs to be
formed with a nonprofit purpose.3 18
The issue addressed in this article involves the unintended state tax
consequences that result when a Section 501(c)(3) Charity forms a
Nonprofit SMLLC (or multiple Nonprofit SMLLCs)." Understandably,
Section 501(c)(3) Charities might believe forming a Nonprofit SMLLC
does not create any state tax consequences since the formation does not
create any federal tax implications.32 0 While such thinking is logical, it does
not hold true in certain states. 321 This outcome results in a trap for the
unwary for Section 501(c)(3) Charities.m
Texas is an example of a state where this trap for the unwary exists.323
While Texas exempts Section 501(c)(3) Charities from its Texas Franchise
Tax, an exemption does not extend to Nonprofit SMLLCs wholly-owned by
Section 501(c)(3) Charities, even though the Nonprofit SMLLCs are
exempt from federal income tax Section 501(c)(3) Charities. 32 4 Thus, if a

314. See supranote 310 and accompany text.
315. See supra notes 314-17 and accompanying text.
316. See supra Part II.
317. See id.
318. See supra note 12 and accompanying text. See also supra Part VI.
319. The focus of this article is unintended state business tax consequences, such as state
corporate income taxes and franchise taxes. This article does not address other state tax types such
as sales/use tax and property tax. See also supra note 139 and accompanying text.
320. See supra Part II.
See id.
321.
322. See id.
323. See supra Part V.
324. See supra Part IX.
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Section 501(c)(3) Charity implements a structure using wholly-owned
Nonprofit SMLLCs for prudent planning purposes, it runs the risk of
creating Texas Franchise Tax implications that would not have otherwise
existed.
The cause of this result is a policy adopted by the Texas Comptroller
of Public Accounts that created a disconnect between federal tax law and
Texas Franchise Tax law.325 Simply put, this disconnect imposes a
requirement on Nonprofit SMLLCs for obtaining an exemption from Texas
Franchise Tax that is seemingly impossible to satisfy. 32 6 Unquestionably,
this is an uncharitable policy for Section 501(c)(3) Charities organized in
Texas or otherwise operating in Texas.
There is no valid reason why Section 501(c)(3) Charities should be
forced to forego use of Nonprofit SMLLCs in asset protection structures in
order to keep the Texas Franchise Tax exemption to which they are already
entitled.327 Texas' narrow, and uncharitable policy is a costly problem for
Texas charities that takes away valuable funds from charitable programs
and activities.32 8 Other largely populated states do not impose their business
taxes on Nonprofit SMLLCs wholly-owned by Section 501(c)(3)
Charities. 329 Texas should join their ranks.
Undoubtedly, this problem could be fixed with a legislative
amendment to the Texas Franchise Tax Code. However, with legislative
amendments being expensive and time consuming, this is not a practical
option for Section 501 (c)(3) Charities. Moreover, as the conclusion reached
herein illustrates, a legislative amendment is not necessary to fix the
problem. Various administrative options at the Comptroller level exist. 3
This author urges the Comptroller to correct this costly problem confronting
Section 501(c)(3) Charities.
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See supra note 155 and accompanying text.
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